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Context

• We can view the transition experience as a (largely) 
successful triumph of capitalism following the failures of 
socialism

• And an example of the economic damage caused by 
colonialization
– “Russia’s colonization of contiguous territories, rather 

than separate continents, blurred the understanding 
[of its] imperialistic enterprise” Frederick Starr*

2Attributed to Starr by Dawisha and Parrott (1994, p.7). See Havrylshyn (2020, p.242)
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4The building of the Berlin Wall
Photo credit: http://staff-www.uni-marburg.de/~nail/mauer.htm

The fall of the Berlin Wall
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The fall of the Berlin Wall

5“We decided that what Schabowski had said… amounted to the immediate opening of the Wall.”
See Johnson, Daniel, “Seven Minutes that Shook the World” Standpoint, November 2009 http://www.standpointmag.co.uk/node/2314/full

The end of the Soviet Union

• 8th December 1991
• Yeltsin couldn’t replace Gorbachev as head of the USSR
• Couldn’t dissolve the USSR

– Created the CIS (with an independent Ukraine and 
Belarus) and in doing so “removed the country from 
under Gorbachev, legitimately replacing him, and 
retaining a semblance of Russian primacy in this new 
virtual empire”

6Havrylshyn (2020, p.258)
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The dissolution of the Soviet Union…

The collapse of communism in context
• The “peaceful revolution”
• Over 200m people went from living in a communist system 

to capitalism

The surprising absence of civil disorder*
• Polish riots due to price increases in 1956, 1970, 1976, 1990

– 44 workers were killed in Gdansk in 1970 after a 36% 
increase on meat, bread, milk and eggs **

– In 1976 bread and milk rose by 60% **
• Soviet Union massacre due to price increases (meat) in 

1962

• “To great positive surprise, no single postcommunist price 
liberalization aroused social unrest” (Anders Aslund 2007, 
p.235)

7* Exceptions: Yugoslavia (~100,000 deaths, 2m displaced), Armenia and Azerbaijan; civil wars in Tajikstan and Georgia; and violent 
secession in Georgia, Moldova, and Chechnya. The greatest post communist violence was in Romania (1,104 died, 493 of whom in Bucharest, 
Sebestyen, p.394). ** Sebestyen, Victor, (2009) Revolution 1989: The Fall of the Soviet Empire, Weidendelf & Nicolson, p.29, 37;

… and subsequent transition process in CEE 1991/92

Followed by “colour revolutions”
• Fraudulent elections prompt revolutions that replace 

governments with little violence (respecting constitutions) 
– Nov 2003 Rose (Georgia)
– Nov 2004 Orange (Ukraine)*
– Mar 2005 Tulip (Kyrgyz Rep.)

8* See Winter on Fire, Netflix
”Georgia [is] the only case so far where a “color revolution” seemed to have succeeded” (Havrylyshyn, 2020, p.42).
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The end of “the evil empire” in just 15 years

• As of 2005, Russia had become a “normal” country

• “Conventional wisdom in the West says that post-Cold War 
Russia has been a disastrous failure. The facts say 
otherwise. Aspects of Russia's performance over the last 
decade may have been disappointing, but the notion that 
the country has gone through an economic cataclysm and 
political relapse is wrong--more a comment on overblown 
expectations than on Russia's actual experience. Compared 
to other countries at a similar level of economic and 
political development, Russia looks more the norm than the 
exception”

9Shleifer, Andrei and Daniel Treisman (2005) “A Normal Country: Russia After Communism” Journal of Economic Perspectives 
19(1):151-174

A $1.4tn peace dividend

10

Percentage of 
GDP

2006 dollars 
(billions)

1992 1.1 69

1993 1.5 98

1994 1.9 132

1995 2.2 160

1996 2.5 192

1997 2.6 211

1998 2.8 238

1999 2.8 259

TOTAL 1,359

Source: US Census Bureau, see Aslund 2007, Table 11.2, p.291
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Don’t forget, socialism failed miserably

• The USSR needed three times as many inputs to get the 
same level of output (and the quality was lower)

• Real GNP was never even half of the USA (and population 
was far higher)

• An East German worker would work 3-10 times longer for 
similar goods to West German

• Health declined

• Around 60 percent of the East German industrial base could 
be written off as scrap**

• In Winter 1991 Russia had two months of grain left and 
shops were empty***

11*Skidelsky p.104; See Kornai, Janos, (1992) “The Socialist System: The Political Economy of Communism p.362, 315, 318-328
** * Sebestyen, Victor, (2009) Revolution 1989: The Fall of the Soviet Empire, Weidendelf & Nicolson, p.343
*** “Yegor Gaidar” The Economist December 19th 2009

And lifespans have increased since

12
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Russia’s problems were/are enormous
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It’s easy to underestimate the scale of the problems

No alternative 
supply network

Bankrupt 
public finances 

financed via 
hyperinflation

Established 
interest groups 
committed to 
rent-seeking

Distrust 
between policy 
makers and the 
general public

Entrepreneurs 
outside the 

formal 
economy

Negative 
value-added 
production 
(MC>MV)

