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I Introduction: A missing link?

The collapse of the old centrally-planned (Communist) systemin East and Central Europe - from now the
OC-countries - took place only one decade ago. Much has happened, and when one walks down a street
incentral Moscow onasunny spring day, it looks as atypical European capital.” Wealthisapparent, shops
are booming, people are well dressed, and private cars are everywhere. However, the data tell another
story. The economic development of the countriesin transition of the OC-country has been disappointing
in three ways:

(d1) The output collapse just after the big change in 1989/90 was on average 40% of GDP.
(d2) The upswing has been slow. In some cases it has hardly even started.?
(d3) Thetrangtion has caused an increase in corruption, rent-seeking and crime.

Themainreason that most economists expected asmall adjustment crisis (not d1) and aquick upswing (not
d2), wasthe predictionsfrom the theory of economic growth. It speaks of steady state growth paths deter-
mined by the stocks of human and physical capital. The OC-countries did have large stocks of both capitals
beforethetransition. The existing stocks of thetwo capitals were not made for amarket economy. So they
should not be valued at reproduction costs. However, even after writing off say 25%, alot would have been
left. Further, the standard of living in the post transition OC-countrieswas much lower than it should have
been given the existing stocks of the two capitals, so things looked promising.

Thereasonsfor both (d1) and (d2) remain hotly debated. The logical explanation isthat something
intangible ismissing. Maybe the 70 to 45 years of socialism destroyed some X, which is hard to rebuild.
Oftenit isargued that X is»initiativex, »business knowledge« or even the »spirit of capitalism. However,
such proposals seem without a theoretical basis. We argue that X is social capital, 2.

Item (d3) iseasier to understand, thoughit wasstill unpredicted. Below wetreat it asaconsequence
of the rise in negative social capital (Q2 *), and use the available data on corruption perceptions as an
indicator of the size of the phenomenon. The interaction between »normal« (positive) social capital (Q *)
and »negativex social capital (Q 7) is not well known, but will be an important subject below.

Themain theory behind the study isthe dictator ship theory of missing social capital. It arguesthat
dictatorships - especialy totalitarian ones - destroy social capital. Some dictatorships such as the Com-
munist ones even create conditions that favor the building of negative social capital. When dictatorships
are abolished, social capital may develop negatively and act as a brake on economic development.

Standard textbookson thetransition - asGros & Steinherr (1995) and Lavigne (1999) - do not even
mention social capital. We try to provide the reverse case and see how much social capital can potentialy
explain, and to assessif the available data support this explanation. We do not attempt to compare »our«
explanation with alternative explanations.

Section |1 reviews the main definitions of social capital and relates it to the economy. Section 11
proposes three hypotheses concerning the level of social capital in Eastern Europe arguing that the old
communist systems destroyed normal social capital, while feeding negative socia capital. Consequently,
socia capital may be amajor part of the explanation for (d1), (d2) and (d3). Section IV presents some data
fromtheWorldValue Survey and Transparency I nternational inapreliminary attempt to test theargument.
In addition, a few scattered observations will be considered. Section V is a brief conclusion.
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[ Social capital theory: definitions and therelation to other matters
Thissectionwill be dogmatically short, aswe have developed our views- withthe necessary qualifications -
elsawhere? - we concentrate on normal (positive) social capital: Q ~Q ™.

1.1  Two definitions, a reformulation and a proxy
Most definitions of social capital are summarized in Table 1. It givestwo definitions,” and areformulation
in the language of game theory. Also, an easy-to-use proxy named Putham’s Instrument is given.

We assume that the two definitions are closely related, so that given a proper calibration to the same
common scale, we have:

(1) Q=Q"+¢" whereeMissmall and random
(20) Q=Q"+¢", wheree' is small and random
(2b) QT =1I +¢", where e" is small and random

Oneargument below isthat the definitions are likely to deviate in the OC-countries, precisely because they
create problematic networks, bordering on the corrupt. If the €'s are small and random we have:

Social capital dream: Q=Q"V=Q"=1I

Thedreamisthus that all definitions have the same underlying »basis«. Many concepts routinely used by
economists are problematic. They are unsharply defined and easy to »dissolve« into parts, which can only
be aggregated for certain purposes. However, as we know the limitations of the concepts, they are till
useful. Social capital isin the early stage of development. No definition is generally accepted. It is clearly
difficult to aggregate social capital, and many problems of measurement remain to be solved.® Still, we may
learn that something basic and robust lies beneath the idea of social capital, making it a useful variable.

