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ABSTRACT 

 

This study focuses on transition economies of the Commonwealth of Independent 

States (CIS). These countries have lagged considerably in their transformation from a 

planned to a market-based system and are therefore characterized by the dominance and 

rigidity of Soviet techniques and underdeveloped financial systems. The author investigates 

the relationship between the inherent problems in the physical production process of a 

Soviet-style economy, the underdevelopment of their monetary system, and the disparities in 

economic structure. This inquiry argues that a successful completion of the transition 

process is constrained by the prevailing institutional structure and technological 

organization, both of which require structural reforms aimed to increase growth in national 

income, productivity, and the degree of export competitiveness. Increasing competitiveness, 

in turn, requires input reallocation toward more competitive and modern industries, 

technological innovation with the appropriate institutional framework for its financing, and 

strategic trade policies.    
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CHAPTER 1 

MAKING THE CASE FOR TRANSITION REVIVAL 

Introduction  

The beginning of the 1990s marked a significant turning point in global social 

construction. Numerous anti-communist movements in Europe and the eventual collapse of 

the Soviet Union (SU) withered the possibility of a widespread alternative to a capitalist 

system. As the global community concludes the third decade since the fall of communism, 

the analysis of administratively planned economies appears exclusively in a historical 

context. Similarly, the transition experience of nearly one third of the world from a Soviet 

style of planned production organization to a market system is deemed archaic since many 

of the former socialist states have adopted and currently operate as market economies. As a 

result of such an “undisputed” capitalist victory, transition research is no longer relevant or 

practical in mainstream literature despite a number of failed transition experiences in the 

post-socialist arena.  

After the collapse of the Soviet Union, centralized planning and state ownership of 

the means of production were blamed by the mainstream economic theorists and 

policymakers for driving the disintegration of Soviet socialism. As a result, it was advised 

that the newly emerged independent economies immediately switch to a “free market” 

environment by establishing private property and eliminating government intervention in the 

economic sphere. These two main postulates of market reforms were supposed to fix the 

efficiency and productivity problems of the post-Soviet economies through a price 

mechanism and the competitive drive of markets that allegedly keep the economy at an 

efficient equilibrium.  
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The concept of transition economies has acquired a wide scope of definitions and 

characteristics based on different directions and nation-specific peculiarities of the transition 

process shaped by a multitude of theoretical paradigms. Most commonly, research on this 

topic has focused on “quasi-capitalist” economies in their post-transition period (see 

McKinon 1993 and Savchenko 2002 for an overview). Particularly, transition literature 

centered around the common problems of a capitalist struggle, which are intensified and 

reinforced by the orthodox ideas in economic theory and the universality of policy 

prescription supervised by the international organizations like the International Monetary 

Fund (IMF), World Bank (WB), World Trade Organization (WTO), and more recently, the 

Eurozone institutions.  

Significant differences in history, political development, culture, and mentality in the 

former socialist nations have shaped a highly heterogeneous nature of transition directions. 

A diverse environment makes it nearly impossible to provide a comprehensive analysis of 

transition paths across different nations (Hall 2005, 289–290). As a result, transition 

literature has accumulated many blank spots, gradually leading to a decline in intellectual 

interest to the phenomenon per se. 

This chapter demonstrates that transition is not just historical, but also ongoing and 

evolving. Traditional analytical frameworks are not suitable for transition analysis due to 

their narrow focus, methodological inability to identify the root causes of inherent Soviet 

inefficiencies, and a blatant disregard of the historical heritage of the nations in question. 

Hence, the process of transition requires further intellectual attention, given the varying 
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degrees of transition success.1 This inquiry specifically focuses on the economies of the 

Commonwealth of Independent States (CIS),2 which have shown minimal progress in their 

transformation away from a planned system. The purpose of this paper is, therefore, to 

accentuate the need for further investigation of the transition state in the CIS region. In so 

doing, this chapter reaffirms the use of the original institutional discourse as a framework 

capable of identifying the real causes of the region’s perpetual systemic failures and capable 

of offering a reform direction that minimizes transaction costs of such a large-scale 

transformation. 

This chapter is organized in the following way. First, the author provides a literature 

overview, illuminating the rapidly changing nature of transition research. Next, the inquiry 

describes systemic inefficiencies of the Soviet economy and explains how market reforms 

sought to resolve them. The chapter proceeds to examine different schools of thought 

utilized in economic analysis of transition. Finally, the study insists that transition research 

is not just relevant nowadays, but it is essential to be able to understand the rising tensions 

of the former USSR region and their impact on the rest of the world.    

Evolution of Transition Literature 

The term transition economies was overwhelmingly common in academic literature 

in the 1990s and early 2000s. This term described the post-socialist economies transforming 

from an administratively planned system to a market economy under the close supervision 

of and with the assistance from the experienced Western “allies”—the government agencies 

 
1 Successful transition of the Central European region vs. the “frozen” transition of the Commonwealth of 

Independent States. 
2 The author uses the term “Commonwealth of Independent States” to collectively distinguish the non-Baltic 

members of the former USSR from the rest of transition economies. This means that countries such as Georgia, 

Ukraine, and Turkmenistan are included in this group of countries despite the departure of Georgia from the 

CIS in 2009, Ukraine’s termination of participation in 2018, and Turkmenistan’s unofficial participation 

without ratification of the CIS charter.   
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of the high-income market economies and the associated international organizations. The 

emerging studies focusing on different aspects of such transformation were collectively 

labeled “transition literature” in economics. While having no historic precedent, the fast-

growing popularity of transition research during the 1990s was not exactly a novelty for the 

discipline. Transition literature became the logical continuation of the comparative 

economic systems (CES).   

Originated in the second half of the 20th century, the field of CES examined 

similarities and differences between the two competing paradigms—socialism and 

capitalism—with a strong emphasis on identifying a more superior formation. Initially, CES 

literature focused on “the workings of different sets of economic institutions as well as ways 

in which institutions can be combined to achieve various goals, such as growth, efficiency, 

and equity” (Hopkins & Duggan 2011, 36). The loud failure of the grand socialist 

experiment and the implicit victory of capitalism transformed this field into a narrower 

analysis of the transition process of the newly independent countries. 

Although short-lived according to the relative thresholds of academic research, 

transition literature had undergone remarkable changes within the first decade of market 

transformation and continued to evolve based on the relative success of individual nations. 

This section provides a brief overview of such evolution. 

Policy Briefs on Rapid Marketization (1989–92) 

The first economic writings on transition appeared immediately after denunciation of 

the communist rule between 1989 and 1991. This early transition literature primarily 

consisted of policy briefs specifying the necessary steps for rapid market implantation. 

Collectively, these briefs resembled a manual on market functioning.  
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Such a quick release of new studies was unprecedented considering there was no 

economic theory on the actual process of transformation from an administratively planned to 

a market economy (Dewatripont and Roland 1996). A number of prominent CES scholars 

and Western economic advisers justified the lack of economic theory of transition by 

advocating a complete dismantling of the Soviet production organization to ensure efficient, 

irreversible implementation of market reforms (Sachs 1990, Kornai 1994, Lavigne 1999). 

While there were inquiries into the potential usefulness of the transition theory (see Aghion 

1993; Roland 1993; Weitzman 1993), they were dismissed early on due to the belief that the 

transition process was temporary in nature and hence, did not require a separate theoretical 

grounding.   

The absence of theoretical foundations was resolved by offering an established and 

“proof-tested” market policy recipe commonly known as the Washington Consensus (WC).3 

The goal of the WC reforms was to aggressively introduce market elements (assumed to 

guarantee efficiency and prosperity by construction) to the post-Soviet economies in an 

attempt to separate the role of the government from economic activities and therefore, 

eliminate highly inefficient command mechanisms.  

Privatization, liberalization, and subsequent stabilization programs became the three 

pillars of the initial reforms. The Western advisers and policymakers advocated the swift 

establishment of private property as an autonomous instigator and facilitator of property 

rights. Private ownership was then logically expected to spontaneously create universal, 

 
3 The term was originally coined by John Williamson (1990), who described the ten common policies (the “ten 

commandments”) of neoliberal economic development agenda offered to stagnating Latin American 

economies to overcome the economic hardship after a series of devastating financial crises of the 1980s. The 

widespread use of these reforms during the transition process reshaped the WC into a universal development 

strategy for indebted economies. 
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efficient markets and a competitive private sector; while simultaneous liberalization of 

prices and international flows were supposed to ensure the proper functioning of market 

mechanisms and provide the benefits of global cooperation. In response to the initial shock, 

the restructured non-interventionist government was supposed to provide the necessary 

stabilization policies, which would ensure sustainable growth in the long run.  

