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What we know about transition* 

 

Executive summary 

• Economic transition needs to be quick and comprehensive 
• Privatization is difficult, but it is an important way to reduce corruption if it 

coincides with a more open, competitive marketplace 
• There is an important role to manage the expectations of the general public 
• Local leadership matters a great deal 

 

Introduction 

This memo summarises some of the key insights from the literature on transitional 
economics. It focuses on the experience of countries in Central and Eastern Europe who 
engaged in their reform programmes following the collapse of communism.  

It takes for granted that the objective is a more market-based economy. Therefore, the key 
debate is between quick and comprehensive reforms (sometimes referred to as “shock 
therapy”) or a more gradual programme.   

Evidence suggests that many of the problems associated with economic transition occur 
during the transition period itself. This implies that a reform programme should be quick and 
comprehensive.  

The series of actions that have become known as the “Balcerowicz plan” contains a clear 
framework for how to transition to a market economy. This memo will outline the key steps, 
and identify issues to be addressed.  

 

1. Background: the scope of rent-seeking 

It is easy, and common, to underestimate the scale of the problems that face a country 
entering a transition process. But if an economy was generating sustainable growth and 
rising living standards there wouldn’t be a need for a reform programme. It is therefore 
inevitable that transition starts from a position of weakness. Some of the key challenges 
include: 

• Entrepreneurs (the “prime movers of progress” in a market economy) operate outside 
of the formal economic sector 

• A lot of production is negative value-added (i.e. the marginal costs of production 
exceed the marginal value of the products being made) 

• No alternative supply networks 
• Bankrupt public finances (often being financed through hyperinflation) 
• A distrust between policy makers and the general public 
• Established interest groups committed to rent-seeking (which pose the twin 

challenges of (i) bureaucrats wanting to obstruct reforms to retain their positions of 
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power and authority; and (ii) opportunist businessmen who want to obstruct reforms 
to take advantage of arbitrage and establish control of the privatisation process).1  

Different countries will face a different balance of challenges. But all transition countries face 
at least some of the above. We can use the example of Russia to see some of the 
opportunities of rent-seeking during the transition process: (1) prices were fixed domestically 
but traded at market prices abroad; (2) raw materials (such as grain) could be imported 
through subsidised prices, but then sold as a finished good (e.g. bread) at market prices; (3) 
the ability to obtain credit from the state at a fixed interest rate (e.g. 25%) despite inflation of 
around 2,500%. As Anders Aslund has said, 

“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”2 

 

According to Oleh Havrylshyn, there are two key steps to prevent rent-seeking:3 

a. Market liberalisation 
- Using world prices reduces arbitrage profits 
- Allowing entry by new entrepreneurs creates competition with larger, 

established firms 
- Simplification of regulations reduces need for inside connections or 

bribes  
b. Financial stabilisation 

- Positive interest rates and hard budget constraints end subsidised 
financing 

 

2. Correcting some of the myths of transition4 

There is a common narrative that western experts (adopting the so-called “Washington 
consensus”) imposed a set of extreme policies (known as “shock therapy”) on reluctant host 
countries. On the contrary, the end of communism saw the end of colonialism.5 The 
transition experience was part of an independence movement and although international 
organisations such as the IMF, the World Bank (with the EBRD to assist with privatisation), 
and the OECD played important roles, their influence is often overstated.  

                                                
1 “Rent seeking” is the socially costly pursuit of wealth transfers. It constitutes the resources that firms 
are willing to invest in securing a government privilege.  
2 Aslund, 2007, p.51-52 
3 Havrylshyn, 2020, p.211  
4 For more on the common myths about free market ideas in Central and Eastern Europe, see Aligica 
and Evans (2009). 
5 As Frederick Starr has pointed out, “Russia’s colonization of contiguous territories, rather than 
separate continents, blurred the understanding [of its] imperialistic enterprise.” Attributed to Starr by 
Dawisha and Parrott (1994, p.7) 
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The set of policy prescriptions which have retrospectively been labelled the “Washington 
consensus” was pragmatic and quite slow paced. It recommended much longer periods of 
reform than many countries adopted, and provided advice that was often ignored.6 

The policy prescriptions adopted in Central and Eastern Europe were not particularly 
extreme - they reflected the mainstream orthodox positions of the profession. Where some 
countries did experiment with radical reforms, these typically came from within the local 
community. This demonstrates that local leadership mattered a great deal.7  

The term “shock therapy” is also the wrong analogy to make. When electroconvulsive 
therapy is used in a psychiatric setting it is to provide relief. It was originally used as a way to 
“reset” the brain and provide a basis on which the patient can begin treatment. It is an 
intervention. In the economics of transition the “shock” is the collapse of communism. 
Reform policies are not needed to create a basis for intervention – those conditions are 
already present. The economic policies being adopted are intended cures.8  

 

3. A transition plan 

The transition plan presented below is based the classic blueprint for radical, comprehensive 
reforms, pioneered by the Polish finance minister Leszek Balcerowicz.  

