
HEN REFORM began 10
years ago in Central and
Eastern Europe, the Baltics,
Russia, and the other coun-

tries of the former Soviet Union, output was
expected to fall as a result of economic stabi-
lization programs and the reallocation of
resources from unproductive to productive
sectors. The view was that, as reform policies
took hold and new sectors began to develop,
aggregate output would begin to grow.
Output was expected to grow more rapidly in
the less advanced economies, and there
would be a closing of income gaps or even,
eventually, convergence.

Output did fall in all 25 countries at the
start of transition. The extent of the collapse,
however, exceeded expectations: output had
fallen by more than 40 percent, on average, by
the time it bottomed out. By 1999, output was
growing in virtually all of the 25 economies,
though glacially in some (Table 1). Needless
to say, the quality of output data, especially in
the early transition years, was questionable
because output and growth rates were most
likely understated owing to the only partial
inclusion of the nonstate sector and the
emergence of the nontaxed economy. Despite
these concerns, we believe that the statistical
evidence sheds some light on the early transi-
tion experience.

In many countries, the pickup in growth
rates since the output troughs has been
impressive. On a cumulative basis, most note-
worthy were the recoveries in Albania, Poland,
Armenia, the Slovak Republic, Georgia, and

Slovenia, in that order. Average growth rates
were higher in the countries of the former
Soviet Union than in Central and Eastern
Europe, owing mainly to the much larger ini-
tial output declines in the former group.

Nonetheless, by 1999 very few countries
had surpassed their pretransition levels of
output. Only Albania, Poland, the Slovak
Republic, and Slovenia had higher measured
output in 1999 than in their pretransition
year. On average, by 1999 the Central and
Eastern European countries had recovered
about 90 percent of their pretransition out-
put, the Baltics about 70 percent, and Russia
and the other countries of the former Soviet
Union, 60 percent.

Inflation and stabilization
Most countries embarked on transition with a
monetary overhang and a need to liberalize
prices. Inflation was either already present or a
major threat. Beginning with Poland in 1990,
by 1995 all 25 countries except Turkmenistan
had introduced stabilization policies (Table 2).
By 1999, annual inflation rates, which had
ranged from 26 percent in Hungary to
57,000 percent in Georgia, had been reduced
to single digits in about half of the countries.
Bulgaria, Estonia, and Lithuania, which have
currency boards, have had the most impres-
sive anti-inflationary performances.

An important element in the initial stabi-
lization strategies was the choice of exchange
rate regime. Countries in Central and
Eastern Europe and the Baltics opted for
either a fixed or a flexible regime. Russia and

Economic perfor-
mance has dif-
fered widely
among the tran-
sition economies.
The best per-
formers are
countries that
were the most
committed to
reform at the
start and that
have carried out
reforms rapidly
and consistently.
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the other countries of the former Soviet Union formally
announced flexible regimes, although many countries began
to peg their currencies, formally or informally, to the U.S.
dollar or the deutsche mark. With most exchange rates fixed,
either explicitly or de facto, inflation rates began to decline
rapidly. By 1999, most of the transition countries had
reduced inflation to relatively low levels, although it had
begun to climb again in a few of the former Soviet republics.
Today, all but four countries have adopted flexible exchange
rate regimes, with Poland as the leading example of a suc-
cessful exit from a peg.

Fiscal balances also deteriorated sharply at the start of transi-
tion. While fiscal consolidation occurred in most countries
during the transition, no clear relationship between fiscal bal-
ance and growth is evident. This is because, in some countries,
higher public expenditures were associated with reforms that
were beneficial for growth (for example, those dealing with
nonperforming loans of the banking sector, clearing past fiscal
arrears, and restructuring the social sector). At the same time,
in some of the former Soviet republics, underlying the sharp
fiscal contraction were very large revenue declines and ad hoc
expenditure cuts, which undermined the authorities’ capacity

to implement reforms. What is clear
from the data, however, is that coun-
tries that had both persistent fiscal
deficits and slow structural reforms
were unable to sustain the process of
stabilization. This is most evident in
Russia, but is also apparent in
Belarus, Tajikistan, and Uzbekistan.

The performance of the transi-
tion economies in bringing inflation
down from very high levels has been
impressive. The subsequent move in
most countries to flexible exchange
rate regimes seems reasonable in
view of the recent lessons learned—
notably in Russia—regarding the
high costs associated with fixed
regimes in the new global environ-
ment of heightened financial
vulnerabilities and exposure to
international capital markets. On
the fiscal front, the average country
is far more indebted today than
before. Consequently, it will be
much more difficult to sustain
large deficits unless reforms and
growth accelerate.