Further, the standardized reforms of the WC were designed to be Pareto-improving 

(achieving Pareto efficiency), according to which a favorable economic climate results as 

long “transition winners” gain enough to compensate for the losses of “transition losers.” 

Pareto efficiency therefore justified the assumption that the market order was the only 

efficient, successful system. As a result, original transition literature revealed numerous 

theoretical gaps regarding market inefficiencies and externalities. 

Development of Theoretical Foundations (1993–98) 

The first years of the transition experience revealed the reality of various 

complications related to the WC policy implementation, which manifested in disappointing 

performance results. It became apparent that blunt transplantation of a universal market 

policy was not compatible with engrained Soviet order and divergent initial conditions of 

individual economies.  

A growing quantitative analysis of the quickly plummeting common market 

indicators led to a debate among the free market proponents regarding the proper speed of 

the marketization programs. This debate resulted in the emergence of the two philosophies 

to transition research—shock therapy (or “big bang”) and gradualism (or incrementalism).  

Gradualists favored slow-paced, sequential execution of market reforms (McKinnon 1993, 

Dewatripont and Roland 1992, Williamson 1994, Aslund 2002); while the shock-therapy 
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proponents insisted on rapid, simultaneous implementation of various market elements with 

one stroke (Sachs 1994, Kornai 1994, Balcerowicz 1994, Klaus 1993, Havrylyshyn 1997).     

Semantic controversies between incrementalists and proponents of shock therapy 

regarding the timeline of the same reform steps induced the development of robust economic 

models focusing on transition progression, such as the model of optimal speed of transition 

(Aghion and Blanchard 1994). These models emphasized the need for structural changes and 

viewed “transformational recession” as a necessary condition to foster efficient markets and 

well-functioning market economies in the long run. Specifically, the optimal speed of 

market transformation was determined by the optimal level of unemployment necessary to 

create downward pressure on wages as an incentive for the private sector to create jobs.  

Evolutionary Analysis of Transition (1998–2004)  

One decade of transition provided economists with enough data to draw meaningful 

conclusions from their quantitative analysis. There was a growing influx of performance-

based studies during 1997–2003 (for overview see Campos 2000; Campos and Coricelli 

2002). One may argue that the overwhelming domination of empirical inquiries and the 

detached nature of standardized policy programs sought to compensate for the lack of 

knowledge on the countries in question by the new transition scholars. The results of the 

quantitative studies, however, were far from satisfying. The expected periods of 

transformational recession turned into a much longer and deeper economic decline. The 

corrective inflation had the magnitude of hyperinflation in most of the post-socialist 

economies, while the unemployment rate continued to increase without the needed 

counterweight of job creation (EBRD, 1998).  
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The pessimistic outcomes of the WC reforms prompted economists and 

policymakers to reexamine the market policies with respect to the post-socialist heritage. 

The WC was reevaluated with a strong emphasis on institution-building and maintenance of 

the institutional environment necessary for proper market functioning (Kuczynski and 

Williamson 2003). While this revised set of policies sought to correct the defects of the 

original WC, it maintained the original goals (i.e., ends) and the authoritative nature of their 

policy advice.  

Nevertheless, many proponents of the gradualist approach extended the idea of 

institutional formation and contributed to a diverse body of evolutionary transition literature 

(discussed below). This period of transition literature marked the revival of institutional 

analysis4 in economics in general and strongly challenged the monopoly of the neoclassical 

rhetoric in policy recommendation (Murrell 1991).  

Alternative Variants of Capitalism (2004–Present) 

At the turn of the 21st century, with a number of additions and corrections, the 

transition research turned its focus primarily to the outperformers of the transition process—

the Central European and Baltic economies that were on the candidate list to join the 

European Union (EU). Consistent increases in the main economic variables as well as the 

EBRD indicators in the CEE and the Baltics were enough for the mainstream specialists to 

implicitly pronounce the end of the transition process. Manifested in the successful attempt 

of the Central European countries to join the EU, the accession of 2004 essentially put an 

end to the transition research per se. Subsequent mainstream literature focused on alternative 

 
4 As originally portrayed in the writings of Veblen, Ayres, Commons, and Foster. 
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capitalist systems that these countries adopted and started a tradition of the new comparative 

systems (Djankov et al. 2003).  

The non-Baltic economies of the former Soviet bloc, however, continued to stagnate 

or worse, experience negative rates of growth. Figure 1.1 compares GDP dynamics in 

transition economies by different regions during the first decade of transition. 

 

Figure 1.1 Real GDP by Region (1990 = 100), 1990–2002  

 

Source: World Bank (2004, 6) 

 

The transition of the former USSR countries did not fit within the development path 

to growth predicted by the mainstream approaches. Poor economic performance and 

unfavorable political climate demonstrated that the Commonwealth of Independent States 

(CIS) was far off of the convergence trajectory predicted by the transition models and 

demonstrated by the CEE transition counterparts. The resulting loss of intellectual, 

economic, and political interest in this region essentially left these economies to the only 
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devices they were familiar with—the legacies of their Soviet development. Eventually, 

liberalization and democratization attempts reversed back to a more familiar, non-

competitive environment and autocratic regimes “in superficial disguise of a voting 

democracy” (Havrylyshyn 2006, 39). The forgotten lands of the former Soviet Union 

remained stuck in their transition process.  

Plan vs. Market  

One of the fundamental mistakes of the economic transition reforms was the absence 

of a nation-specific analysis of the Soviet institutional arrangement and the subsequent 

disregard of such Soviet heritage during transition. Privatization and liberalization measures 

were universally applied to the entirety of formerly socialist Eastern Europe. It is essential to 

analyze the prevailing economic climate of a Soviet economy and to identify the systemic 

problems of the production process that the reforms were supposed to improve—something 

that the designated policy committees had not done in anticipation of the reforms. 

It has been recognized by a number of scholars (see Gehrke and Knell 1992, Kornai 

1986) that the major economic problems of a Soviet-style economy are related to extensive 

as opposed to intensive output growth and the persistence of a seller’s market as opposed to 

a consumer’s market. The roots of these economic phenomena lie in the overwhelming 

government control and finance of the production process and the underlying Soviet policy 

strategy directed toward satisfying the basic social needs of participating economic agents 

(including free access to healthcare, education, pensions, a place of residence, and so forth). 

The production process in a Soviet-style economy was not only planned and strictly 

supervised by a highly hierarchical state apparatus, but it was also predominantly financed 
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by government expenditures.5 Investment spending primarily6 came from the state, which 

means that the production strategy was not profit-driven. This created a set of perverse 

incentives for any enterprise willing to engage in the production process. The Soviet habit of 

unlimited state financing and preoccupation with plan fulfillment essentially guaranteed the 

needed financing regardless of how risky an investment project may have been. 

A large share of national income was devoted to public investment predominantly 

concerned with the heavy-industry sector producing capital goods.7 At the same time, 

workers received increasingly high wages as an incentive to be more productive. As a result, 

there was a growing dissonance between the supply of capital goods and consumer goods, as 

the consumers’ needs were essentially ignored. A chronic excess demand problem, 

originating in the capital goods sector, spilled over throughout the rest of the economy. The 

resulting shortages eliminated any incentives for an enterprise to improve quality, increase 

productivity levels, or to decrease costs, since there was no uncertainty about having the 

market for their output. Engaging in such a production strategy meant that, within limits, 

anything produced in the economy was absorbed by the market. This resulted in inefficiency 

and product deterioration and eliminated any incentive for innovation and hence, dynamic 

technological evolution. The lack of demand-induced incentives to innovate, in turn, skewed 

the production process toward an extensive growth path.  