Thelast variable, 11, is Putnam’ s Instrument. The voluntary organizationslisted by Putnam (1993)
are comprehensive. That is, the list includes choral societies, bridge clubs and bird watching societies.
Clearly, it isnot important for the development of society and the economy that people get together to sing
and look at birds. However, the fact that such societies exist and are widespread in some places, but not
inothers, tellsus something about the society. We conclude that Putnam’ s Instrument can be aproxy only.

Finally, wereturnto the point that cooperation and networks come in positive and negative forms.
People may cooperate about socially desirable/welfare enhancing goals or about undesirable goals decrea
sing aggregate welfare. For example, they cooperate in mafias and similar gangs. No doubt Hells Angels
have plenty of esprit de corpsand help each other whenever needed. Normally, such negative networksand
organizations are secret, and hence not recorded by polls and other methods of measurement, but it does
not, of course, mean that they do not exist. So what we measure is.

3 Q=
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1.2 Relating social capital to the economy ©
Behind the growth argument - presented in the introduction - isthe idea of a macro production function:

4  y,=Y/IN,=Y(t,L,K,H), where e. = (@Y /ot)/Y> 0, aY/dx > 0, 3*Y/ax* < O, for x =L, K, H
Y isGDP, N isthe population, t istime, L isemployment, K isphysical capital, H is human capital,
and « isthe rate of technical progress.

A huge literature discusses (4). It is fraught with problems, but it is widely agreed that it makes enough
senseto alow ussomeinsight into the process of growth. The »optimistic« predictions about the transition
of the OC-countries mentioned in the introduction, relied upon the idea that the levels of K and H in the
OC-countries correspond to Y’s, which were larger than the Y’ s actually observed.

The missing social capital idea can be expressed, simply by including social capital Q, asafactor of
production.” Thisgives us equation (5). It ismuch less researched than (4), simply because Q, ismuch less
known than the other variables, but let us for the moment assume that it makes sense.

(5)  Vy,=Y(t L, K, H,Q), where dY/3Q > 0, 3?Y/0Q? < 0, where Q is normal socia capital.
The negative social capital is negative precisely asdY/oQ ) < 0.

The missing socia capital idea is smple: While the old communist regimes built K and H they destroyed
Q, so that Q after the transition was much too small. If Q is a substantial factor of production, and if the
elagticities of substitutions between Q and the other factors of production are limited, then the low Q
produces a Y, which is (too) low. The optimistic prediction of economists (in the terminology of the
introduction non-d1 and non-d2) was thus based on overlooking the low Q.

Severa of the micro-studies in World Bank (1999) suggest that Q isjust asimportant as H to the
income of people, and henceto the generation of the product Y. The evidenceis till scanty and disputed,?
but the existing evidence seemsto support the ideathat Q isa substantial factor of production. Thisisalso
the claim of Putnam (1993), Olson (1996) and other writersin the »social capital school«.

11 Dictatorship and social capital: A negative causal link

Dictatorship comes in many forms. We will distinguish among the three typeslisted in Table 2. The most
extreme formistotalitarianism. Wintrobe (1998; p 7-11) surveys a set of definitions of totalitarianism, and
ends by endorsing the definition of Hannah Arendt (quoted in Table 2). Wintrobe stresses that the goal of
total control - in part - is achieved through the »atomization« of human relationships. That is, of course,
the opposite of social capital.

[11.1  The core observation: dictatorship destroys social capital
All dictators know that when people cooperate outside the control of the regime they may also cooperate
against theregime. Therefore, asarule, dictators areagainst the uncontrolled cooperation of their subjects.



Paldam & Svendsen 5 Eastern Europe

Public choice theory teaches that organizations have a strong inborn tendency to take on alife of
their own. The leaders - however appointed - often want to use the organization for their own purposes.
That means to rally their members behind themselves, but then they have to provide something in return.
Sometimesthe central leadership turns so slack that the members manageto seizethe organization or apart
of it and turn it into their own.

Thisiswell known by all dictators, and they normally strive to build safeguardsto securethat all -
or the main - organizations of society stay under full control, and that their leaders have no possihilitiesto
build their own power base. Leaders are often changed, or care is taken to make them incompatible with
their members.® Social control iscrucial for all dictatorswho want to remainin power. Totalitarian regimes
are those who are most extreme in these matters.