15

Bureaucrats want to 
obstruct reforms to 

retain their positions 
of power and 

authority

Opportunistic businessmen 
want to obstruct reforms to 
take advantage of arbitrage 
and establish control of the 

privatisation process

16

Rent Seeking

D = AR

MC

MR

P

Q/t

T H

Def. Rent Seeking: The socially costly pursuit of wealth transfers

We typically worry about 
the “Harberger triangle” 

of dead weight loss 
caused by monopolies

The “Tullock rectangle” 
are the economic gains 
from the monopoly. It is 

the maximum amount that 
firms would be willing to 
spend to obtain monopoly 

rights
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Opportunities for rent-seeking during the transition process

• Prices were fixed domestically but traded at market rates 
abroad

• Raw materials (e.g. grain) could be imported through 
subsidised prices, but sold as a finished good (e.g. bread) 
for market prices

• Ability to obtain credit from the state at a fixed interest 
rate (e.g. 25%) despite inflation of around 2500%

• Direct subsidies accounted for 10.4% of Russian GDP in 1992

• “the more partial and slower the reforms were, the greater 
the distortion and the larger the rents. The most prominent 
source of rent seeing in the public mind was privatization, 
but rent seeking peaked in 1992 when privatization had 
barely started”

Aslund 2007, p.51-52 

17Aslund, A., 2007, How Capitalism was Built, Cambridge University Press

Two key steps to prevent rent-seeking

18See Havrylshyn, O., 2020, Present at the Transition, Cambridge University Press, (p.211)

Market liberalization Financial stabilisation
• Using world prices reduces 

arbitrage profits
• Allowing entry by new 

entrepreneurs creates competition 
to larger, established firms

• Simplification of regulations 
reduces need for inside connections 
bribes

• Positive interest rates and hard 
budget constraints end subsidised 
financing
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19

Despite these problems there was a consensus amongst economists on 
the direction required

• Regardless of local culture, there are very few ways for 
people to live with peace and prosperity

“Good” economic policy
• Private property rights to generate 

incentives
• Reliable legal framework to correct 

externalities and constrain predation
• Stable monetary system to maximise

information
• Free trade and the embrace of markets

The debate was about the speed of transition: timing is everything

Gradualism Shock 
therapy

20
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The gradual ‘program’ was not a viable alternative

• Some argued that market liberalisation should follow the 
creation of market institutions (e.g. UN Commission for 
Europe)

• But the countries that moved slowly in liberalising were 
even slower at institution building

• Two types of people advocated gradualism
– Those who wanted reforms
– Those who wanted to prevent reforms

• “the proclamations of the political elites in these countries 
that the society was not ready for the market and a gradual 
evolution was necessary, were not sincere proclamations 
but masked a hidden agenda”

Oleh Havrylyshyn 2006, p.272

21

"gradualism in theory is 
perpetuity in practice”

William Lloyd Garrison

There had been many previous attempts at reform

• 1917 Russian revolution – the advent of communism
• By 1921 the Russian economy was on the verge of collapse, 

and Lenin launched the ‘New Economic Policy’ (1921-1928)
• Privatisation of smaller farms and ability to sell off surplus 

production
• State ownership of the “commanding heights”
• Stalin reversed this with comprehensive central planning
• In 1932 he increased the quota that Ukrainian farms had to 

supply to the Soviet state by 44%, forcing them into 
collective farms - 5 million starved to death (Robert 
Conquest)

• 1957: Kruschev’s “Sovnarkhoz”
• 1965: Brezhnev’s “Kosygin”
• 1985 – 1991: Gorbachov’s “Perestroika”

22For an analysis of 12 separate failed reform plans over a 5 year period see Goldman (1994) Lost Opportunity: Why 
Economic Reforms in Russia Have Not Worked, W.W. Norton & Co, New York
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The key issues that needed addressing

1. How to control budget deficits and reduce inflation?
2. How soon market liberalization should proceed?
3. Should institutional development precede market 

liberalization?
4. How transparent should privatization be?

23Havrylshyn, O., 2020, Present at the Transition, Cambridge University Press, (p.27)

Why radical transition is necessary

• The state institutions were the reason for the problem so 
they can’t really be part of the solution – comprehensive 
restructuring is required

• “that window of opportunity does not last long. It quickly 
gives way to the more mundane politics of contending 
parties and interest groups, which is normal in established 
democracies” 

Mart Laar (Estonian Prime Minister 1992-1994)*

• How to deal with the difficulties of transition:
– “Goodbye Lenin and just do it” ** 

24* Laar, M. “The Estonian Economic Miracle” Heritage Foundation (p.3)
** Laar, M., 2002, The Little Country that Could, cited in Havrylyshyn, 2020, p.18
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But the term “shock therapy” is misleading

• When electroconvulsive therapy is used in a psychiatric 
setting it is to provide relief

• “Shock therapy” originated as a prelude to medical 
treatment. It was used on patients suffering mental illness 
because they were considered so far from recovery that 
they needed a drastic measure to basically reset the brain.

• It is an intervention, not a cure.

• The economic policies being discussed now were not 
intending to ‘shock’ the economy. The collapse of 
communism was the ‘shock’. These economic policies were 
intended to rebuild it – they were a proffered cure.