In the second half of the 20th century, the Soviet economy primarily experienced 

positive rates of economic growth through an extensive growth path—where the expansion 

of inputs exceeded the expansion of final output. Maintaining extensive growth then 

 
5 The size of the official private sector was insignificant in the USSR. 
6 With a few exceptions in the secondary (or illegal) sector.  
7 Due to its higher-weighted relative contribution toward net material product (i.e., GDP).  
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required perpetual overinvestment, which further contributed to the discrepancy with 

productive capacity. In turn, maintaining extensive growth and suppressing inflationary 

pressures leads to a continuous drop in potential capacity (Rider and Knell 1992). As a 

result, bottlenecks occur.8  

As pointed out by Nell (1992, 86), under socialism the efficiency and productivity of 

inputs were assumed, and investment was planned to reach the highest expansion rate 

consistent with planned consumption. There was little information about consumers’ 

preferences or real quantities demanded. This means that it was not only supply that was 

controlled by the state, but also demand that was generated by a system that was 

continuously fueled by overinvestment. The Budapest School deemed this privilege of 

defining the public’s needs and wants as a uniquely repressive posture (Brown 1988).  

The provision of basic needs was one of the essentials in a socialist state, which 

served to preserve the power of the prevailing political regime. Maintaining a high nominal 

wage rate was one of the major tasks for state planning.  Although highly controversial 

among economists, the post-Keynesian approach posits that the inflation level is supply-

driven in a capitalist economy, while it is demand-determined in a socialist economy. In a 

socialist economy, wages tend to drift upwards while prices are held as low as possible; 

whereas under capitalism, nominal wages are kept as low as possible, while prices fluctuate 

with an upward trend (Nell 1992, 93). Ultimately, socialism lets the wage level increase to 

achieve social and political objectives. The control over high wages and low prices 

essentially allowed the state to indirectly determine the savings rate in the economy—a 

powerful feature for rapid capital accumulation. However, coupled with a persistent lack of 

 
8 See Chapter 3 for a more detailed analysis.  
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consumer goods, such discrepancies in prices led to persistent monetary overhang and 

suppressed inflation.   

Following Mark Knell’s analysis (Knell 1992, 10), there are three types of prices 

relevant to market-oriented transition states—market price, administered price, and natural 

price. Due to permanent shortages, the market price would usually be above the 

administered, which provided an incentive to enter the market even if the administered price 

was above the natural. In this case, however, planners were forced to lower the price level.  

Lowering the price level or repressing prices to rise, in turn, resulted in suppressed inflation, 

providing negative feedback to investment and growth trends, which Oskar Lange 

summarized as follows: 

The high investment program, which results from the fact that all these 

economic plans are connected with a political decision of industrialization at 

a rather speedy rate, produced everywhere an inflationary gap which is being 

solved in some constant pressure of excess demand in all markets, which in 

turn, creates a situation that any increase in output, in whatever field, appears 

as a desirable thing (Lange 1949, 167).  

 

The attempts to maintain extensive growth rates and to keep prices artificially low9 

led to an ever-increasing share of public investment, resulting in continuous over investment 

and intensification of excess demand pressures. Shortages associated with permanent excess 

demand created an illusion of full employment as the economy was forced to constantly 

operate at full capacity. Given that the economy operated at full capacity, there was no room 

left for necessary adjustments because of planning mistakes—either at the aggregate level or 

at the micro level in terms of restructuring the composition of final output (i.e., switching 

 
9 In the agricultural sector, the administered prices had continuously remained below the production costs, 

leading to severe shortages and widespread famines in the second half of the 20th century.   



 

14 

from industrial to consumer goods). This further intensified the problem of shortages, 

created supply distortions over time, and lowered growth rates. 

The institutional framework in which the Soviet strategy of economic growth was set 

was a notoriously politicized process. Investment cycles that determined growth rates were 

essentially political since the investment decisions were determined by the central planning 

committee. Chronic demand pressures, shortages, and repressed inflation had become 

institutionalized and had engendered behavioral patterns which are not easy to change 

(Gehrke and Knell, 1992).  

Market Reforms Overview 

A series of market reforms were implemented throughout the newly independent 

Soviet states during the 1990s. Policy makers basically took it on faith that free market 

institutions were the best strategy for addressing the inefficiency and chronic shortage 

problems of a planned economy without any concern as to how these institutions operated or 

what was necessary to introduce institutions that had never existed in a planned production 

environment. The initial ideological opposition of the masses to anything Soviet blinded the 

necessity for an institutional adjustment. Moreover, this resistance prevented a realization 

that, while nationalization and state planning were associated with the collapse of Soviet 

communism, they should have maintained a functional role in transition towards a new 

mode of production.  

Instead, mass privatization, liberalization, and stabilization policies populated the 

former socialist nations. Private property was the main (and often sufficient) condition 

necessary for a market transformation and as such, implied rapid restructuring and 

eradication of state enterprises. While on the contrary, the dominant rights system with its 
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state-owned enterprises was considered an inefficient model mainly due to a principal-agent 

problem caused by asymmetric information.  

The attempt of such transition was associated with an increase in employment rates 

in cooperative and privately owned joint-stock companies, while there was a relatively sharp 

drop in employment rates in the state sector. The overall spike in unemployment was caused 

by the reconstruction of administrative institutions (or rather their elimination) and 

bankruptcy of massive state enterprises associated with the institutional crisis 

(Bogdankiewicz 1993, 340). Figure 1.2 shows the changes in unemployment rate between 

1991 and 2020, revealing unemployment as a persistent problem of the region. In addition, 

rapid growth of consumption, rising inflation, and low levels of gross investment prevented 

the needed expansionary policy to promote basic capital reproduction and its technological 

renovation. 
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Figure 1.2 Unemployment Rate in CIS Countries, 1991–2020 

 

Source: World Bank World Development Indicators (n.d.)  

 

Furthermore, there was no instrumental inquiry into how to coordinate the process of 

implementing market policies within the existing institutional structure. In fact, state 

institutions of the Soviet type were eradicated as a dark footprint of Soviet deficiency. The 

reforms did not imply governmental control over the adjustment process. The efficiency of 

the “invisible hand” or the “Walrasian auctioneer” meant handing control of the previously 

command driven system to the workings of free markets which choose the fittest economic 

agents. This idea of market distribution was appalling to the Soviet mentality used to 

viewing the state authority as the ultimate troubleshooter. The command system, on the 

other hand, sought to guarantee the economic and social equality of economic agents. The 
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communist party apparatus granted the right for everyone to participate in the production 

process and satisfied basic social needs, creating a sense of stability and security free 

markets would not tolerate. But this came at the cost of maintaining the dominance of the 

political power held by government elites.   

Market reforms had alternating success during the first decade of the reforms, but 

overall turned out to be relatively ineffective and even caused further economic downturn. 

The initial transformational recession carried the anticipated J-curve recovery only in the 

CEE region.  While the Baltic nations had a serious loss of economic growth initially, the 

region recovered and outperformed the lagging CIS region (see Figure 1.1 above).  

Despite the apparent failure of the reforms during the first years of transition, it was 

still widely believed that eventually market reforms would generate more satisfying results, 

more closely paralleling the apparent efficiency of the capitalist mode of production in the 

West. The market reforms continued.  

In order to assess the specific features of the transition process, The European Bank 

for Reconstruction and Development (EBRD) created a list of criteria (EBRD indicators) 

measuring the development of market features in the newly independent economies. The 

original six elements of the EBRD indicators included large scale privatization, small scale 

privatization, governance and enterprise restructuring, price liberalization, trade and Forex 

system, and competition policy. Each component of the indicator could take the maximum 

index value of 4.3, while the overall index value added to 25.8. Figure 1.3 demonstrates the 

relative success of transition according to EBRD indicators in different nations in 1998. 

Undoubtedly, the economies of the former Soviet Union (FSU) were the worst performers 

during the 1990s.  
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Figure 1.3 Regional Patterns of Market Reforms (Average EBRD Indicator), 1998 

 

Source: EBRD (1998, 29)  

 

While Central European and Baltic countries have minimized the negative spillover 

effects of drastic institutional shocks, the CIS region has found itself in a downward spiral 

associated with a sharp spike in unemployment rates, hyperinflation, and negative economic 

growth. Figure 1.3 reveals similar regional patterns in terms of EBRD indicators to those in 

terms of economic growth. The Central European region remained the leader of market 

transformation, while the indicators of the CIS region continuously digressed.  