Transition strategies
Soon after transition began, a con-
sensus emerged on the main ele-
ments of a transition strategy, as
outlined by Fischer and Gelb in

1991 (Chart 1). We are struck particularly by the fact that
this consensus included elements that are now thought to
have been overlooked at the initial stages, for instance, legal
reforms. The substantial length of time envisaged for both
institutional and enterprise reforms was also predicted.
Interestingly, trade reforms were expected to be more grad-
ual than was actually the case.

Several points of controversy emerged within the overall
strategy, particularly over so-called shock therapy and
sequencing. The controversies over shock therapy related
mainly to macroeconomic stabilization, price and trade liber-
alization, and the pace at which privatization could be
attempted, while the debates over sequencing centered on the
argument that some reforms were preconditions for others.
Those who advocated moving rapidly ahead with reforms
based their arguments not only on economics—that the
cumulative output loss would be smaller if actions were taken
more quickly—but also on political economy grounds.
Particularly influential was the concept of “extraordinary
politics” put forward by Leszek Balcerowicz, the former
Polish finance minister, who believed there was more oppor-
tunity to implement reforms at the start of the transition.
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Table 1

Output performance, 1989–99

Cumulative output Year in Simple average of Ratio of output
decline to lowest level which output output growth since in1999 to 

(1989 = 100) 1 was lowest 1 lowest level output in TT–1 1
(percent)

Albania 39.9 1992 6.6 1.03
Armenia 65.1 1993 5.4 0.56
Azerbaijan 63.1 1995 5.9 0.53
Belarus 36.9 1995 6.0 0.83
Bulgaria 36.9 1997 3.0 0.74
Croatia 37.6 1993 2.2 0.80
Czech Republic 15.4 1992 1.7 0.95
Estonia 36.5 1994 3.2 0.87
Georgia 76.6 1994 5.8 0.46
Hungary 18.1 1993 3.1 0.99
Kazakhstan 40.2 1998 1.7 0.70
Kyrgyz Republic 50.5 1995 4.1 0.68
Latvia 52.8 1993 2.6 0.64
Lithuania 40.8 1994 3.0 0.70
Macedonia, former Yugoslav
Republic of 45.6 1995 2.0 0.59

Moldova 69.2 1999 NA 0.38
Poland 13.7 1991 5.1 1.28
Romania 26.6 1992 0.0 0.80
Russia 46.5 1998 3.2 0.59
Slovak Republic 24.7 1993 4.9 1.01
Slovenia  20.4 1992 3.8 1.05
Tajikstan 74.0 1996 3.7 0.46
Turkmenistan 49.6 1997 10.5 0.66
Ukraine 64.5 1999 NA 0.41
Uzbekistan 14.4 1995 3.1 0.93

CEE 2 27.9 1992 3.2 0.9
Baltics 2 43.4 1994 3.0 0.7
Other former Soviet Union 2 54.2 1995 4.9 0.6

Sources: International Monetary Fund, International Financial Statistics, World Economic Outlook; IMF staff estimates.
1 Output decline from 1989 to the year in which output was the lowest. For countries in which output has not begun to grow, 1999

is taken as the year of minimum output. Output is real GDP measured on an annual average basis. TT–1 denotes one year before
transition began.

2 CEE refers to the following Central and Eastern European countries: Albania, Bulgaria, Croatia, Czech Republic, Hungary, former
Yugoslav Republic of Macedonia, Poland, Romania, Slovak Republic, and Slovenia. Baltics refers to Estonia, Latvia, and Lithuania.
Other former Soviet Union refers to Armenia, Azerbaijan, Belarus, Georgia, Kazakhstan, Kyrgyz Republic, Moldova, Russia,
Tajikistan, Turkmenistan, Ukraine, and Uzbekistan. Simple average for values and mode for years.



As time went on, it became evident that rapid policy action
was possible in some areas of reform—liberalizing prices and
trade, stabilizing inflation, and achieving small-scale privati-
zation—while, in others, moving faster was simply not possi-
ble. It is also clear that some reforms are complementary with
others—for instance, privatization is more likely be produc-
tive if the right legal framework, or financial system, or both
are in place.

Aid and capital flows
Most proponents of reform took it for granted that external
financial assistance would be needed at the early stages of
transition to encourage reform and sustain the reformers
and also to compensate for these countries’ lack of experi-
ence in running a market economy. Despite initial talk, the
launching of the equivalent of a Marshall Plan for transition
economies never materialized. Rather, external assistance
was provided primarily by the international financial institu-
tions, the European Union, and bilateral donors, and in
smaller amounts than originally discussed.