25

The role of “the West”

• Many countries wanted to move faster than the IMF 
wanted*

• The IMF is hardly wedded to shock therapy
– Blanchard (1997) and Blanchard & Kremer (1997) 

argued that rapid liberalization could backfire because 
Soviet supply chains would be disrupted and a free 
market would be too slow to provide new ones.**

– Olivier Blanchard then became Chief Economist at the 
IMF from 2008 - 2015

26See Havrylshyn, O., 2020, Present at the Transition, Cambridge University Press, (*p.6, **p.24)
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The Washington Consensus was pragmatic and quite slow paced 

27See Havrylshyn, O., 2020, Present at the Transition, Cambridge University Press, (p.20), *(p.21), **(p.145)

• There is no official 
“Washington consensus”

• It’s more a retrospective 
“academic construct”**

• It “recommended 
privatization of the large 
state enterprises to be 
implemented over a very 
long period of a decade”*

• The IMF wanted a 
common currency area 
but Estonia opted for a 
currency board (and it 
worked!)

28

Common myths about free market economic ideas in Central and 
Eastern Europe

Myth Reality Evidence

1. The main source of the spread 
of economic ideas came from the 
West

The genuinely radical ideas came 
from within CEE

The first country to adopt a flat 
tax was Estonia
We see Western academics 
travelling to Eastern Europe not 
to teach, but to learn

2. The economic ideas that were 
adopted remained constant 
throughout the transition process

Neoclassical theory was 
fundamentally altered in 
response to the CEE experience

The rise of “new 
institutionalism” to augment 
neoclassical theory

3. The economic ideas applied 
uniformly across CEE

There was significant local 
mutation

In Romania a new blend of 
religious economics developed

4. The economic ideas being 
adopted were indeed neoliberal

The economic ideas were 
mainstream orthodoxy, and 
genuine market fundamentalism 
was not part of the transition 
process

The concept of market failure is 
part of mainstream economics
Those who advocated “market 
fundamentalism” did not have 
significant influence
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Local leadership

Country Technopol

Poland Leszek Balcerowicz

Czech Republic Vaclav Klaus

Bulgaria Ivan Kostov

Russia Gaidar

Kyrgystan Akayev

29

“leaders clearly mattered. Had Ukraine’s 
economy in 1992 been overseen by Yegor 
Gaidar and Russia’s by Leonid Kravchuk, short-
run outcomes in the two countries would 
probably have been quite different.”

Treisman, 2014

Treisman, D., 2014, “The Political Economy of Change after Communism” in Alund, A., and Djankov, S., The Great Rebirth: 
Lessons from the Victory of Capitalism over Communism, Washington, DC: Peterson Institute for International Economics
Note that the citation by Havrylshyn (2020, p.103) is slightly different to the quote from the working paper. 

The Neoliberal Revolution in Eastern Europe: Economic Ideas in the 
Transition from Communism
with Paul Dragos Aligica (Edward Elgar, 2009)

30
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The Balcerowicz plan

32

1. Macroeconomic stabilisation
2. Deregulation
3. Privatization
4. Social safety net
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The Balcerowicz plan: a standard for radical, comprehensive reforms

• The classic blueprint for implementing shock therapy is the 
Balcerowicz plan

• Leszek Balcerowicz was the Polish Finance Minister 1989-
1991, and 1997-200 

• (Note: not an American)

1. Macroeconomic stabilisation
– End hyperinflation through fiscal discipline and sound 

monetary policy (create centralised Ministry of Finance 
and independent Central Bank)

– Currency reform to enable trade
2. Deregulation
3. Privatization
4. Social safety net

33Sachs 1990, 1991, 1993, Lipton and Sachs 1990a, Sachs and Lipton 1990, Balcerowicz 1992; See Aslund 2007 p.33

What happened to GDP?

34

-30

-25

-20

-15

-10

-5

0

5

10

15

1986 1987 1988 1989 1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006

GDP growth (annual %)

No Reform Radical Reform Partial Reform

World Development Indicators at the World Bank; Reform criteria comes from Aslund 2007, Figure 4.2, p.86 (see De Malo et al 1997). 
Radical initial reform is >0.45 in two-year jump of EBRD structural reform index; No reform is Bel, Turk, Uzbek
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Explaining the growth figures

1. The quality of the numbers are different
– Fall in output only occurs in reforming countries because reforming countries have 

more accurate figures (Shleifer) 
– The official measure of Soviet output was net material product (NMP) which isn’t 

comparable to gross domestic product (GDP)
2. The two different systems are biased in different directions

– Official statistics overestimated the health of the Soviet economy in 1989 and 
underestimate it afterwards (black markets)

3. Reductions in output are good if there’s negative added value
– Much of the “lost output” is for products with no consumer demand (Shleifer) -

reducing output is a step towards increasing production and exchange efficiency
– In Western Germany, unlike East Germany, there was a connection between 

measured GDP and typical living standards
Ø “a substantial part of the recorded decline, probably about half, was not real but can be 

explained with mismeasurement, an expansion of the unregistered economy, and the 
elimination of value detraction” Aslund 2007, p.57

35Shleifer, Andrei and Daniel Treisman “A Normal Country: Russia After Communism” Journal of Economic Perspectives
19(1):151-174; see Boettke, Peter (1999) “The Russian Crisis” American Journal of Economics and Sociology 58(3):371-384

Soviet system
• You get paid for what you 

produce
• Incentive to over report

Western system
• You get taxed on what 

you produce
• Incentive to under report

The Balcerowicz plan

1. Macroeconomic stabilisation
2. Deregulation

– Allow prices to derive from supply and demand – cut 
subsidies, liberalise trade, break up monopolies

– Free trade imperative to compensate for shortages
3. Privatization
4. Social safety net

36Sachs 1990, 1991, 1993, Lipton and Sachs 1990a, Sachs and Lipton 1990, Balcerowicz 1992; See Aslund 2007 p.33
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An aside: is there a consensus about free trade?