The disappointing results of the initial market reforms induced several 

counterarguments on the suitability of the chosen tactics for the economic transition as well 

as a public discontent with the economic downturn. Without any visible improvements, the 

underperforming CIS nations significantly slowed down the pace and scale of market 

reforms. Figure 1.4 illustrates the slowdown of market reforms through the comparative 

analysis of average EBRD indicators in the former USSR nations characterized by minimal 

increases or even drops in their EBRD indicators. 
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Figure 1.4 Average EBRD Indicators in CIS Countries, Selected Years  

 

Source: Adapted from EBRD Transition Indicators (EBRD n.d.) by author.  

 

During the first decade of transition, EBRD indicators generally improved. Armenia, 

Georgia, Kyrgyzstan, Kazakhstan, Moldova, and Russia performed better than other 

countries in the region. However, Belarus, Turkmenistan, and Uzbekistan evidently 

digressed in their transition during the 1990s according to this standardized EBRD 

evaluation. During the 2000s and the 2010s, there was a general improvement of the EBRD 

indicators.  

Starting from 2002, EBRD revised their transition indicators in the context of the 

ongoing intellectual debate regarding the overall failure of market reforms. The updated 

EBRD indicators had three new components—banking reform and interest rate 
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liberalization, securities market and non-bank financial institutions, and infrastructure 

reform. The overall index value of the EBRD indicator changed from 25.8 to 38.7 

respectively. Table 1.1 shows mean values (with standard deviation) of the overall EBRD 

indicators in the CIS region for various years throughout the transition process. The 

indicators persistently stayed relatively low, illustrating the lagging nature of marketization 

success in the nations of the former USSR.  

 

Table 1.1 Mean and Standard Deviation of Composite EBRD Indicator, Selected Years 

 1995 1998 2004 2007 2010 2014 

Mean 17.2 18.2 19.3 19.4 19.7 19.7 

Standard 

Deviation 

3.7 3.7 3.8 3.9 3.6 3.7 

Source: Adapted from EBRD Transition Indicators (EBRD n.d.) by author.  

 

Return to the Known 

The lack of functional market mechanisms, poor knowledge of the available know-

hows, and a rigid nature of the production process did not fit the universal framework of the 

IMF marketization plan with its strict unrealistic set of institutional and behavioral 

assumptions necessary for a continuous market clearing mechanism. The unsatisfactory 

results of transition in the CIS region during the first decade animated the revival of 

administrative planning and tighter state control over distribution of goods and services, 

while further consolidating the old Soviet institutional structure and momentarily relieving 

some of the havoc spurred by market reforms. Central planning became the dominant and 

driving force of economic activity once again. Administrative controls over prices and 

exchange rates were imposed in response to the rapid inflation and currency depreciation 
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caused by market reforms. Many enterprises were transferred back to the control of national 

ministries. 

While switching back to the Soviet production strategy brought about stability and 

public content, it also rejuvenated the outdated systemic problems of the Soviet reality 

described above. As repeatedly emphasized by Nell, these problems interacted 

cumulatively—shortages and productivity problems would compound (Nell 1993, 16). This 

path-dependence contributed to retarding the process of cumulative causation and capped 

the influx to the joint stock of knowledge, both of which remain crucial for progressive 

institutional change. As pointed out by Hagemann and Kurz, it is the social structure that 

engenders different motivations and behavioral patterns, and it is this existing social 

structure that acts as a constraint to developing a new growth path (Hagemann and Kurz 

1990, 743–45).  

Returning to the old methods of production and management temporarily improved 

the post-shock economic climate. Preservation of Soviet techniques, however, has restricted 

the dynamic technological nature of the production mechanism, limiting the transition and 

associated challenges to Soviet institutions. In addition, the values of totalitarianism 

continued to play an important role in most of the former USSR economies despite their 

efforts of economic and political transformation for over a decade. Preservation of Soviet 

techniques in production organization restricted the dynamic technological nature of 

production mechanisms, potential productivity improvements, and growth overall.  

Systemic Description of Transition Reforms 

The diverse initial conditions of the region, the divergent paths of the transition 

experience, and the frequent redirection of the research focus (see the literature timeline 
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section above) proved it challenging to distinguish enough commonalities to systematize the 

numerous transition studies offered by the academic community. The existing attempts to 

categorize transition approaches (Roland 2001, Marangos 2009, 2021, Klimina 2012, 

Izyumov and Claxon 2009) have two major drawbacks: i) the tendency to converge several 

perspectives under the umbrella of one generalized (and therefore inconsistent) paradigm; 

and ii) the tendency to classify based on a few narrow aspects of the transition process.  

The latter predominantly occurs out of necessity due to the broad nature of the 

subject as well as the constraints imposed by the publication process, and it does not pose 

significant obstacles to understanding transition. The former tendency to synthesize different 

perspectives into one paradigm stems from the seemingly organic process of converging 

views on the suitable transition analysis.  As the number of alternative perspectives grew, 

many [conservative] scholars began to pivot their vision of the transition progress and of the 

ways the formerly planned economies could ensure a successful transformation to an 

efficient market economy. Inevitably, some of the zealous advocates10 of the rigid 

Washington Consensus reforms migrated to more flexible, integrative paradigms.  

However, this “change of camps” lessened the significance of the newly introduced 

ideas as they got partially absorbed and adjusted by the conventional wisdom, resulting in 

drastic methodological inconsistencies. Eventually, the methodological synthesis of different 

perspectives often (though not always) drove the less popular approaches into retreat. It is 

such ignorance of alternative analytical frameworks that eventually led to the neglect of the 

CIS region due to its inapplicability to the mainstream fundamentalist techniques. This 

section seeks to minimize the existing attempts of the literature classification by providing a 

 
10 Blanchard after 1997, Sachs at the end of the 1990s (Zinnes, Eilat & Sachs 2001), Havrylyshyn and van 

Rooden 2003, Havrylyshyn after 2004. 
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detailed and operational taxonomy of eight different approaches used in transition 

research.11 The different perspectives are categorized according to the means-to-ends 

continuum of the transformational process. 

While the peculiarity of the CIS transition is no longer discussed in mainstream 

literature, some scholars continue to turn their attention back to this eternal mystery. The 

continuation of transition research of the former USSR region is primarily expressed from 

the non-conventional (heterodox or semi-heterodox) perspectives—the approaches that do 

not view market formation as a self-equilibrating, natural process resulting in optimal 

Pareto-improving outcomes by default. 

Mainstream Approaches (Washington Consensus and Its Derivatives) 

The first generation of transition research is represented by three mainstream 

approaches—shock therapy, gradualism, and Schumpeterian transformation(alism).12 These 

approaches agree that the outcomes (i.e., ends) of the transition process should be 

manifested in self-regulating efficient markets populated by rational autonomous agents and 

characterized by flexible prices, weak government, and unrestricted global participation. 

While these perspectives share their position on the goals of the transition process as 

originally designed by the Washington Consensus, they offer divergent strategies (i.e., 

means) to ensure a successful completion of the set targets.  

Both the shock therapists (Lipton and Sachs 1990, Sachs 1994, Kornai 1994, 

Balcerowicz 1994, Klaus 1993) and the gradualists advocated for mass privatization, 

liberalization, and stabilization policies; but the gradualists (McKinnon 1993, Dewatripont 

 
11 It is important to note that some scholars mentioned in this classification may not agree with their 

assignment to a specific paradigm or the author’s choice of terminology for certain approaches.  
12 Schumpeterian transformationalism is the term originally offered by the author and does not appear in the 

existing literature to the author’s knowledge.  
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and Roland 1992, Williamson 1990, Aslund 2002) offered to implement these reforms 

slowly and sequentially.  

Observation of the transition experience during the first half decade demonstrated the 

persistence of a longer and deeper recession than originally envisaged. The stabilization 

reforms of the Washington Consensus designed to combat the “natural” consequences of the 

market transformation did not seem to bring the desirable results. Blanchard (1997) 

reframed the associated side effects of the transformational recession. He emphasized the 

role of structural changes (privatization), the necessity of public sector liquidation, and the 

subsequent unemployment creation as necessary conditions for the formation of a properly 

functioning market economy.  