Per capita capital inflows to transition countries in the
1990s were similar to those to Latin America and the more
advanced Asian economies, and much greater than those to
other developing countries. (Russia is the only country in the

entire region that has been a net
exporter of capital.) The composi-
tion and distribution of inflows
was highly uneven, however
(Chart 2). Long-term inflows were
significantly larger than short-term
ones. Central and Eastern Europe
and the Baltics received greater
inflows than Russia and the other
countries of the former Soviet
Union. There was a large recourse
to exceptional financing (debt
reduction and restructuring and
official aid) at the beginning of the
transition period and a subsequent
reorientation of capital flows
toward foreign direct investment
and other private flows: that is,
private sector inflows speedily
replaced official assistance once
reforms were being successfully
implemented.

Explaining growth
performance
The greatest drop in output
occurred in the year transition
began, and output continued to
decline before stabilization took
effect. After stabilization programs
were implemented, output began to

grow after two years, on average (Chart 3). As analyzed in
Berg, Borensztein, Sahay, and Zettelmeyer (1999), the initial
decline in output is associated more with disorganization and
adverse initial conditions than with tight stabilization policies
or progress in structural reforms. Although their economic
systems and literacy rates were similar, the 25 countries’ eco-
nomic characteristics varied widely when they embarked on
transition. Some—such as Azerbaijan, Kazakhstan, Russia,
and Turkmenistan—had abundant natural resources.
Countries of Central and Eastern Europe and the Baltics gen-
erally enjoyed higher per capita incomes and were in a better
position to reorient their trade toward the industrial coun-
tries. A simple regression analysis reveals that, among a num-
ber of initial conditions (such as resource endowments, share
of agriculture in GDP, years under communism, secondary
school enrollment, dependency on trade, and overindustrial-
ization), only two—the number of years under communism
and secondary school enrollment—account for much of the
transition economies’ subsequent output performance.

The regression analysis also shows that macroeconomic
stabilization was followed by growth, with structural reforms
playing the predominant role in bringing about sustained
recovery through their effect on the private sector. In short, it
has been found that countries that stabilized, and that priva-
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Table 2

Stabilization programs and inflation performance, 1989–99
Maximum Year in which Inflation

Stabilization Pre-program annual inflation was in
program date inflation 1 inflation highest 1999

(percent) (percent) (percent)

Albania August 1992 293 237 1992 –1.0
Armenia December 1994 1,885 10,896 1993 2.0
Azerbaijan January 1995 1,651 1,787 1994 –9.0
Belarus November 1994 2 2,180 1,997 1993 251.2
Bulgaria February 1991 2 245 579 1997 –0.1
Croatia October 1993 1,903 2,585 1989 3.8
Czech Republic January 1991 46 52 1991 2.6
Estonia June 1992 1,086 947 1992 3.8
Georgia September 1994 56,476 7,486 1993 22.0
Hungary March 1990 26 35 1990 11.5
Kazakhstan January 1994 2,315 2,961 1992 17.8
Kyrgyz Republic May 1993 934 958 1992 39.8
Latvia June 1992 818 1,162 1992 3.2
Lithuania June 1992 709 1,162 1992 0.3
Macedonia, former
Yugoslav Republic of January 1994 248 1,780 1992 –0.4

Moldova September 1993 1,090 2,198 1992 82.7
Poland January 1990 1,096 640 1989 9.8
Romania October 1993 2 314 295 1993 54.8
Russia April 1995 2 218 2,510 1992 36.5
Slovak Republic January 1991 46 58 1991 14.2
Slovenia February 1992 288 247 1991 8.8
Tajikistan February 1995 2 73 7,344 1993 28.0
Turkmenistan Not started 20 9,743 1993 23.0
Ukraine November 1994 645 10,155 1993 23.0
Uzbekistan November 1994 1,555 1,281 1994 29.0

CEE 3 450 651 1991 10.4
Baltics 3 871 1,091 1992 2.4
Other former Soviet Union 3 1,143 4,943 1993 45.5

Sources: International Monetary Fund, International Financial Statistics, World Economic Outlook; IMF staff estimates.
1 Pre-program inflation is inflation in the 12 months previous to the month of the stabilization program. For Turkmenistan, the fig-

ure is for the latest year available (1999). All other inflation is calculated from December to December. 
2 The date of the first stabilization attempt.
3 See Table 1, footnote 2.



tized and reformed faster, grew faster, with structural
reforms paving the way for the recovery.

The larger initial decline in output in the Commonwealth of
Independent States (CIS) can be explained mainly by slower
structural reforms and, to a lesser extent, by adverse initial
conditions. It is noteworthy that the Baltic countries and

Poland had some of the worst initial conditions yet per-
formed well. This demonstrates that countries that adopted
anti-inflationary policies and faster structural reforms could
overcome adverse starting conditions.