• "the authors generally find consensus within the 
profession... consensus is particularly strong for 
propositions of free international trade and capital flows"

• “This paper uses survey data to find that 87.5 percent of 
the members of the American Economic Association agree 
that "the U.S. should eliminate remaining tariffs and 
other barriers to trade." 

• Asked whether "trade agreements between the US and 
other countries" is a "2 = major reason", "1 = minor reason", 
or "0 = not a reason at all" for why the economy is not 
doing better than it is, the average score for economists is 
1.87

• “Few propositions command as much consensus among 
professional economists as that open world trade increases 
economic growth and raises living standards. Smith’s 
insights are now standard fare in Econ 101” Greg Mankiw

37

Fuller, D. and D. Geide-Stevenson (2003). Consensus among economists: Revisited. Journal of Economic Education 34 (Fall): 369-87. 
Whaples, Robert (2006). "Do Economists Agree on Anything? Yes!". The Economists' Voice 3 (9). 
Caplan, Bryan. 2002. "Systematically Biased Beliefs About Economics: Robust Evidence of Judgmental Anomalies from the Survey of Americans 
and Economists on the Economy." Economic Journal, 112(479): 433-458
http://gregmankiw.blogspot.com/2006/05/outsourcing-redux.html

The Balcerowicz plan

1. Macroeconomic stabilisation
2. Deregulation
3. Privatization

– Freedom to start new businesses
– Sale of large businesses to the private sector

4. Social safety net

38Sachs 1990, 1991, 1993, Lipton and Sachs 1990a, Sachs and Lipton 1990, Balcerowicz 1992; See Aslund 2007 p.33
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The critical step: privatization

• Privatization is a crucial aspect of the transition process 
since it removes economic resources from the state and 
creates a foundation for a market economy

• 2003 OECD study showed “overwhelming support” for the 
idea that “privatisation brings about a significant increase 
in the profitability, real output and efficiency of privatised
companies”*

• In the first 10 years of transition a lot of privatization 
occurred:
– Over 150,000 large and medium enterprises 
– Hundreds of thousands of small firms
– Millions of apartments

• Privatization creates competition in CEE & CA** 
– 30% of state-owned enterprises face no competitor
– 9% of privatized companies face no competitor
– 5% of new entrants have no competitor

39* “Less haste, more freed” The Economist, July 9th 2011
** Aslund 2007, p.175

More privatization = more democracy

40© Anders Aslund, used with permission; “How Capitalism was Built” Peterson Institute for International Economics, 
Washington, DC, September 19, 2007
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More privatization = less corruption

41© Anders Aslund, used with permission; “How Capitalism was Built” Peterson Institute for International Economics, 
Washington, DC, September 19, 2007

Corruption

• Corruption can be defined as “the abuse of public office for 
personal gain”

• Key causes:*
– Complex regulations
– Lack of competition
– Absence of independent judiciary and free press
– Faulty democracy leading to a lack of electoral 

competition
• “the extent of corruption… after 1989 declined significantly 

where democratization and market liberalization came 
early… while it actually rose… where transition lagged”** 
(p.7)

42* Lambsdorff, J.G., 2006, “Causes and consequences of corruption: What we know from a cross-section of countries”, in Rose-
Ackerman, S., (ed) International Handbook on the Economics of Corruption, Edward Elgar, pp.3-52 
** Havrylshyn, O., 2020, Present at the Transition, Cambridge University Press, (p.2)



Shock Therapy

www.anthonyjevans.com

The basic process

1. Establish a coop 
– For intermediation between state firms

2. Buy a state entity and invest profits in a bank
3. Develop inside connections to take advantage of large asset 

privatisation when they occur

43Havrylshyn, O., 2020, Present at the Transition, Cambridge University Press, (p.190), *(p.210)

Gorbachev set up 
cooperatives in 1987-88. 
They permitted private 

company “shells”*

Types of corruption

a

b

c d e r

e

f g h

j

r e e

t

h

e e i e

44

Grand
• Follows from the interaction 

between politicians and big business

Political
• Lobbying politicians to act on their 

behalf
• Common in non transition 

countries as well
Regulatory
• Occurs between SMEs and mid-level 

officials to gain licenses/permits
• Important part of salary for poorly 

paid bureaucrats
• Reduces SME growth

Petty
• Unlike the others, this existed 

throughout communism
• Small bribes for daily transactions

Possibly similar totals, but different average amounts

Havrylshyn, O., 2020, Present at the Transition, Cambridge University Press, (p.225-231)
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Reducing corruption

45See Havrylshyn, O., 2020, Present at the Transition, Cambridge University Press, (p.213)

• Rapid reforms help reduce corruption:
– Simplify government regulations
– Reduce the arbitrary power of bureaucrats
– Restricts monopolization

Problems with privatization…

• In Russia in particular privatization was slow, corrupt and self-defeating
• Voucher privatizations often resulted in insider ownership

– Managers had 20% of stocks*
– Employees had 40% of stocks*

• “As a result of privatization, managers and workers ended up owning about 
70 per cent or more of each company, with managers obtaining far more 
than they got in closed subscriptions... Workers and management collude 
to maintain their existing position with subsidies from the central bank. In 
a typical large-firm privatization, only 14% of shares are owned by 
outsiders.”