Consequently, the Schumpeterian transformation13 emerged as a consensus between 

the proponents of shock therapy and gradualism, becoming one of the most influential 

analytical frameworks of transition analysis (Gabrisch and Holscher 2006, 84). 

Schumpeterian transformationalists (Aghion and Blanchard 1994, Campos 2000, Campos 

and Coricelli 2002) offered formal models for determining the optimal speed of transition 

conducive to a market equilibrium with optimal (re)allocation of resources and a 

comparative advantage.  

Revival of Institutional Analysis 

Transition experience has not only shown that there was little foundation for the 

analysis of a large-scale economic transformation from one economic system to another, but 

it also advanced the way economists think about a market system specifically and 

 
13 The name “Schumpeterian transformation” is chosen based on the underlying ideas of resource reallocation 

and creative destruction originally offered by Schumpeter (2010). The model offered by Aghion and Blanchard 

(1994) emphasizes the inevitable outcomes of “creative destruction” forces and the need for restructuring the 

economy through the liquidation of the public enterprises, resulting in a temporary transformational recession.  
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accelerated the development of the discipline as a whole by incorporating alternative 

perspectives and new theories. 

The digression of the transition process and the ineffectiveness and adversity of the 

Washington Consensus reforms pushed academic circles to think outside of the box of the 

mainstream approaches. The end of the 1990s was characterized by the revival of 

institutional analysis in transition research and subsequently, in economics in general. The 

focus of transition discourse shifted from the neoclassical micro foundations of the WC 

implementation to the discussion of the institutional environment necessary for markets to 

develop and function effectively.  

The following two sections extend the previous attempts of a detailed classification 

of institutional perspectives (Roland 2001, Marangos 2021, Klimina 2012) by separating 

some of the consolidated methods into their original prototypes. The various institutional 

approaches to transition analysis can be placed into two broad categories—spontaneous 

evolutionism (or neoclassical institutionalism)14  and institutional constructivism (Klimina 

2012 and Klimina 201015). The author suggests breaking down these two broad frameworks 

into their constituents. Spontaneous evolutionism (or neoclassical evolutionism) can be 

deconstructed into New Institutional Economics, Austrian Organizationalism,16 and New 

Comparative Economics. Institutional Constructivism hosts the followers of Original 

Institutionalism and Keynesian Institutionalism. 

 
14 Roland (2001) uses the term “evolutionary-institutionalist perspective” to describe the same paradigm.  
15 Klimina (2010) uses the term “neoclassical institutionalism.” 
16 Austrian organizationalism is the term originally offered by the author and does not appear in the existing 

literature to the best of author’s knowledge.  
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Spontaneous Evolutionism 

New institutional analysis of transition is based on the writings of the founders of 

this approach—Coase (1992) and North (1990, 2003), with transition-specific contributions 

by Murrell (1993, 1996). This approach is grounded in information theory as its theoretical 

foundation and uses non-cooperative game theoretical methods. New institutional analysis 

focuses on the ability of institutions to reduce uncertainty by providing reliable information 

needed for properly operating markets. 

Although new institutional economics accentuates the role of aggregate uncertainty 

in transition processes and does not compare real-world outcomes with a hypothetical 

benchmark of perfect competition, it is characterized by strict methodological individualism 

(Klein 2000, 457).17 The proponents of this approach (Arrow 2000, Mickiewicz 2005, 

Turley and Luke 2011) envision the creation and development of institutions as a result of 

individual actions, which eliminates the need to establish the institutional framework before 

the market reforms. Institutions are exogenously created and can be adjusted by external 

forces (such as the WC marketization reforms, for example) due to their adaptive efficiency. 

The effectiveness of institutions is determined by the degree to which they contribute to 

market efficiency. Hence, private institutions are recognized to be superior (Murrell 1995). 

Austrian organizationalism is based predominantly on the writings of Hayek and 

uses organization theory as presented by Simon (1959) and Montias (1976) as their 

theoretical foundation. Similar to New Institutional Economics, Austrian organizationalists 

emphasize the role of uncertainty and limited knowledge in the face of decision-making 

processes by rational individuals.  

 
17 Economic agents are rational and optimizing. 



 

27 

In the context of transition obstacles, the external implantation of rigid neoliberal 

reforms confuses individual expectations, which can only be improved by the proper 

institutional environment. Institutions, in this case, serve as necessary rules that provide 

structure for economic agents to make rational decisions even in the face of imperfect 

information and bounded rationality. This means that the institutional rules essentially 

replace the algorithm of optimizing behavior.  

Unlike the new institutional scholars, Austrian organizationalists (Gabrisch and 

Holscher, 2006; Gregory and Stuart 2003) believe that institutions develop slowly and 

sequentially in a path-dependent manner. As such, the advocates of organizationalism 

recognize the role of both formal and informal institutions, where the latter act as 

evolutionary constraints.  

New Comparative Economics (NCE) originated after the Central and Eastern Europe 

(CEE) and the Baltic transitions were deemed complete as a result of a successful EU 

accession in 2004. The proponents of this approach (Djankov et al. 2003) are no longer 

interested in a systemic transformation from a planned to a market system. Instead, their 

analysis requires a well-functioning market economy. NCE acknowledged that blind 

implantation of market elements and exogenously imposed institutions were not feasible for 

establishing a well-operating market system. In their view, institutional design should be 

tailored with respect to the divergent conditions of the formerly planned economies 

(Djankov et al. 2003, 30).  

NCE focuses on the alternative forms of capitalist development in the former 

transition economies of Central Europe. The core of this paradigm lies in what they call the 

“optimal institutional choice” in which an economy finds a balance between the level of 
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disorder (perverse behavior of private agents) and dictatorship (perverse behavior of public 

agents). A well-functioning economy would have legal control institutions—market 

discipline and state regulation—capable of securing property rights. However, there is 

always a risk that either a private or a public agent might abuse their control strategy for 

securing property rights, leading to either an explosion of private infringement (“disorder”) 

or state expropriation (“dictatorship”). The role of institutions, therefore, is to mitigate the 

relative levels of disorder and dictatorship by using a combination of the available 

institutional tools—private orderings, private litigation, regulation, or state ownership 

(Djankov et al. 2003).  

The collapse of socialism reinforced the inability of state regulatory institutions to 

create an efficient system of production organization and economic prosperity. The 

advocates of NCE believed that if a state could efficiently control disorder, it would 

inevitably abuse its power, resulting in the overwhelming domination of dictatorship 

(La Porta et al. 1999, Megginson and Netter 2001). Since the state’s ability to secure 

property rights is limited (McMillan and Woodruff 2002, Murrell 2003), the founders of 

NCE favored the domination of private regulatory institutions. Their preference for private 

regulations was embedded into their theoretical framework since they did not separate 

between the written rules and their enforcement—every rule had its own enforcement 

mechanism, which conceptually minimized the role of the state. 

The main novelty of this paradigm is their recognition of market failures and 

inefficiencies—the notions that were previously ignored by mainstream transition research. 

Any combination of the institutional choice between private orderings and state ownership 

would always yield a residual level of disorder (i.e., market inefficiency).  
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Spontaneous evolutionism views institutions as a result of individual human action 

assisting traditional optimizing behavior consistent with neoclassical models. This implies 

that institutions are treated as yet another agency (means) to stimulate market efficiency by 

maximizing market liberties and securing the rule of law through contract establishment and 

enforcement (i.e., providing the legal setting for efficient market operations).  

While the evolutionary perspectives of neoclassical institutionalism placed the 

institutional structure front and center, the goals (ends) of their policies were still in line 

with the utopian reform targets of the Washington Consensus. The proponents of these 

paradigms merely changed the means to achieving the same ends. Institutions (with an 

emphasis on the superiority of private institutions) were merely an additional tool to 

generate apolitical, efficient markets and to minimize government involvement.  

In contrast, institutionalist constructivism understood the necessity of matured 

institutions beyond market purposes (Jameson 2006) and recognized the role of power 

dynamics in market creation. Institutionalist constructivism is different from the rest of the 

aforementioned institutional approaches in that it diverges in both the means and the ends of 

the market transformation. 