Putnam’ sexample (in his 1993 book) isthe great difference of social capital inthe North and South
of Italy, where the division is along a line somewhere between Rome and Naples. In the South, the
Kingdom of Scily ruled for 700 years, till the unificationin 1861. This Kingdom is described as an example
of absolutismthat deliberately prevented the building of social capital. It was not a particularly »bloody«
regime, but it did try to control its subjects, and it had a secret police, etc. Putnam stresses that the long
timethe regime lasted was crucial for the destruction of trust and cooperation. Also, it led to the creation
of the Mafia, which started as asecret mutual aid organization among the peasants.'? It is contrasted with
the city-states of the North. They did havetheir tyrantsand ruling familiestoo, but they kept changing, and
in between the citizens ruled. The Kingdom of Sicily appears much like Russia of the Czars.

An example of ordinary dictatorship (of shorter duration) is Spain during the period, 1939-75.*Y
The study of Torcal & Montero (1999) observes that social capital (by available measures) was low
compared with similar Latin countries.

The mechanismis most easy to observe, when we consider the most extreme case: In atotalitarian
systemthe dictator wantsto mold society into »his system, with himself in the apex and where everybody
elseiscontrolled. Totalitarian systemsareone-party states, wherethedictator derives hispower frombeing
the leader of the party, and where the party chooses the successor, when the dictator dies. Everybody has
to be organized, under the control of the party, and with the dictator as the head of the party. All
organizations are thus integrated as parts of the system. They are used to generate loyalty and control.

Many studies have been made of such systems. Wintrobe triesto generalize avast material dealing
mostly with the regimes of Hitler, Mussolini and Stalin. Of these systems the Stalinist/Communist system
proved the most durable. The most thoroughly researched study of this system at its heyday, at the grass-
rootslevel, isno doubt Fainsod (1958).% It documents the extent of the control system. Evenwhen it was
both clumsy, slow and somewhat arbitrary, it did extend into all spheres of life and nobody could be sure
to do anything uncontrolled.

Inthelate DDR, the archives of STASI have been opened and subjected to much research aready.
Once morethe extent of control was staggering, as files on more than 10% of the adult population existed.
The control was kept till the end, even when the system gradually mellowed a little.

The studies made all stress that the creation of fear and distrust is an important element in
totalitarian control. All totalitarian regimes have created competing instruments of repression and fear, and
some of these instruments have been made highly visible. The descriptions agree that an atmosphere of
intimidation is easy to create and most totalitarian regimes have greatly succeeded in this endeavor. They
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do not need to kill and torture very many to be convincing.*®

However, sometotalitarian regimes have killed and jailed asizable fraction of the population, often
in the form of wavelike purges that took a dramatic momentum of their own. This has created a strong
atmosphere of fear and distrust leading into paranoia. Those who live through such periods tend to be
changed. They have thoroughly learned to trust nobody, to obey authority, and take no initiative of their
own. The resulting atomization of social relationships clearly involves destruction of social capital.

The official main aim of the 70 years soviet system wasto create a new socialist man and eliminate
capitalist man. In order to do so, all voluntary organizations were brought under the leadership control of
the communist party. By doing this, the party told people what to do, and de facto abolished all unofficia
voluntary organizations. Great effortswere madeto root out non-systeminitiativesand even the boy scouts
were replaced by official party scouts (pioneers). Strong incentives were given to restrict all activities to
the (relatively) safe one of obeying orders. The state made almost all decisions and left no room for entre-
preneurship, experiments and voluntary organization into social groups (Paldam and Svendsen, 2000).

This can be summarized as hypothesis one: dictatorship and especially totalitarianism destroys
normal social capital.

1.2 Network under communism®

The preceding section hintsthat strict totalitarianismisrare. Hitler, Stalin (and hisvassals), Mao and other
extreme cases can be mentioned, but they arerare. Stalin’s successors gradually turned softer. The system
mellowed, even when it stayed totalitarian in principle and in many details till the end. Two economic
features of the communist economic system gave a big premium to non-system cooperation, namely (1)
supply constraints and (2) plan fulfilment pressures. The ensuing mechanisms - see Table 3 - are often
described (see, eg Nove, 1961, 1977). They created informal networks bordering on the illegal.

Especialy the fixer-connections between firms were grey and often corrupt. Official channels existed to
change the plan when something went wrong. However, they were very cumbersome and it was much
better to »fix« something through grey channels and middiemen (tolkach). The government and the party
knew that such networks provided some flexibility to the economy, so they were tolerated, if they did not
gotoo far. Infact, directorswho fulfilled plan targets were rewarded, and those who stuck to the rulesand
failled were punished. Many stories have been reported in the press where such networks got rather far
(involving hundreds of people protected by local top-politicians making millions of roubles) before they
were stopped.