Robert Skidelsky (1995, p.156)

• But if we knew the value of the companies being sold we wouldn’t need 
privatization! By definition privatisation will difficult

• But botched privatisation is better than no privatization

46* Aslund 2007, p.162. Skidelsky, R.,, (1995) The Road From Serfdom p.156. Data on the size of the private-sector can be 
misleading – by 1996 it was 60% of GDP in both Russia and Poland, but “the latter saw a much greater expansion of brand new 
enterprises attributable to its much greater progress on market rules” (Havrylyshyn, 2020, p.43)
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• Russia did the privatization but without creating an open, competitive 
market

Privatisation without liberalisation is necessary but not sufficient

Private 
ownership Competition

47

“Russia’s poor economic 
performance of this decade, the 
huge income distribution gaps, and 
the formation of fabulously wealthy 
oligarchs with a “Nouveau-Russe” 
tendency to ostentation, was 
attributed to “market reforms”, 
when in fact a more correct 
assessment would have been to say 
these failures resulted from too 
little reform” 

Havrylshyn, 2020, p.30-31

The Coasesian argument

• Some reformers believed that privatisation (even if 
botched) would create demand for the legal protection of 
property rights 
– i.e. Coase theorem: key thing is to allocate assets, and 

rely on market to redistribute to highest value uses
• But capitalists would rather protect their own assets (e.g. 

through bribes, and corruption) than lobby for the rule of 
law

• Buiter (2000): Coase theorem only implies efficiency if 
property rights institutions exist

Ø Privatisation needs to be accompanied by competition
Ø Can’t rely on capitalists to bring about capitalism
Ø Oligarchs improve the firm but not the market

48See Havrylshyn, 2020, (p.194)
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Economists support privatization

49See http://www.igmchicago.org/surveys/privatization-in-central-and-eastern-europe/

The Initiative 
on Global 
Markets survey 
of economists 
reveals a strong 
consensus that 
privatization 
raises 
productivity

64%

35%

1% 0% 0%

Strongly agree Agree Uncertain Disagree Strongly disagree

Responses to the following question, weighted by each expert's 
confidence
"On the whole, the shift from state to private ownership of many 
industrial assets in central and eastern European countries after 
communism has increased productivity in those count

What constitutes effective privatization

1. Privatization by outsiders is better than by insiders
2. Foreign investment helps
3. Transparency is important
4. Creation of new enterprises is as important at changing 

ownership structure of existing ones

• Need to combine privatization with competition
– “the creation of monopoly power unrestrained by 

market competition led to a vicious cycle of partial 
reforms as the new capitalists used their political 
influence to make very difficult entry by new 
competitors in order to entrance their monopoly 
power” (Havrylyshyn, 2020, p.279)

50Cited by Havrylyshyn, 2020, p.278
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The Balcerowicz plan

1. Macroeconomic stabilisation
2. Deregulation
3. Privatization
4. Social safety net

– Assistance for displaced workers and those who’ve lost 
pensions in hyperinflation

– Myth that shock therapy leaves people destitute

51Sachs 1990, 1991, 1993, Lipton and Sachs 1990a, Sachs and Lipton 1990, Balcerowicz 1992; See Aslund 2007 p.33
* Havrylshyn, 2020, (p.7)

“the greatest social pain came not 
in countries moving quickly on 

reform, but exactly the contrary, 
in those moving very gradually”*

Social security and public services

• From disemployment to unemployment
• Health expenditures rose in real terms as a share of GDP 

across CEE – from 4% in 1990/91 to 6% in 2003 (World 
Bank)*
– Hungary 8.4% of GDP
– Czech Rep. 7.5% of GDP
– Under 3% are Georgia, Azerbaijan, Kazakhstan, 

Kyrgyzstan, Moldova, Tajikstan, Uzbekistan
• Radical restructuring of education system (economics, 

business studies built from scratch)
– University students doubled from 1989-1999**

• If anything public spending has impeded transition
– Russia and Ukraine: 10% of social transfers to poorest 

20%***
– Russia: 70% of social transfers went to wealthiest 

30%***

52Aslund 2007, *p.190, **p.195, ***p.198
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Public opinion

• Despite common rotation of office radical reforms were not 
unpopular (indeed rotation of office seems to have been a 
good thing)

• New governments (including former communists) typically 
contained reform agendas)*

– “Communist parties fared poorly regardless of country and 
policy… A cross-country regression for post communist 
countries shows that governments pursuing radical reforms 
fared better in democratic elections than gradualist 
governments”

Aslund, 2007, p.217

– “an overwhelming majority in fifteen post communist countries 
thought reforming their country was too slow”

Aslund, 2007, p.233

– “89% of Czechs supported a market economy and most believed 
it was necessary for economic growth”

Innes, 2001, p.85

53Innes, Abby, 2001, Czechoslovakia: The Short Goodbye, Yale
* Havrylyshyn, 2020, p.50

The role of expectations

• In a 2009 survey less than 10% of 
Hungarians said that they felt 
that “most people are better off 
than under communism” even 
though GDP per person tripled

• Maybe they were answering a 
different question
– “Are you as well off as you 

expected to be after the end 
of communism?”