Institutionalist Constructivism  

The use of institutional analysis in economics had been driven into retreat in the 

second half of the 20th century. The failure of the Washington Consensus reforms to provide 

an adequate path toward sustainable development, however, resurrected the discussion about 

the role of institutions. Peter Lichtenstein (1996) was among the first scholars to utilize the 

original institutional discourse in the tradition of Veblen, Ayres, Foster, and Bush to study 

transition.  
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Original institutionalism describes habit-dominated behavior of heterogeneous 

participants whose actions are formed by the institutional environment they operate in. This 

implies that the establishment of institutions must precede the individual decision-making 

process. More importantly, the institutional underpinnings are not static, as suggested by the 

neoclassical tradition of the Washington Consensus. Institutions perpetually evolve due to 

continuous tensions between instrumental values (responsible for instigating change) and 

ceremonial values (responsible for resisting change). According to Veblen, “a theory of the 

process of consecutive change, realized to be self-continuing or self-propagating and to have 

no final term” (Veblen 2014, 37).  

Applying the idea of continuous institutional changes to the main agency of a 

capitalist society suggests that markets are formed endogenously. Markets do not appear 

naturally or spontaneously—they emerge as a result of internal social power dynamics. In a 

capitalist society, the power tension is traditionally based on the control over the means of 

production. This suggests that the WC approach to transition, completely ignorant of social 

structure, never stood a chance for success in the real world. The new market elements were 

exogenously implanted, activating the “defense mechanism” of ceremonial encapsulation 

and hence, preventing further transformation and thereby instigating transition reversal.18 As 

emphasized by the German tradition of institutionalism, market activity requires a strong 

involvement of the state to provide a legal framework for individual action, to maintain law 

and order, and to protect the weak (Sened 1997).   

Original institutionalism, therefore, acknowledges the complementarity of private 

and public institutions in achieving a successful transition process. Specifically, Klimina 

 
18 Explained in detail in the section on [Original] Institutional Fundamentals below.  
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advocates a combination of the “bottom-up” (market reforms collectively demanded by 

participating agents) and the “top-down” (state intervention) methods to inflict a successful 

large-scale institutional adjustment required for a successful transition of the post-Soviet 

nations to a market system (Klimina 2012, 386).    

Unfortunately, the tradition of old institutionalism was grossly overlooked and 

disregarded in transition literature as an “anti-theoretical [...] mass of descriptive material 

waiting for theory, or a fire” (Coase 1984, 230) and eventually was replaced by the modern 

versions of institutionalism like New Institutional Economics and Austrian Evolutionism. 

While these “bastardized” versions of institutional analysis sought to explain the role of 

institutions in market workings, they exclusively focused on the types of institutions 

necessary to maximize market freedoms and protect private property within the context of a 

general equilibrium analysis. This inquiry argues that one does not need to sacrifice the 

scientific rigor to bring the role of institutions front and center of the market formation.  

A number of post-Keynesian scholars attempted to revive some aspects of the old 

institutional tradition in their criticism of the mainstream approaches to transition research, 

and the WC ideology in particular. Unlike the evolutionary-institutionalist perspective, 

Keynesian institutionalists rebut the false premise of market efficiency and the 

predetermined success of the market system. Similarly, they reject the validity and 

practicality of the optimizing decision making process. Instead, the representatives of this 

approach (Kregel, Matzner and Drabher 1992, Knell 1992, Nell 1993, Stiglitz 1999) 

recognize the fundamental faults of a free-market economy and deem a self-maintaining 

equilibrium resulting in internal and external balances unfeasible. 
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Keynesian institutionalism emphasizes the role of expectations in making decisions 

in the face of fundamental uncertainty. Their development agenda rests on countercyclical 

policies to achieve macroeconomic stability in the context of socially viable and equitable 

growth (Marangos 2021, 143). Normally, such decisions do not lead to optimal outcomes, 

indicating the need for an elaborate system of institutional underpinnings and a highly 

interventionist state while balancing private and public domains. Individual actions are 

shaped by the surrounding environment and are not determined in an institution-free 

vacuum. This implies that institutions should be developed prior to any direct market 

reforms (including privatization and liberalization). Proper institutional formation is 

therefore an end goal in and of itself.    

Wrong Policy Direction 

The mentality of the Cold War and the Western euphoria regarding perceived market 

superiority, symbolized by the collapse of the communist regime, led to a false assumption 

that the market system was more successful with respect to information dissemination, 

decision-making coordination, incentive structure, and a more inclusive mode of public 

involvement. The policy makers and the early transition scholars did not realize they were 

focusing on the outcomes of the Soviet inefficiencies, and not the causes. Therefore, the 

early attempts to eliminate the inefficiencies of a planned economy were doomed to failure 

since they were oriented to fix the outcomes of these inefficiencies instead of the actual 

causes of the existing systemic problems. Excess demand problems and repressed inflation, 

presumably caused by fiscal negligence and rigid price controls, were supposed to be 

resolved by nominal income reduction (reduced wages) and price liberalization. Such policy 

would allow for the market price mechanism to establish scarcity-based prices, thus 



 

33 

eliminating shortages. Fiscal deficits and over-indebtedness, caused by soft-budget 

constraint and the position of a national bank as a government agency, were resolved 

through austerity measures and general reduction of the government influence in economic 

activities. Trade deficits and external debt issues were supposed to be resolved by 

liberalization of international trade and capital flows, allowing for the most efficient 

reallocation of resources.  

Mass privatization without a proper legal framework, blind liberalization of financial 

flows without an adequate financial system, and extreme limits to the government’s 

involvement were all considered final goals (end targets) in themselves. Instead, they should 

have been perceived merely as incremental changes (means) to the establishment of markets 

and, most importantly, the proper institutional environment of a market-based system. 

Inaccurate identification of the inherent problems of a Soviet-type economy eliminated the 

possibility of sustained improvements and drove the former USSR nations into a transition 

trap. It is therefore crucial to correctly identify the proper means-to-ends relations.  

Among many others, Adolph Lowe had continuously challenged the Pareto–

Walrasian approach to economic analysis. He emphasized that the mainstream approach 

completely ignored the rigidities of modern industrial structures and the diversity of 

individual motivations and expectations. He suggested an alternative approach—

instrumental analysis—that calls for institutional reforms as a basic instrumental tool 

(means) to create a “goal-adequate” climate for a new economic regime. The essence of this 

approach boils down to establishing the appropriate means-to-ends relationship. Lowe 

reverts the traditional causality logic by stating that one has to find suitable economic means 
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(treated as unknowns) in order to achieve any stipulated ends (treated as knowns) (Lowe 

1976, 11–12).  

Gehrke and Knell emphasize that selecting an appropriate structural adjustment path 

must consider that the range of feasible transition paths is constrained by the prevailing 

social and technological structure (Gehrke and Knell 1992). These changes, in turn, induce 

motivations and microeconomic behaviors compatible with the desired goals (such as 

increasing efficiency and productivity without having to face the infamous deadly faults of 

capitalism). Hence, the process of institutional adjustment should have served as a means to 

achieve the desired “goal-adequate” environment. However, the ideological frictions about 

the usefulness of centralized planning and its ability to maintain social stability after the 

failed attempts of reorienting to free markets further retarded the needed transformation. 

Social Structure of Transition 

Regardless of a selected paradigm, economic theory in general tends to be highly 

ideological as it is the result of our interpretation and the subsequently formed vision of 

social reality. Methodological divergence normally arises on the basis of ideological 

variance of the economic perspectives in question. Further, ideological pressures are often 

challenging to isolate because they “are usually not documented officially or codified, but 

only partially incorporated in laws, regulations, customs” (Lichtenstein 2017, 5). 

By the end of the 1980s, the neoliberal ideology had been popularized throughout the 

Western world, leading to the development and interpolation of animosity towards the idea 

of a planned economy and socialist ideals of the welfare state. The leaders of the Western 

“core” (the UK and the US) considered the interventionist nature of the government and the 

prevalent generosity of the social benefits to be the cause of their diminished performance 



 

35 

relative to the fast-growing economies like Japan and Germany during the 1970s. The 

generosity and persistence of the welfare state was believed to have skewed the optimizing 

and competing nature of “economic agents” implied by free markets and to have curtailed 

the development of the most influential Western economies.  