Households were supply-constrained (ie pressures of excess demand existed) and thus had forced
savings available if provisions of goods and services could be fixed. On the »white« side households were
known to help each other with queuing, and bits and pieces of »open free« markets were always permitted.
However, much was in the »grey« or even »black« sectors of the economy. In Poland from the late 1960s
an open grey/black market for foreign exchange was tolerated. Traders were not alowed to set up



Paldam & Svendsen 7 Eastern Europe

exchange shopswith permanent premises, but they walked the central streetsand squaresinthe maintowns
inahighly visibleway with bags of money. The Central Bank and the planning authorities kept careful track
of the parallél rate of exchange and would openly admit that this was considered a safety-valve for the
excess demand.

Findly, it should be noted that the true costs of goods and services were hard to know in the
communist economy and rather irrelevant to most decision makers. People who had the right to distribute
goods and services could often do so with little regard to the costs. Hence, values for goods and services
indifferent usesvaried and differed from the true cost structure. In other wordsthe price system had many
irrationalities, and rents appeared in mysterious ways to be picked by the audacious.”® Once again,
connections and »grey« fixer networks came to mean alot.

The above picture of the communist economy thus describesa society, where the grey/black sector
hasabig potential and is allowed some leeway, but it isstill kept under control by several control systems.
It consisted of several police corps, the banking system had financial control asitsmainjob, and inthe end
everybody was controlled by the party.

Column 1 on Figure 1 shows the social capital consequences of model described. The grey/black
networks were necessary for the system. In a sense they represented normal social capital, but they were
precariously near to negative social capital. Clearly such networksare harmful inamarket economy, where
the trading rules are to be respected not bypassed.

With the softening of communism the safeguards and controls of the system weakened, alowing
thegrey/black networksto bloom. Also, the official organizationsgained someindependence. Wehaveseen
and heard many stories from Eastern Europe describing such developments.

Figure 1 showsthree columns. Column 1 for thecommunist society and Column 3 for the developed market
economy are very different. Thelatter hasamoderate control system, a small grey/black sector, and much
socia capital. The communist model has much more control, a larger grey/black sector, much officia
organization and less normal social capital. The left-hand side graph also illustrates the trade offs between
the size of the control apparatus and the grey/black sector. This can be summarized as:

Hypothesistwo: The communist model generates grey/black networks, which are kept at bay by
a large control apparatus.

When a dictatorship ends, social capital islow. The official organization made by the old regime
crumbles. People have learned distrust and to take no initiative of their own. At the same time many other
institutions weaken. Thisis particularly important for atransition from communism:

Hypothesisthree: The transition smtches the grey/black networks from necessary into harmful,
and the weakening of institutions allowed this negative social capital to grow and become a barrier to a
normal economic devel opment.
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IV Post communism: The problematic inheritance

The development from Column 1 to Column 2 on Figure 1 shows - in ahighly stylized way - our model of
the transition of social capital. It did not develop in the direction of Column 3 of the developed market
economy, but in a much less favorable way. The control system weakened and the grey/black networks -
aready inplace- grew and turned decisively negative. At the sametimethe official organizations collapsed,
and only much smaller voluntary organizations remained.

IV.1 The normalization horizon: Putnam’s pessimism and other evidence

Putnam’ s study of Italy deals with the development of ingtitutions of governance in Italy,'® asit analyzes
the efficiency of new regional administrations set up after a municipal reform in 1970. It shows large
differences in efficiency especially between the North and the South. Thisis ascribed to the difference in
socia capital inthetwo partsof Italy dueto the past. However, thetwo areaswere united in 1861 - no less
than 110 yearsbefore. Theinstitutions of the Kingdom of Sicily were not dissolved the day Italy wasunited,
but allowed to fade away. However, in any case the time lag of at least half a century failed to close the
social capital gap, and it is supposed to remain till this day. Thisis a deeply pessimistic perspective when
we turn to the OC-countries.

Fortunately, other evidenceexists. The study of Spain already mentioned (Torcal & Montero, 1999)
demonstrates that existing evidence shows that Spanish social capital ceased to differ from other Latin
European countries already 1-2 decades after democracy was reintroduced.” However, as we will see
below Latin DCs have low social capital compared with other DCs. Thisalso appliesto France withitsold
tradition for democracy.