It has four key components: (1) Macroeconomic stabilisation; (2) Deregulation; (3) 
Privatization; and (4) a social safety net. 

 

1. Macroeconomic stabilisation 
This should have two key objectives. The first is to end/prevent hyperinflation through 
fiscal discipline and sound monetary policy. This requires a centralised Ministry of 
Finance and an independent central bank. The second objective is currency reform 
to enable international trade.   
 
It is important that the public understands that GDP growth is likely to be negatively 
impacted, in the short term, once reforms begin. This is for several reasons: 

- The quality of the numbers is different – reforms tend to coincide with 
improvements in the reliability of macroeconomic data. 

- The two different systems are biased in different directions – in a planned 
economy there’s an incentive to over report economic activity (you get paid 
for what you declare), but in a market economy there’s an incentive to under 
report (you get taxed on what you declare). 

                                                
6 For example, the privatisation of large scale enterprises was suggested to take place over “a very 
long period of a decade” and although the IMF wanted a common currency area, countries like 
Estonia opted for a currency board instead. See Havrylshyn, 2020, p.20-21. 
7 As Treisman (2014) concluded, “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”. 
8 This is the key flaw in the analysis of the likes of Naomi Klein’s ‘The Shock Doctrine’. She writes as 
if capitalists created the crisis, when in fact the economic policy debate is about how best to escape 
from the crisis that resulted from the failures of socialism.  
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- Reductions in output are good if there’s negative added value – much of the 
declines in measured output reflects goods and services that don’t meet 
consumer’s demands.  
 

2. Deregulation 
The aims of deregulation should be (i) to allow prices to derive from supply and 
demand (i.e. cut subsidies, liberalise trade, and break up monopolies); and (ii) free 
trade, which is imperative to compensate for shortages.  
Progress on moving to a more free market economy can be measured via various 
international rankings (such as the the Heritage Foundation’s Index of Economic 
Freedom,9 or the Fraser Institute’s Economic Freedom Index10).  

 

3. 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. A 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.”11 The Initiative of Global Markets Survey of economists continues to 
demonstrate a strong consensus that privatization raises productivity.   
 

Source: https://www.igmchicago.org/surveys/privatization-in-central-and-eastern-europe/ 
 
Effective privatization is characterized by the following conditions: 

• Privatization by outsiders is better than by insiders. 
• Foreign investment helps, particularly for technology transfer. 
• Transparency is important, and improved legitimacy. 

                                                
9 https://www.heritage.org/index/ 
10 https://www.freetheworld.com 
11 “Less haste, more freed” The Economist, July 9th 2011 
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• Facilitating the creation of new enterprises is just as important as changing 
the ownership structure of existing ones. 

The bottom line is that privatization needs to be combined with efforts to 
increase 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”.12 

Privatization is also important because it is strongly linked to less corruption.  

Corruption is the abuse of public office for personal gain. Some of the key causes 
include: complex regulations; a lack of competition; absence of independent judiciary 
and free press; and faulty democracy leading to a lack of electoral competition.13  

Oleh Havrylshyn distinguished between four types of corruption. They are:14 

i. Grand – this follows from the interaction between politicians and big 
business. 

ii. Political – when business people lobby politicians to act on their 
behalf. (This form of corruption isn’t unique to transition countries, and 
is common around the world). 

iii. Regulatory – occurs between SMEs and mid-level officials to obtain 
licenses/permits. It can form a non-trivial part of the expected 
compensation of poorly paid bureaucrats, and has the damaging 
consequence of reducing SME growth. 

iv. Petty – such as the payment of small bribes for daily transactions. 
(Unlike the others, this exists prior to transition but is typically no 
longer relevant once transition is complete).  

When attempting to reduce corruption it is therefore important to be aware of these 
different types, and utilise different strategies to deal with them. Oleh Havrylshyn 
argues that rapid reforms help to reduce corruption because they simplify 
government regulations; reduce the arbitrary power of bureaucrats; and restrict 
monopolization.15 

Alina Mungui-Pippidi (2015) provides some effective means of corruption control: 

• Transparent and equal treatment on public spending and taxing procedures. 
• Reduction of administrative discretion and complexity of regulations such as 

taxes and business registration procedures. 
• Judicial independence with equal treatment for all. 
• Media freedom. 
• Facilitating social society activities. 