• Feffer (2017) uses the following 
data as a sign of the failure of 
transition: “Hungary… have only
cut the lead in half at best”

54Feffer, J., 2017, Aftershock: A Journey into Eastern Europe’s Broken Dreams, ZED Books
Havrylyshyn, 2020, p.162
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The reform paradox

• “This highlights one of the biggest paradoxes of post-
communist politics. Privatisation, stabilisation, 
liberalisation and flat taxes have stoked prosperity in every 
country that has adopted them. Slow and partial reforms 
do not work. Fast and deep ones do. Yet voters rarely see 
it like that”

• “most post-communist reformers have gained office thanks 
to an electoral quirk, or because of a strong vote against 
the outgoing government. So it is no surprise that voters 
are miffed when they then find themselves being fed a diet 
of economic dislocation, greater inequality and cuts in 
public services, accompanied with claims that it is for their 
own good”

55“A tale of two Slavic states” The Economist, June 3rd 2006
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What about Russia?

• The Balcerowicz plan was credible
• Consider the role of rhetoric
• Kruschev’s reforms were treated as a “big lie” and 

Gorbachov was associated with “indecision” and 
“inconsistency”*

• In 1992 the rhetoric of the Russian government was 
that the country would become a democratic market 
economy

• But the reality suggested otherwise
– If black markets still exist than there are legal 

barriers to a market economy
– If there’s capital flight, clearly the reforms 

aren’t genuine
• Any transitional government faces a serious problem: 

how credible is the professed commitment to 
reforms?

• Was Yeltsin a credible reformer?

57* Goldman, Marshall (1991) What Went Wrong with Perestroika? New York: Norton

Where Yeltsin went wrong

• Peter Boettke: "Yeltsin's Shock Therapy Applied Too 
Little Voltage”

• Any reform process is a matter of credibility, and the 
rhetoric of liberalisation must be accompanied by deep, 
genuine, and credible structural reforms

• The signal that prices were free was a deceit, and financial 
markets didn't buy it. At the time free market economists 
like Larisa Piyasheva were making this point

• Monetary expansion in 1994 undermined the legitimacy of 
the Central Bank resulting in a collapse of the ruble. The 
state retained controls of the supply of resources: 
corruption became rife, entrepreneurship blocked. The 
price liberalisation began in earnest in January 1992, but 
by March Yeltsin was already condemning "profiteering" and 
imposing quantity limits on sales

• Rhetoric outpaced reforms
• Russian outcomes shouldn’t be used as evidence for the 

failings of transition generally

58See Boettke, Peter "Yeltsin's Shock Therapy Applied Too Little Voltage," Orange County Register (Sunday, January 31, 1993), op-
ed page. 
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The China alternative

• After Mao died in 1976 China privatised agriculture, 
significantly increasing economic freedom

• Very few de jure reforms, but de facto changes have been 
immense

• “China [has] brought 250m out of poverty since its autarky 
ended in 1978”*

• Despite the dramatic reduction of poverty over the last 20 
years, 26.1 million people still live in poverty

59Montinola, Qian and Weingast 1995 “Federalism, Chinese Style: The Political Basis for Economic Success in China” 
World Politics (October):50-81
* “In the shade of the Banyan tree” The Economist April 11th 2009
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Did shock therapy actually happen?

Problem

budget deficits

Outcome

hyperinflation

Policy choice

print money to 
cover deficit

Economic advice

cut government 
spending
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Did shock therapy actually happen? (2)

“The advice that I gave: Eliminate price controls, stop 
subsidies to loss-making state enterprises, make the currency 
convertible and open the economy to trade. This kind of 
economic medicine produced an end of hyperinflation and 
strong economic growth in Poland, Estonia, Slovenia and other 
economies that I advised. The same advice would have worked 
in Russia, but it was not followed”

Jeffrey Sachs

* Sachs, J., “The Dismal Decade” Los Angeles Times (November 22)
http://cdi.org/russia/johnson/2487.html#%234

The slow process of transition created scope for exploitation

• A contrarian view: the biggest scandals were:
– Overstated
– Contrary to economic advice on the transition process

62

“Business is people who are 
playing the game which the 
state is offering them”

Grigory Yavlinsky
PBS Interview
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The loans for shares scandal

• The scheme was proposed in 1995 however an election was 
due in 1996 and there was a real chance that the 
Communists would return to power

• The idea was for Russian businessmen to give the 
government loans in exchange for shares in strategic assets 
that would later be sold (for a 30% upside)

• Many of the companies were bought back by the person 
giving the loan, thus becoming very wealthy

• The policy had little to do with a pro-market agenda, but 
was part of a contemporary political battle

• Yeltsin needed to pacify groups of supporters
• According to Anatoly Chubais (PBS Interview):

– “Tomorrow I would do the same, if only for winning 
the battle with the Communists, which it was at the 
time”