The study by Stolle & Rochon (1999) compares available measures of socia capital in the USA,
Sweden and Germany. It shows no clear difference, even when Germany had democracy a century later
than the other two countries, and, in addition, had a short, but nasty, spell of totalitarianism 1933/45.'®

We thus conclude that the adjustment period does not need to be more than a few decades. The
reason why a large difference appears between Italy, Spain and Germany may be that social capital has a
propensity to stay in certain equilibria. Below we argue that social capital instead of developing good
dynamics may go bad and get stuck in a bad equilibrium.

IV.2  The replacement of public mass organizations with voluntary organizations

The study of Siisidnen (1999) compares social capital in three Nordic countries (Norway, Sweden and
Finland) and the three Baltic countries using Putnanm’s Instrument. The main results are cited in Table 4.
The comparison is made using a set of polls done in the late 1990s.

Siisidnen makesthe point that the frequency of membership in organizations before 1989/90 was much the
same in the two country groups. However, here the organizations in the Baltic’s were relatively few, but
large, state-controlled mass organizations, while there were many more, but often smaller, voluntary
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organizations in the Nordic countries. Since 1989/90 small changes only have occurred in the Nordic
countries.

However, when the system controlling the mass organizationsin the Baltic’ s collapsed in 1990, so
did the organizations. All three Baltic polls report areduction of two-thirds of membership in the old mass
organizations. In the process some organizations disappeared while others managed to change and stay
alive, and some of them even started to grow. Also, new organizationswere formed. However, thereis still
much less social capital than in the Nordic countries.

Much the same findings appear in Rose’ s (1999: p.151) study of Russia. Hefindsthat Russiatoday
continues to suffer from a »missing middle« of organizations linking informal grass root networks and
modern organizations. Rather, the gap isfilled by antimodern enterprisesrun by former officialsor by Mafia
organizations. We return to Rose’ s theory of antimodern society below.

IV.3 Measures of generalized trust and corruption
The World Vaue Survey brings numbers for many polled items, see Inglehart et a (1998). One is trust,
measured in ageneral way - that is, the respondents are asked if they »trust« other people.'® Thisisperhaps
the best measure available of social capital. Figure 2 compares the answers with this question with the
corruption perception index, «, for the same countries.*® Note that the x-index is really an honesty index,
as low values show corruption and high values honesty.?” We have argued that this is the best measure
available for negative social capital.

The country observationson Figures 2 to 4 have signaturesdividing theminto thefollowing groups:
OC isthe OC-countriesand Or arethe oriental countries. Two groups of (high-income) DC’s are shown:
WL isWestern-Latinand WN isWestern-North, asthey aredominated by German-British cultures. Belgium
has an intermediate marking to show that it is half way in both groups. Finaly, Res is the group of the
remaining countries. Thisgroup contains4 Latin American countries. Argentina, Brazil, Chileand Mexico.

Thefirst observation from Figure 2 is that the points follow a clear pattern. The two series are both hard
to measure, and thus likely to have considerable measurement errors. The errors are unlikely to be
correlated asthetwo series are reached by different methods. So the series are so closely correlated asone
could wish. Secondly, we note that the OC-points are totally separate from the WN-points: asacruderule
of thumb trust istwice as high in the WN-countries and so ishonesty. Interestingly, the WL-countriesare
in between. So are the Latin American countries.

Two countries of interest stick out: It is China and Russia, both having relatively high trust. The
result for Chinais probably a serious measurement error (see Udaner, 2000). The result for Russiaisless
extreme, but it still causes Shleifer & Treisman (2000; p 99-105) to downplay the importance of socid
capital. However, other studies find alow level of trust in Russia. World Bank (1996; p 94) report that
government credibility is low in Russia and Eastern Europe in general. Rose and Mishler (1998) found
similar results. A battery of questions about trust in the institutions of Russian society showed that most
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Russians distrust every mgjor institution, especially the representative institutions of governance.

IV.4  The perceptions of political participation

A second variable from the World Value Survey is closely related to social capital, as shown by Deth et al
(1999). It is the density of civic participation.?® Again it is a difficult variable to measure, and the data
reached for two countries differ very much from the others. It is available for dightly fewer countries.
Figures 3 and 4 compare the answers with the two variables of Figure 2.