Privatization has two aspects: (i) the freedom to start a new business; and (ii) the 
sale of large businesses to the private sector. Although much attention is given to the 
latter, the former is just as important. For example, by 1996 the private-sector 

                                                
12 Havrylyshyn, 2020, p.279 
13 See Lambsdorff, 2006 
14 Havrylyshyn, 2020, p.278 
15 Havrylshyn, 2020, p.213 
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accounted for around 60% of the economy in both Poland and Russia. However, in 
Poland much of that new private sector were brand new enterprises that were 
growing, whereas in Russia it was mostly existing monopolies who had changed 
ownership.16 

Anders Aslund presents three options for privatization: (1) Auctions; (2) Public 
vouchers; and (3) Giving control to workers.17  

None of these are perfect solutions. The downside of auctions is that this can lead to 
a de facto oligarchy since it is likely that existing business leaders, from the region, 
will have the financial strength and market expertise to place the highest value on the 
assets. The problem with public vouchers is that if you permit resale you end up with 
the same result as an auction, albeit with windfall gains to the recipients of the 
vouchers. The problem with worker control is that you end up with insiders running 
organisations that require large scale restructuring, inhibiting the prospects for 
improvements. Aslund argues that the key point is to improve corporate governance 
first, and indeed this would help by making the market more conducive to foreign 
bidders (and not just those with existing links); ensure vouchers change hands at 
market rates (as opposed to an orchestrated fire sale); and provide worker input to 
decision making without tying their financial health to their employer.18 These 
problems are significant, but by definition we should expect privatization to be difficult 
– if we had the effective market mechanism required to know the “true value” of the 
companies being sold, there wouldn’t be the need for privatization in the first place. It 
can be claimed, therefore, that even an imperfect privatization process is better than 
no privatization.  

Most of the criticisms of privatization focus on what happened in Russia, and the 
process there was slow, corrupt, and self-defeating. There, the voucher process led 
to inside ownership. Some estimates found that managers owned around 20% of 
companies, and employees around 40%.19 According to Robert Skidelsky,  

“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.”20 

 

So, although Russia created private ownership, they failed to generate an open, 
competitive market place. Privatisation is a necessary but not sufficient for economic 
transition – liberalisation is needed as well. In other words, the perceived failings 
were not due to the increase in private ownership, but to the lack of reforms in 
competition policy. The key lesson is that capitalists are bad advocates of capitalism 

                                                
16 Havrylshyn, 2020, p.43 
17 See Aslund, A., “The Economic Factor in Belarus”, Project Syndicate, August 15th 2020 
18 It is risky to tie up large parts of your financial wealth in the same organisation and for many people 
it is unwise to take a salary, a pension, and stock options in the same company. The reason senior 
executives are awarded shares as part of their compensation is to link their behaviour to the 
performance of the firm. However, this isn’t appropriate for the majority of employees.  
19 Aslund 2007, p.162 
20 Skidelsky, 1995, p.156 
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given that they care about corporate performance and not the healthy functioning of 
the market as a whole. As much emphasis should be placed on the integrity of the 
market, as on the ownership structure of the firms within it. Private ownership and 
competition must work together, and that is achieved through the twin commitment to 
maximum freedom of entry and an end to state ownership. 

 
4. A social safety net 

Economic transition can generate economic and social pain, especially in countries 
with existing economic and social problems. A key part of any reform plan should 
include assistance for displaced workers and help for those who’ve lost their 
pensions in any hyperinflation. However, many critics of “shock therapy” overstate 
the problems. For example: 

- A lot of the registered unemployment that accompanies transition is in fact 
the revelation of existing “disemployment”. In other words, many jobs prior to 
transition create little economic value and therefore their loss imposes harm 
on the worker, but not society as a whole.  

- Stronger economies generate the public financing required for greater 
spending on social provisions such as health and education. Countries that 
reformed the most saw the biggest increases in health spending.21  

- Public spending can inhibit transition if the system is corrupt. For example, in 
Russia only 10% of social transfers reached the poorest 20%, but around 
70% went to the wealthiest 30%.22 

An empathetic but pragmatic approach to a social safety net is therefore required.  
But there is evidence that this has public support. Reforming governments tended to 
remain popular, despite the inevitable adjustment pain. According to Abby Innes, 
“89% of Czechs supported a market economy and most believed it was necessary 
for economic growth”.23 

 

Ultimately, a key problem facing reforming countries is managing expectations. The general 
public typically recognise that market economies will deliver higher living standards than one 
that is centrally planned. The key question is how much of an improvement will occur, and 
over what timescale. Between 1991 and 2016 income per person increased by a factor of 8 
in Hungary. In Austria, over the same period, it only doubled. Hungarian income rose from 
constituting 15% of Austrian income in 1991, to 54% in 2015.24 

                                                
21 Aslund, 2007, p. 190 
22 Aslund, 2007, p.198 
23 Innes, 2001, p.85 
24 See Havrylyshyn, 2020, p.162 
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Source: Havrylyshyn, 2020, p.162  

 

By any reasonable criteria this reveals and impressive performance for the people of 
Hungary. And yet Feffer (2017) argued that this is evidence of the failure of transition, saying 
“Hungary… have only cut the lead in half at best”. It isn’t clear what Hungarians should have 
expected, but perhaps this explains why, in a 2009 survey, less than 10% of Hungarians 
said that they felt that “most people are better off than under communism”.25 

Clearly there is an important role for public officials to manage expectations and use 
appropriate benchmarks.  