Ukraine didn’t have a “loan for shares” scandal but only because it didn’t feel obliged to have a veneer of reforms. State assets 
were given to the old elite without pretending it was part of a privatisationstrategy. See Havrylshyn 2020, p.176)

The case of Norilsk Nickel

• Norilsk Nickel was a state owned mining company that was 
privatised in 1997 

• Those involved in buying out the company became 
infamous oligarchs, such as Vladimir Potanin

• Within a year it had paid all salary debt, restructured 
outstanding debts (several billions dollars worth), and 
began a crisis-management process

• There had been no reinvestment for over 20 years
• Potanin invested $1bn back into the plant in the early 

2000’s

64PBS Interviews with Vladimir Potanin and Boris Jordan 
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The case of Yukos

• Russian oil and gas company
• Set up in 1993 and produced 20% of Russia’s oil (2% of 

global production)
• Minority stake was privatized for $310million, but by 2000 

annual tax bill was $6bn
• 2003 market cap of $45bn
• Tax issues with Russian government led to bankruptcy
• He also “financed boarding schools for orphans, computer 

classes for village schools and civil-society programmes for 
journalists and politicians”*

• Dissolved in 2007, prior to that controlled by Mikhail 
Khodorkovsky (now in Siberia)

65Aslund 2007, p.268
* “Modernising Russia”, The Economist, March 13th 2010

The comparative advantage of oligarchs

• Lots of Western companies came into Russia but most of 
them failed

• Very few people have a combination of:
– Sound management skills and ability to run a large 

company
– Knowledge of the local norms and country-specific 

situation

• If anything oligarchs are too weak in Russia

66
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The positive role of oligarchs 

• Organized crime emerged spontaneously due to a lack of rule of 
law (not to exploit the situation, but to resolve it)

• “Since the actions of the state bureaucracy and of law 
enforcement remain arbitrary and the services provided by the 
state tend to have higher costs, private enforces [the mafia] 
outcompete the state and firmly establish themselves instead” 
Volkov 2002, p.19 (cited in Aslund 2007, p.243)

• The oligarchs didn’t enjoy being exploited by crime so they 
employed their own security, “as early as 1995, the oligarchs 
had squeezed out organised crime” (Aslund 2007, p.244)

• Russian murder rate peaked in 1993
• Racketeering fees gradually fell
• Russian government couldn’t compete with private security so 

they legalized it! 
• After 7 years the state took back control & clamp down on them
• Russian government now able to jail businessmen arbitrarily

67

The rise of the oligarchs

• Oligarchs responded to prevailing conditions, they didn’t 
create them

• They profiteered for as long as the transition window was 
open, after which they consolidated and invested

• “the audited financial statements of these companies 
suggest that their assets have grown dramatically, 
especially since 1998…and the major oligarchs have been 
investing hundreds of millions of dollars annually in their 
companies… in contrast, the greatest asset-stripping 
scandals occurred in companies that remained under 
state control”

Shleifer and Treisman, 2004, Foreign Affairs, p.29

68
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“The longer the first jump, the farther each country went”*

69Aslund 2007 p.84 © Anders Aslund, used with permission; “How Capitalism was Built” Peterson Institute for International 
Economics, Washington, DC, September 19, 2007; [Figure 4.1, p.85]

• Reforms done in 1994-1996 
determined the next decade

• Window of a couple of years

Summary

• “The quicker and more radical the improvement in the 
economic system – if sustained – the faster the long-term 
economic growth”*

Leszek Balcerowicz

• “Countries that moved early and advanced farthest on 
transition to a market economy have generally had superior 
socioeconomic performance” 

Oleh Havrylshyn

70* “Poland must stick to winning formula Financial Times, June 3rd 2014
Havrylshyn, O., 2020, Present at the Transition, Cambridge University Press, (p.2)
The main exception is Georgia, who engaged in successful reforms much later than other countries
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What is “state capacity”?

• State capacity is a measure of the ability of the state to 
achieve its objectives

• Some argue that fast and/or comprehensive transition 
towards a free market economy is less important than 
building a strong state
– Implication: successful free market economies are a 

consequence of having a strong set of state institutions 
and capabilities

72
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Anarchy

• Don’t take it for granted that any government intervention 
is required
– Analytical anarchism (Benson 1990, Leeson, 2014, 

Stringham 2015, Leeson and Harris 2018)
– Voluntary cooperation (Ostrom 1990)

73Benson, B., 1990, The Enterprise of Law: Justice without the State, Leeson, P., 2018, Anarchy Unbound: Why Self-Governance Works 
Better than you Think, Cambridge University Press, Stringham, E, 2015, Private Governance: Creating Order in Economic and Social Life, 
Oxford University Press, Leeson, P., and Harris, C., 2018, “Wealth-Destroying Private Property Rights” World Development, 107:1-9

State capacity or shock therapy

• Murphy & O’Reilly (2020) find that either state capacity or
recent increases in economic freedom precede economic 
growth, having controlled for initial wealth and “culture-
adjacent variables”

• But there’s no additional benefit from having both
• They say, 

– “it is worth noting, however, that it appears to be far 
easier to obtain more economic freedom than it is to 
obtain more state capacity”