Both graphs support the view that we are dealing with aspects of something robust. The WN and the OC-
points are always separate with the WN-countries in the top-right corner and the OC-countries in the
bottom-left corner, indicating low values of the social capital related variables. The difference islargein
relation to the scale used.

Given that the OC-countrieshavetoo low GDPrelativeto their level of physical and human capital
(their (K, H)-values) we conclude that we have found evidence suggesting that they are held back by their
low socia capital. The OC-countries have the same socia capital asthe Latin-American countries, which
have the same GDP-levels as well.

Things thus hang nicely together until one looks at the WL-countries. They are closer to the OC-
countries than to the WN-countries in social capital according to most of the indicators tried. Especialy
the low level of trust (22) in France is puzzling. The WL-countries are as rich as the WN-countries,
especialy France and the northern parts of Italy and Spain. Note, however, that the lowest scores of the
social capital related variables are the ones to perception of participation. In spite of recent reforms, the
Latin countries are relatively centralized, with powerful central administrations controlling weak local
governments. Clearly, much about social capital is puzzling.?

A similar paradox isprovided by Putnam (2000) demonstrating by awealth of statisticsthat (nearly)
all indicators of social capital have gone downinthelast two decadesinthe USA. Thislarge reduction has
occurred during a period of particularly rapid economic growth in the country. These developments
contradict the idea that social capital is an important factor of production.

However, disregarding the contradictory evidence, we conclude that the OC-evidence speaks
strongly of alow level of normal social capital and a high level of negative socia capital. We would very
much have liked to have had time series for the relevant variables, but only bits and pieces are available.

IV.5 The growth of the »shadow« economy
Severa studies try to put some time series evidence together. Much evidence is found in a recent
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conference volume (Feige & Ott, 2000) and surveyed by Schneider & Enste (2000) and most recently by
Schneider (2000). Given the inherent difficulties of measurement the evidence is surprisingly coherent.

The studies quoted by Schneider suggest that the shadow economy has grown from about 16% of
GDP in the average OC-country to about 40% from the late 1980s to the mid 1990s. The growth is
reported to be above average in Russia, and below average in the smaller, westernmost countries as
Estonia, the Czech Republic and Hungary. In Poland, the shadow economy appears to be shrinking, but
it was relatively large before the trangition started.

The numbers now reached are much like the ones calculated - by similar methods - for the Latin
American countriesand much higher thanthe onesfor the WN-countries. Once morethe WL-countriesare
in between. The numbers for the shadow economy given have thus much the same pattern as the other
socia capital indicators, even when they are calculated by models using standard economic variables.

IV.6  Two related ideas

A whole set of studies by Richard Rose (see, eg Rose and Mishler (1998) and Rose (1999)) develop a
theory of antimodern social capital. His main point is that social capital networks (used to produce goods
and services) are distinctive in a society characterized by organizational failure and corruption of formal
organizations. |n response against the State, individuals caninvoke informal networks: begging or cgjoling
public officials, using connections to »bend« rules or paying bribes that break rules; social networks
compensate for organizational failure. In this way, Rose (1999: p.156) shows that citizens in Russia have
formed many private networks for getting things done.

Rose (1999: p.148-49) furthermore argues, that the persistence of such networksis aformidable
barrier to Russia’s transition from an antimodern to a modern society with a well-functioning market
economy. Theseinformal interest groups maintain status quo by exploiting their personal contacts, barter
or bribesto get what they want within the existing system and they range widely from ordinary households
to the mafia. In all cases, mutual cooperation is based on the morality of face-to-face groups that Max
Weber characterizes as Binnenmoral. The complement is »outsider moral« (Aussenmoral) which cannot
stand on its own and therefore justifies formal organizations (ibid: p.150). In fact, these informal groups
are utilizing the same potential for »rent-seeking« as are formal interest groups such as state monopolies.
They trust each other when undertaking these unofficial and hidden activities.

The second theory is due to Chand & Moene (see 1999a, and especialy1999b). They have
developed a rather genera corruption model with two equilibria. One has low social capital, while the
second has high social capital, ie they correspond to the OC bottom-left corner and the WN top-right
corner on the graphs. The second paper applies the model to Russia. The variables used in the theoretical
argument are not all observable, but everything looks much as our verbal argument. It isreassuring that the
logics pursued in this paper can be so neatly formalized.