 

4. Economic reforms vs. state capacity 

The main insights from the experience of Central and Eastern European transition are that 
quick and comprehensive reforms are favourable to gradual ones. According to Leszek 
Balcerowicz, 

“The quicker and more radical the improvement in the economic system – if 
sustained – the faster the long-term economic growth”26   

And according to Oleh Havrylshyn,  

“Countries that moved early and advanced farthest on transition to a market 
economy have generally had superior socioeconomic performance” 27 

                                                
25 Havrylyshyn, 2020, p.162. As the author points out, perhaps respondents are actually asking a 
different question, such as “Are you as well off as you expected to be after the end of communism?” 
This would explain why people claim to be worse off despite the demonstrable evidence that, by and 
large, people are richer.     
26 “Poland must stick to winning formula” Financial Times, June 3rd 2014 
27 Havrylshyn, O., 2020, p.2 
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It is important to note that these quotes – and much of the work utilised in this memo – are 
not the ideological declarations of western economists. These are assessments of local 
intellectuals with experience of the transition process, reflecting the academic evidence.28 

An alternative view is that fast and/or comprehensive transition towards a free market 
economy is less important than building a strong state - the implication is that successful 
free market economies are in fact a consequence of having a strong set of state institutions 
and capabilities. And indeed, recent research on “state capacity”, which is the measure of 
the ability of the state to achieve its objectives, finds that state capacity can result in 
economic growth, having controlled for factors such as initial wealth and culture.29 And, 
interestingly, this can occur without gains in economic freedom. It therefore seems that 
either radical transition or strong state capacity can lead to good outcomes. However, as this 
memo has shown, we have a good understanding of how to increase economic freedom. By 
contrast the literature on improving state capacity is much less developed, and fraught with 
the problem that strong state capacity is also supported by those wishing to block or prevent 
economic reforms. In practice, an alternative to radical transition is unlikely to be a credible 
reform programme. This is important because credible commitment is one of the key factors 
that determines the success of such policies: if the general public don’t believe the sincerity 
of public officials, they won’t stick.  

Oleh Havrylshyn provides evidence to show that economic liberalisation (i.e. small-scale 
privatization, price liberalization and trade and foreign exchange liberalization) occurs more 
quickly than institutional development (i.e. large-scale privatisation, enterprise restructuring 
and governance, competition policy, banking reform, reform of securities markets and non-
bank financial institutions).30 He also found that: 

• The fastest institutional development occurs in the same countries that have the 
fastest economic liberalization 

• The biggest gains in institutional development occurs in the countries that liberalize 
most quickly 

• There are no countries that followed the “gradualist” recommendation of developing 
their institutions prior to engaging in economic liberalization 

 

To summarize, the strategy of delivering quick and comprehensive reforms has worked:  

“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”  

Grzegorz Ekiert 

 

 

                                                
28 It is interesting to note the main exception to this tendency, which is Georgia, who did not pursue a 
quick and comprehensive reform strategy, and yet have delivered strong subsequent economic 
growth. This is not because they didn’t reform, but because they found a way to engage in a delayed 
reform. This suggests that countries that miss the original window of opportunity aren’t destined to 
remain outside the group of successful transition countries, but this strategy is harder to implement. 
29 Murphy and O’Reilly, 2000. 
30 Havrylshyn, O., 2020, p.56 
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5. Conclusion 

Transition economics, by its very nature, is a challenging process. There are still lessons to 
be learned, and scope for countries to experiment with new plans. Key issues include how to 
increase the speed and how to improve the legitimacy. But concerns over process shouldn’t 
detract from a commitment over the objective. Ultimately, we understand how to create a 
market economy. Policymakers have less success at delivering democracy, and find it even 
harder to introduce the rule of law.31 So although reforms are hard, the experience of Central 
and Eastern Europe provides a functional template for the economic policies required to 
generate sustainable growth and higher living standards. Economists aren’t capable of 
meeting all of the dreams of the people. But when their advice is followed, they can deliver a 
successful transition to a market economy.  
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