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Two summers ago, I returned from a visit to Eastern Europe convinced that Poland, Hungary, Slovakia and the Czech Republic were on the fast track to prosperity. It seemed to me -- and virtually every one of the Western business executives I spoke with -- that these countries had tasted enough of democracy and capitalism that there was no turning back.

In the last year, however, there has been a good deal of backsliding.

The glow from accession to the European Union has given way to resentment of "old Europe" for its begrudging acceptance of "new Europe" and the fiscal straightjacket that comes with E.U. membership.

The pace of investment has eased as multinationals look past Eastern Europe to China and India.

And while the early years of liberalization produced a surge in new jobs and wealth, the fruits were unevenly distributed.

Moreover, now that growth in tax revenue has slowed, it is clear how little was done during the boom years to reform a huge and inefficient public sector that has become a drag on economic growth, a threat to financial stability and an obstacle to the adoption of the euro.

"Contrary to what many people believed, these are not countries that had fully bought into market capitalism," said Adam S. Posen, a senior fellow at the Peterson Institute of International Economics.

While each country presents a somewhat different political profile, the common thread has been the breakdown of the political consensus around reform and liberalization. Governments are weak, institutions have become politicized, and corruption and nationalism are on the rise.

Now the International Monetary Fund has raised a warning flag about a possible financial crisis in a region that has several of the characteristics of the Asian economies of the mid-1990. These include big inflows of foreign capital, pegged currencies, large budget deficits and a weak institutional framework. Although markets have generally ignored the warning, history shows they generally do -- right up until the "correction" begins.

The biggest problem is in Hungary, where things began to unravel this spring after the newly elected prime minister was overheard on tape telling party colleagues that he won the election by lying to voters about the state of the government's finances for years. Needless to say, it's been an uphill battle since then trying to rally the country around a three-year austerity program of painful tax hikes, government layoffs and cuts in pensions and health benefits to trim a budget deficit equal to 10 percent of the gross domestic product. Moreover, any decline in the currency will trigger an Argentina-like disaster for both government and households, which have borrowed heavily in euros and Swiss francs.

In Poland, the twin Kaczynski brothers, now president and prime minister, have launched a radical agenda that includes purging former communists from government and hundreds of state-owned enterprises and replacing them with cronies. Their power grab has included challenging the independence of Poland's central bank and driving out its governor, Leszek Balcerowicz, the father of Poland's economic reforms.

With its flat tax, liberal labor laws and generous business subsidies, Slovakia had become the sentimental favorite for free-market reformers around the world. But reformers were ousted in June in a closely fought election that seems to have left the government in the hands of a populist coalition with a strong odor of corruption about it.

And while the economy continues to chug along quite nicely in the Czech Republic, its politics are stalemated after a June election left the two major coalitions with equal numbers of seats in the lower house of parliament. Whatever government finally emerges is unlikely to be able to push through the spending cuts necessary to get the country's budget deficit under control.

The danger is that these countries are sliding toward an economic model that is less like that of the United States, Britain or even France, and more like Vladimir Putin's Russia.

Just this week, the Organization for Economic Cooperation and Development criticized the disturbing trend in Russia toward corruption, expropriation and re-nationalization of strategic sectors. The report singled out Gazprom, the state natural gas monopoly, which hasn't done much to expand energy production but has managed to scoop up an airline, a bank, television and radio stations, cinemas and hotels.

As it happens, the report was released around the same time that, in London, a former Putin KBG colleague turned critic succumbed to a lethal dose of polonium. It occurred to more than a few people that Putin might be behind it, although the president indignantly denied it.

Under Putin, the Russian economic model has more to do with Don Corleone than Milton Friedman -- a corrupt enterprise financed by energy revenue and foreign investment, sustained through intimidation and maintained through control of the courts, the media and the secret police. Now, under the guise of capitalism, Putin seeks to extend that power by monopolizing the flow of energy to Russia's neighbors, selling dangerous technologies to rogue regimes and getting a foothold in Western companies such as Airbus.

So it is particularly curious why the Bush administration would chose this moment to remove a last barrier to Russian membership in the World Trade Organization. If it stands for anything, the WTO is about open markets, fair competition and the rule of law -- all concepts regularly and flagrantly violated in Putin's Russia. By conferring legitimacy on Russia's political and economic dictatorship, the United States has sent the worst possible signal to Russia's neighbors in Eastern Europe as they decide which path to follow.
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