IV.7 Back to Figure 1: some additional mechanisms ?*

When we compare Columns 1 and 2 on Figure 1 they imply a demand theory of control. Nobody likesto
be controlled, so when the system mellowed, the controls were reduced, and when the system broke down
in 1989/90, the controls were quickly reduced. The police systemsturned into normal »civic« police. The
banking system turned into a Western banking system dealing with credit no longer acting as a controller
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for the state. Finally, the all-over controller, the Party, lost power. It should be added that at the same time
the public salaries dropped making the new police and the personnel in other institutions more vulnerable
to the temptations of corruption.

Also, the first decade after the system change was one of large scale privatization. It is always
difficult to privatize, and here it was done by new and inexperienced regimes during a period of chaos. So
much arbitrary redistribution - sometimesknownasrent grabbing - took place. Arbitrary redistribution was
aso a sde effect of the waves of high inflation, which followed the big system change. Arbitrary
redistribution is surely demoralizing for the population to experience.

For all these reasonsit is understandable that the low post communist social capital has been slow
to grow into the normal size fitting with the other factorsof production. It also helpsto explain that instead
it deteriorated into the negative.

\% Concluding remarks

It is important to start the conclusions by stressing our limited knowledge. Systematic theorizing about
socia capital isrecent. We understand little about the way social capital isbuilt. Data about its size and its
development over time are still scanty. The following conclusions are therefore tentative and made to
encourage further research. We have presented an argument summarized in three hypotheses:

Hypothesis 1 argued that the communist states - asall other dictatorships- destroyed social capital.
The data presented showed that it isaslow in the transition economies of East and Central Europeasit is
in the Latin American countries. We have further argued that this may explain why the GDP-level is low
compared with the levels of physical and human capital.

Hypothesis 2 claimed that the communist system had the characteristics that it needed a certain
amount of grey/black networks to function. Such networks were consequently tolerated, even when they
were kept under control by massive control systems.

Hypothesis 3 maintained that the big change in 1989/90 switched the old necessary grey/black
networksinto (harmful) negative social capital, and the reductionin the control systems (and the transition
problems) allowed these networksto grow. The data presented were weak on the time series evidence, but
certainly supported the idea that the level of negative social capital is high in the former communist
countries,

When we turn from the past to the future, the two main problems are: (a) How fast isthe building
process for (positive) socia capital going to be? (b) Can something be done to speed up this process of
socia capital building?

Evidence about point (a) is not plentiful, but once again scattered observations exist. We have
argued that acouple of decades may be sufficient. On point (b), it isimportant to distinguish between active
interference and passive support. Thelogic of social capital warnsusagainst activeinterference. However,
it seems likely that passive support may help. That means that governments can do much by creating the
proper enabling environment for social capital generation and by fighting negative social capital.
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Notes:

1 One of the authors spent half a year visiting most of the OC-countriesin the late 1960s and early 1970s and has
recently been back.

2. However, there seems to have been a large relative growth in the unrecorded »shadow« economy since then, as

discussed in Section V. Some cal culations suggest that theincrease is no lessthan 25% of GDPin the average OC-
economy. If thisistrue, the development is much less disappointing than argued in the text.

3. See Paldam & Svendsen (2000), Svendsen & Svendsen (2000) and Paldam (2000b).

4, Theorigins of the network definition is hard to trace, but something likeit isfound in Coleman (1987) and thetrust
definition may originate in Fukyama (1995). Both authors quote earlier thinkers. The main problem is that social
capital isajoint name given to synthesize old thoughts.

5. It did take along timefor the profession to cometo grip with physical and human capital, and we have bardly started
to use social capital.

6. We concentrate on therel ation between social capital and the economy. Much of thesocial capital literatureiswritten
by politol ogists concentrating on therel ation between social capital and democracy and good governance, see Putnam
(1993, 2000), Deth et al (1999) etc.

7. Paldam & Svendsen (2000a) discuss this simplification and present alternatives.

8. Several of the leading researchersin empirical growth theory - as Dale Jorgenson - have argued (at |east verbally)
that little space isleft in our knowledge of the growth process for social capital to explain.

9. The Empire created by Stalin did have one generation of leaders (normally the 2™) appointed by Stalin in 1946-48,
ruling in hisspirit (such as Ana Pauker, Métyas Rakosi, Jakub Berman and Klement Gottwald). They weretypically
appointed instead of leaderswith alocal following, making them strongly dependent upon their foreign boss. Soon
after Stalin’s death most disappeared and a divergence of the vassal states into more normal countries started.
However, even in 1989 all the countries were till run as Communist one-party states.