Private sector development
Private sector development moved forward fairly rapidly
in most countries—whether through privatization of
state-owned firms or the emergence of new firms—and
was a key element in reform. Some countries chose the
route of mass privatization through voucher schemes (for
example, the former Czechoslovakia and Russia), while
others chose to sell state-owned enterprises (Hungary and
Poland).

The imposition of hard budget constraints on enter-
prises, whether public or private, appears to be important
in determining success. Insider privatization, whether con-
trolled by workers (as in the former Yugoslavia) or by man-
agers (as in Russia), does not seem to have led to
restructuring. Small-scale privatization, whether through
vouchers or through sale to insiders, was generally success-
ful. Productivity in private enterprises appears to be higher
than in state enterprises, and survey data in Estonia show
that new firms are more productive than privatized state
firms. Also, experience from Slovenia and the Czech
Republic indicates that foreign-owned firms perform better
than domestic privatized ones. For these reasons, the strat-
egy of starting with rapid small-scale privatization and tak-
ing longer to privatize large enterprises could had been
more successful, provided the larger companies had been
sold. For instance, Hungary’s slower and more firm-specific
approach appears ex post to have been more successful
than the more rapid Czech voucher scheme.

Governance 
Corruption and governance problems remain endemic in
some countries, while they are far less prevalent in others.
Some countries have had considerable success in reducing
corruption through tax reform, improved tax administra-
tion, and regulatory and civil service reform. It is also clear
that in some countries, owing either to unrealistic expecta-
tions of absorptive capacity or to domestic political con-
straints, considerable external technical assistance in the
areas of legal reform, financial markets, central banking
and fiscal systems, and the other aspects of modern gov-
ernment have brought limited benefits. Consequently, the
flow of foreign as well as domestic investment has slowed
and capital flight has been encouraged, with growth suffer-
ing as a result.
While the cure for governance-related problems lies

mainly in domestic policies, external assistance can encour-
age transparency and strengthen institutions by making
future assistance conditional on progress in these areas. It is
reasonable to hope that the same process that undermined
support for the communist system might produce a political
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Chart 1

Transition strategy: phasing of reform
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backlash against corruption for holding back economic
growth and creating social inequalities.

Russia
Russia’s experience is unique. The question is why, despite a
promising start in 1992, rapid privatization in 1994–95, and
stabilization in 1995, subsequent reforms have been slow.
The answer lies largely in Russia’s failure to drive ahead with
reforms after the 1996 elections, when powerful vested inter-
ests strengthened their hold on political and economic
power, deepening corruption. Russia, like many countries,
seems to have suffered from the curse of natural resources—
ready sources of wealth that were available without much
productive effort and prizes to be fought over, rather than
investments to develop and foster.

Russia’s failure to solve its fiscal problems, combined with
easy access to external capital and continuing capital flight,
led to an excessively large fiscal deficit and growing short-
term public debt. When the external environment worsened
—as oil prices fell and foreign financing dried up—in the
context of a weak domestic banking system and an inflexible
exchange rate, a financial collapse could not be prevented. If
reforms had been vigorously pursued after 1996, the collapse
could have been avoided.

The question now is when the political authorities will
decide to renew reforms and improve governance. Despite
the 1998 collapse, the Russian government has not turned
inward but continues to maintain economic relations with
the rest of the world. Recent election results confirm the con-
sensus on the irreversibility of transition and the establish-
ment of a market economy. Looking forward, much remains
to be done, particularly in restructuring the industrial and
banking sectors, eliminating the problems of nonpayment
and barter, reforming the tax system, strengthening the social
safety net, and reforming agriculture.

Determinants of reform
What are the characteristics of a successful transition?
Statistical analysis reveals that the behavior of output has
been strongly influenced by the extent of stabilization and
reform, relative to initial conditions—that is, by and large,
radical reforms have worked.

The benefits of a successful transition are clear. If the poli-
cies to ensure growth are well known, why are they not
adopted in countries where reform is lagging? The answer
lies in the realm of political economy. The faster reformers
were closer to Western Europe, had spent fewer years under a
communist regime, and were more advanced economically
when they fell under Soviet control or when the transition
process began. In addition, it has to be recognized that the
prospect of joining the European Union appears to have
been a powerful spur to reform, an incentive that does not
apply to CIS countries. The main challenge for the support-
ers of reform has been and is to find ways to build and sus-
tain a reform coalition.
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  Source: International Monetary Fund.
  Note: FSU denotes former Soviet Union.
  1 Stabilization time, S, is defined as the year in which inflation stabilization program 
started.

Baltics Central and Eastern Europe Russia, other FSU

Chart 3
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