The subversion of the communist ideology marked the grand culmination of the Cold 

War and the long-awaited victorious domination of capitalism with its built-in freedoms and 

the presumed harmonizing nature of competitive markets. The moribund state of the 

socialist doctrine essentially established free markets incontestable and effectively reduced 

the role of the state to the non-interventionist provision of the legal institutional structure.  

Many regarded the fall of communism as a great window of opportunity for the 

Western giants to restore their status quo of the most powerful and influential economies in 

the world. To this purpose, an economic transformation of the post-socialist arena was 

deemed a prerequisite for establishing a desirable political environment. The Western 

promoters of rapid laissez-faire marketization programs made every effort to publicize the 

exogenous transplantation of market reforms as an “economic rescue” to make them more 

attractive and unquestionable. Economic reforms were guaranteed to quickly translate into 

the long-awaited liberties and improved living standards. Such a promise was supposed to 

alleviate the potential resistance to an abrupt, massive transformation that transition implied.   

In reality, the primary goal of the economic transition was to expedite the 

introduction of a new political agenda to fully eliminate any potential reemergence of a 

capitalist alternative. Policy advisers and international donors believed that the immediate 

establishment of private property and free markets would nourish the stage for the necessary 

political transformation favorable to their vested interests. Since the major international 
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agencies involved in the transition process were controlled and financed by the developed 

market economies, “all multilateral organizations, including the World Bank [were used] as 

instruments of foreign policy [...] for specific US aims and objectives. A preoccupation with 

containing communism, and the change in the relative US power in the world explain much 

of the evolution in US relations” (Toussaint 2015, 44).    

The desire to “depoliticize” the economy, therefore, required an intellectual 

perspective that ignored the connection between politics and economics. Recognition of the 

“fundamentally political nature of the market” (Chang 2002, 555) interfered with the 

neoliberal agenda deeply rooted in eliminating the state from the economic playing field 

meant to be taken over by vested interests in place of the communist party control. The 

technocratic and fundamentalist view of economic development offered by the WC 

proponents eliminated politics as a compromising factor blurring the “technical merits and 

the dispassionate analysis guided by universally accepted scientific principles” (Nega and 

Schneider 2011, 423). The neoliberal tradition of the WC reforms (with its laissez-faire 

approach and characteristic advocacy for a minimal government role) appeared most fitting 

for the purposes of eliminating political constraints of the Soviet structure and eradicating 

the competing socialist order. Naturally, the mainstream tradition of self-equilibrating 

neoclassical models took center stage in providing a theoretical framework for transition 

economies, leading to further popularization and indoctrination of the neoliberal hegemony 

of economic orthodoxy.   

Politics Matter Though 

Contrary to the belief of the conventional economic theorists, massive deregulation 

and dismantling of the social safety net led to a creation of highly politicized economies 
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instead. The blindness to the role of the state in market formation neglects the fact that it is 

an essential complementary component of market functioning. The political factor should 

not have been taken out of the transition equation, because “[markets] are a process, arenas 

of power, [...] the product of power” as well as “the vehicle of power, and a check on 

power” (Samuels 2004, 358, 359). Political changes, therefore, must precede any economic 

transformation, because it is only the adjustment of the relative balance of power that can 

invoke the necessary evolutionary changes (Knoedler and Schneider 2010). However, a 

large-scale transformation of the post-Soviet economies cannot be invoked exclusively 

“from the top” at state’s discretion. There also must be a demand for such a change “from 

the bottom”19 (from the general population)—“citizens must take back democracy and 

reduce the power of elites to resist change” (Knoedler and Schneider 2010, 266) 

Additionally, the subsequent economic changes generate positive feedback due to a high 

degree of complementarity between the economic and political democracies in a well-

functioning market economy.  

A decade of disappointing economic outcomes and the overwhelming political 

disarray compelled the dominant paradigm of transition research to “openly” incorporate the 

impact of political forces on economic progress through the analysis of the existing 

institutional structure.  

An increasing number of scholars (Easterly and Levine 1997, Acemoglu and 

Robinson 2001, Easterly and Levine 2016) turned their attention to the presence of a social 

conflict and the importance of “good” political institutions necessary for economic 

development. While fundamental correlations were discovered, these studies did not 

 
19 The synthesis of the bottom-up and the top-down elements are offered by Klimina (2012).  
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recognize the interconnectedness or interdependence of political and economic 

development. Compton, Giedman, and Johnson (2010) extended these ideas by presenting 

political instability as a constraint to the feedback from formal to informal rules, and hence, 

to the agents’ ability to adopt institutional changes. Their logic implies that political disorder 

could eliminate the individual motivation of the public to internalize a political reform. 

While such contributions in the tradition of Neoclassical Institutionalism broadened the 

narrow scope of the transition debate, these models, restricted by the steady-state 

equilibrium analysis, remained apolitical and atemporal.20  

Economic activity, however, occurs in real historical time and the evolution of 

different economic elements, especially institutions, is sequential and historically 

determined. Markets are highly political and economic systems are profoundly ideological 

(Aslund 2011). Ideology, in fact, plays an important role in the evolution of economic 

systems as well as the development of economic theory. It detects social conflicts and 

dictates what methods should be used in solving social problems. Ideology guides economic 

activity and maintains order by enforcing and perpetuating the dominant ideological beliefs 

(Lichtenstein 2017, 6–8). Ideology is, therefore, endogenous to economic events and plays 

an important role in maintaining the status quo by activating the reactionary defense 

mechanisms of a social system through the mobilization of social institutions that reinforce 

the existing order of things in the face of potential enforcement of a foreign ideology.  

While the collapse of communism significantly expanded the stage for mainstream 

economics, the actual experience of transition economies, accompanied by the failure of the 

structural adjustment programs, undermined the validity of neoclassical models in the 

 
20 Atemporal here means not moving through real time, but existing in the framework of discrete vs. 

continuous time perceptions.  
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discipline overall.21 Mainstream economic approaches described in this study viewed 

transition as a temporary phenomenon—a short-term disequilibrium that eventually was 

expected to adjust to the steady-state, long-term, self-correcting and self-seeking 

equilibrium. But in reality, transition is not temporary. Economic systems move through real 

historical time and are characterized by sequential economic events, which implies that past 

activities do matter and require a detailed analysis.   

Creating a “good” society, therefore, is not just a technical, economic matter. It is 

dramatically political and intellectual. Strong political institutions are required to select and 

enforce the reforms in a lawful manner instead of blindly relying on market forces. To this 

purpose, transition research requires an application of a non-dogmatic and heritage-friendly 

approach that goes beyond the quantitative performance analysis with Pareto optimality 

criterion as the main success indicator of the transition process. Original institutional 

approach provides this necessary methodological framework for transition analysis.  

[Original] Institutional Fundamentals 

The process of change is central to the original institutional analysis. Institutions 

evolve slowly and sequentially in a path-dependent manner guided by the dynamics of 

perpetual tensions between instrumental (or “inventive” in Ayres’s vocabulary) and 

ceremonial (inherited or cultural) aspects of human behavior. Instrumental values arise from 

a warranted scientific inquiry. They are subject to a dynamic change as the state of 

knowledge changes when new technology is discovered.  Instrumental behavior, therefore, 

serves a productive purpose since it helps to accumulate necessary tools for a given set of 

 
21 Many transition economies, however, continue to use mainstream economic approaches in their scholarship 

as well as policy formation. For instance, the non-Baltic Soviet states continue to use the classical monetarist 

framework, as articulated by Milton Friedman, for analyzing their monetary systems and as a guide for their 

Central Bank policy.   
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skills in order to prolong the lifespan of a social fabric. Ceremonial behavior is conditioned 

by tradition and is acquired from social interactions. Ceremonial values are accepted on 

authority and, according to Ayres, serve mainly to prevent change (Ayres 1961, 103). Any 

desired change, therefore, has to come from within the system, embedded in the existing 

institutional structure. It is impossible to directly change behaviors by implanting new 

technology.22  

The coercion of new technology in the form of market practices was foreign to the 

eloquently developed and ingrained Soviet mentality (i.e., Soviet habits). This alienation led 

to a social conflict because of a clash with the existing institutional structure. Institutional 

structures characterize the habits of use and want that allow people to act and respond with a 

high degree of confidence in their expectations (Neale, 1987, 1180).  Habits, according to 

Dewey, are “a kind of human activity which are influenced by prior activity and hence, are 

acquired” (Dewey 1922, 31). Institutions give continuity to actions and assure that each 

action suits the actions of other community members to maintain the ongoing process. This 

implies systematization of minor elements of action, which remains projective and dynamic 

in quality (Dewey 1922, 31). Society, in turn, exists as a set of institutional systems, which 

are based on a set of socially prescribed patterns of behavior or habits (Bush 1987, 127). 