10. The biographical essay (novel) The Leopard (Lampedusa, 1958) brilliantly describes attitudes and values in the
Kingdom of Sicily at thetimeof the unification (1860-63). Perhapsthe most illuminating isCpt 4 wherethe Sicilian
prince explains the deep leve of distrust and inaction in Sicily to a »new« Italian from the north.

11. Thestory of theregime of General Franco ismuch likethe one of hisadmirer General Pinochet, though all numbers
(see below) arelarger, corresponding to the relative sizes of Spain and Chile and the duration of the regime. Also,
Spain went through a civil war (lasting 3 years), while Chile experienced a coup lasting 10 hours. Note that even
when Spain did have democracy before Franco, it was short-lived.

12. The study builds on an investigation of arailroad car full of archive material for 1917-37 from Smolensk Guber-
naya/Oblast. It was occupied by Germany during the War and they loaded the car with party archives, and sent it
to Germany. After the War the archives became available to a group of US sovietol ogists, who made the study.

13. ThePinochet regimeruled Chilefor 17 years. It tried to have absol ute power, without devel oping atruly totalitarian
system. It killed almost 3000 people. Morethan half werekilled within one month after the coup. In the remaining
period lessthan 100 werekilled per years, while the population increased from 9 to 13 mioinh. It isabout 10% of
the number killed in the traffic. Even when the number of tortured was larger, it was still small by comparative
standards. However, all evidence indicates that this was enough to thoroughly intimidate the population. A rather
similar caseisthe DDR regime. It did intimidate without much killing especially during its last 30 years.

14. We treat the Stalinist modd as the »core« model of Communist totalitarianism. Many other softer versions of the
system have been tried. Someversions, asthe Titoist model, and the Chinese model of today arerather different from
the core moddl, even when they had/have the Communist Party as the one and only political party.
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15.

16.

17.

18.

19.

20.

21.

22.

23.

24,

A wdl-known example was the wild prices for western jeans. Another example was Georgian traders flying to
Moscow to sell as many tomatoes as they were allowed to carry onboard and still making a profit.

Inacorresponding study Helliwel | & Putnam (1995) demonstrated that the conclusionsfor institution-building holds
for economic development as well. The connectionsin the Italian data are further discussed in Granato, Inglehart
& Leblang (1996) and Jackman & Miller (1996).

The reader may remember that the Spanish Republic lasted one decade from 1923 till the civil war started, while
General Franco ruled from 1936 till 72. The story of Spain the last half century before 1923 israther complex, with
shifting monarchies, dictators and some democracy.

German history before the Weimar Republic (1918-33) was that of aweak absolutism after the unification 1864-7,
asthe reader islikely to remember.

Theexact question is: »Generally speaking, do you believethat most people can betrusted or can’t you betoo careful
in dealing with people. It is discussed and many aspects are analyzed in Uslaner (2000).

The k-index used is the one published by Transparency International, a German based NGO with the net address:
<http://www.transparency.de/wel come.html>. Itisan aggregateof all availablecrosscountry measuresof corruption.

Treisman (2000) and Paldam (2000a) are the two most recent studies explaining the cross-country pattern in the k-
index with economic and cultural variables. The main explanatory variable is the GDP-leve, but also inflation is
a strong explanatory factor. The regulatory system in the country also matters. A wave of high inflation quickly
increases corruption. The OC-countries had probably lower corruption before the transition than now. However, it
was il relatively high thanks to the high rent seeking potential in the old system. Most of the increases can be
explained by falling real income, and the wave of high inflation in connection with the change of system.

Respondentswere asked whether they participatein different civic activities, i.e. voluntary, activities, including: (a)
social welfare services for the elderly and deprived; (b) education, art and cultural activities; (¢) local community
affairs; (d) activitiesrelated to conservation, environment and ecol ogy; and (€) work with youth. Thedensity of civic
participation is measured as the percentage of these civic activitiesin which an average respondent in a country is
involved.

Several of theleading researchers (notably Anirudh Krishna) stressthat social capital isa»latent« variablethat has
to be measured by measures which are relevant for the particular environment. While Putnam’ s instrument seems
relevant in an »European« cultural environment, it doesnot work in India, wherethelevel of voluntary organizations
arelow. In fact, the level of voluntary organizationsin Indiais|ower than in most African countries. However, in
other dimensions India scores (much) higher.

The additional mechanisms mentioned in this section aretreated in much detail in thetransition textbooks as Gross
& Steinherr (1995) and Lavigne (1999).