• This is for two reasons
1. We don’t know how to increase state capacity
2. Many commitments to increase state capacity are 

insincere

Ø Remember: economic reforms are about credible 
commitment

74Murphy, R., and O’Reilly, C., 2020, “Assessing state capacity libertarianism” Cato Journal, 40(3):735-767
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The fundamental problems of transition

Vlad Tarko (2020), summarising Mises (1979):

1. Understanding how and why capitalism works
2. Understanding why socialism didn’t work
3. Understanding why advanced welfare systems require high 

levels if existing wealth, and hence need to understand the 
historic process by which this came about, not copy 
existing situation

4. Understanding the causes and danger of inflation
5. Understanding the importance of foreign investment as a 

mechanism for economic convergence, and the institutional 
foundations for development to occur

6. Understanding how to engage in economic reforms when 
the public lack intuitions about economic policy

76Mises, L.v., 1979, Economic Policy: Thoughts for Today and Tomorrow, Ludwig von Mises Institute, 2006.
Tarko, V., 2020 “Understanding post-communist transition: the relevance of Austria economics” Review of Austrian Economics, 33:163-186
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Concluding remarks

• You can’t take a successful transition for granted – it’s 
more important to ensure that you’re on the right track 
than argue about what you hope to achieve along the way

• The debate rests on whether we compare the actual 
experience of transition with a hypothetical, idealised
reform or with the most likely alternative

77

Shock therapy Steady reforms Aborted 
reforms

Gradual 
reforms

No reforms

• Estonia
• Latvia
• Lithuania 
• Poland 
• Czech Rep.
• Slovakia

• Hungary
• Croatia
• Slovenia

• Russia
• Bulgaria
• Albania
• Macedonia
• Kyrgyzstan

• Romania
• Ukraine
• Armenia
• Azerbaijan
• Georgia
• Kazakhstan
• Tajikstan

• Belarus
• Turkmenistan
• Uzbekistan

* “Poland must stick to winning formula Financial Times, June 3rd 2014
The chart is my version of Havrylyshyn, 2020, p.39. Croatia and Slovenia emerged from a less centralized communist system 
(Yugoslavia) and Hungary’s “goulash” communism allowed some private enterprises. 

The triumph of economists

• Never have economists played should an important role in 
social restructuring

• Of 21 communist countries 18 are now market economies…
… but only 10 are democracies…
… and even fewer have the rule of law

• “Market economic reforms have been highly successful, 
whereas democratisation has only been partially 
auspicious, and the introduction of the rule of law even 
less so” 

Aslund 2007, p.305

• “At present, we seem to understand how to build a market 
economy, whereas the ignorance of democracy building and 
the construction of a legal system are all the more striking”

Aslund 2007, p.311
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• “The fastest institutional evolution occurred in the same countries 
that were the early and fastest liberalizers” 

• No countries followed the gradualist recommendation of improving 
institutions and then liberalized the economy

• The biggest progress in institutional development came from those 
who liberalized most quickly

Institutional development lagged behind economic liberalisation 

79See Havrylyshyn, 2020, p.56

“Small-scale 
privatisation, price 
liberalisation, and 
trade and forex 
liberalisation”

“Large-scale 
privatisation, 
enterprise 
restructuring and 
governance, 
competition 
policy, banking 
reform, reform of 
securities 
markets and non-
bank financial 
institutions”

The success

• “despite initial pessimism about the prospects of 
establishing liberal democracy, several countries have 
developed consolidated democratic systems [and] 
functioning market economies… with extensive welfare 
policies and relatively low inequality” Ekiert, (2012, p.1)

• “the statistical correlation between measures of reform 
progress and social, democratic, and economic 
performance is widely accepted to be positive and strong, 
even more so after three decades of transition” 
(Havrylyshyn, 2020, p.275)

• “countries implementing early and resolute liberalization 
of markets, fiscal restraint, and not at all coincidentally 
democratic reforms had much better economic and social 
outcomes than those pursuing a more gradual strategy of 
transition” (Havrylyshyn, 2020, p.295)

80Ekiert, G., 2012, “Eastern Europe’s post-communist transformation” World Politics, March 20th

[www.worldpoliticsreview.com/articles/11749]. Cited by Havrylyshyn, 2020, p.45
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What factors contributed to the choice over reforms strategy?

• Different legacies of history and geography
– E.g. the pre communist history of some countries

• The degree of reform commitment by leaders
– Public servant mentality more likely to opt for rapid 

reform, self-interested insiders opted for gradualism
• External influences/incentives

– Especially EU membership

81Cited by Havrylyshyn, 2020, p.277

Strong link between democracy and market reforms

82

Non reformers

CIS

SEE

CEE

© Anders Aslund, used with permission; “How Capitalism was Built” Peterson Institute for International Economics, 
Washington, DC, September 19, 2007
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Bottom line

• The Balcerowicz plan (so-called “shock therapy”) worked 
where it was tried

• Countries with the most radical reforms had the most 
successful reforms

• Policy failures tended to be either:
– deviations from these plans
– failure to adopt them in the first place

• Can’t choose between radical transition and perfect 
transition, but with the most likely alternative

• Usually that’s a choice between radical reforms or no 
reforms at all

83As is common among liberalizing economists, Balcerowicz doesn’t like the term “shock therapy”, preferring “rapid reforms” 
instead (see Havrylshyn, 2020, p.22). 