This implies a concatenation of individuals and the social system, an interconnectedness that 

necessitates consideration while examining the phenomenon of institutional change.  

Overcoming the Soviet mentality appeared to be the biggest obstacle despite the 

fatigue from the Soviet control and a general expectation of change prevailing in the post-

Soviet society.  

 
22 For the purposes of this paper, technological and intellectual progress are used interchangeably in reference 

to the various practices of market reforms.   
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In studying any social and hence, institutional change, it remains important to 

remember that adjusting habits requires cooperation between the organism and the 

environment. It is impossible to change habits directly; instead, change requires an “indirect 

modification of conditions, intelligent selecting and weighting of the objects which engage 

attention, and which influence the fulfillment of desires” (Dewey 1922, 19). More generally, 

habit formation exists as the mechanism which internalizes socially prescribed behavior. A 

successful adaptation of new habits requires a relatively mechanized and unaccustomed set 

of actions. These actions cannot relate to a previous order of things; rather, these actions 

should exist as their complete opposite. An executor of such actions should act upon them 

automatically, without being involved in any evaluation processes.  

In accordance with Bush’s (1987) scheme for analyzing ceremonially vs. 

instrumentally warranted patterns, the set of values must be targeted in order to restructure 

the institutional system. Technology drives institutional change, but it affects the behavior of 

institutions, not their values. It is ceremonial dominance that determines the degree of 

tolerability of a certain type of behavior. Institutions activate their internal defense 

mechanism through ceremonial encapsulation in the face of abrupt exogenous shocks, 

exacerbating social tensions and rejecting this new, externally imposed behavior. 

Eventually, the dominant behavior falls back to the most recent order of things of which the 

given social structure has the most recent memory.  

Principles of Institutional Adjustment  

Despite the substantial methodological differences among the various evolutionary-

institutional approaches (as described earlier), they all recognized the slow and sequential 

nature of institutional [trans]formation and specifically, the role of informal institutions and 
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generational memory (Mickiewicz 2010, 47). The role of culture and heritage was not 

simply ignored by the Washington Consensus proponents, but purposefully rejected in an 

attempt to depoliticize economic activities and to eradicate a potential alternative to 

capitalist development. 

Ceremonial habit (or culture, heritage) is part of a social fabric and as such requires 

attention in analyzing a social conflict deriving from institutional arrangements. 

Instrumental and ceremonial values interact under the force of technological advancement, 

which causes an initial conflict between the instrumental and ceremonial behaviors. Any 

systemic change then requires varying degrees of synchronization between the passive 

ceremonial behavior and disruptive instrumental values. This change, if accomplished, 

should occur in accordance with the principles of institutional adjustment (PIA) as put forth 

by Foster (1981). 

Technological determination, the first principle of institutional adjustment, provides 

a new set of available behaviors. Technological (or intellectual) progress must be the 

initiator of institutional change and it should be accurately assessed against the current 

instrumental capabilities of the system. Only a careful evaluation of feasibility standards can 

anticipate change within an institutional space.   

The principle of recognized interdependence requires a high degree of cooperative 

interaction because a change is transmitted through the communication of highly 

interconnected and interdependent participants whose behavior is affected. Foster 

emphasizes that “conceptual apprehension precedes the course of action differentiating the 

new pattern from the old” (Foster 1981, 933). Further, the new behavior must be directed 

and mechanized since it only becomes habitual through repetition.  
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Any modification must be able to blend with the existing institutional elements. The 

principle of minimal dislocation defines the limits of change and implies that the completion 

of an institutional adjustment process is more likely if it happens in an incremental, 

sequential manner. If it does not, then society resists the dislocation and eliminates new 

patterns deemed inappropriate to the problem-solving process. Resulting ceremonial 

encapsulation “restrains the ability to resolve conflict and ease social tensions” (Sturgeon 

2010, 7).  A successful completion of institutional change is exactly what decreases the 

social tensions overall and contributes to greater flexibility of a social system, even if 

originally initiated with a conflict or an imbalance. 

Universal transplantation of the Washington Consensus reforms launched an 

exogenous shock to the existing institutional environment. There was no consideration to the 

existing institutional structure based on the false pretense that any residue from the Soviet 

institutions would lead to a transition reversal or a “lock-in.” Crude implementation of 

market reforms served a clear ceremonial function, transforming the socialist mentality: it 

served as an attempt to corrupt the existing set of ceremonial values. But the WC policies 

failed to coordinate the “instrumental functions at a level of efficiency tolerable to the 

members of the institution” (Foster 1981, 935). The reforms were abrupt and chaotic, which 

could not provide the required level of mechanization. Market reforms failed to selectively 

target only those factors that were considered problematic to the society, which clashed with 

the ceremonial dominance of the Soviet habits. The degree of past-binding ceremonial 

dominance was overlooked in favor of focusing solely on the efficient instrumental 

feasibility.  
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The conventional wisdom of neoclassical theory heavily relies on rational choices 

and views an economic agent as a passive recipient of information. The final decisions of 

such a passive economic player are always optimal because they are made automatically 

based on analytical algorithms. These algorithms are provided to the agent as given by static 

rationality. The mind of the agent, therefore, plays no active role during a decision-making 

process. Such an approach constitutes the traditional empiricist view of passive mind, which, 

in fact, is inconsistent with other aspects of human behavior and is no longer accepted 

philosophically (Nell 1998, 71–72). The foundations of neoclassical models therefore 

eliminate the need for an institutional adjustment largely because of the universality and 

timelessness of the rationality assumption. 

There was no instrumental inquiry into how best to coordinate the process of 

implementing market policies (or technological innovations) within the existing institutional 

structure. Complete dismantling of Soviet institutions meant to invalidate the monopolistic 

tutelage of the communist party in the production process. Such a blatant disregard for the 

Soviet heritage, however, led to a complete reversal of the reform orientation in the majority 

of the non-Baltic nations of the former Soviet Union in an attempt to solve the ongoing 

social conflict.  

Transition Reversal 

The Soviet society did not favor hypercompetitive redistributive market practices. 

Rather, they preferred reciprocal practices of the Soviet economic system. Modified central 

planning became the dominant driving force of economic activity once again. 

Administrative controls over prices and exchange rates were imposed in response to the 

rapid inflation and currency depreciation caused by market reforms. Non-privatized factories 
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and services remained under the control of state institutions. Various types of tight policies 

were applied to businesses by local and central governments, including regulatory changes, 

copious inspections, and prohibition of previously legal practices (Savchenko 2002, 238). 

These Soviet behavioral patterns were instrumentally feasible and permitted by the 

ceremonial needs of the existing institutions, and not surprisingly so, given that there was no 

technological inflow. New technology does not only provide solutions to institutional 

problems but is responsible for creating the problems. Technological change requires 

alterations in behavior (through the value system) and thought. This change creates new 

problems for society which needs to adjust accordingly. There were no problems created as 

there was no knowledge expansion and hence, no need for the adjustment process per se. 

Additionally, the CIS region did not have any “memory of formalized property economy 

governed by the rule of law prior to the 1917 Bolshevik Revolution” (Klimina 2012, 383–

384). Paired with the dissatisfaction from market reforms, such unfamiliarity left the CIS 

region with the only option of switching back to the already mastered administratively 

planned practices under the autocratic regime—the so-called “historical backwardness.”  

Furthermore, the recreated despotic authorities actively stifled the development of 

technological innovations. An authoritarian government puts an effort into suppressing the 

knowledge inflow to a given stock of knowledge because it consequently requires an 

institutional adjustment, which requires a change in the power structure and diminishes the 

degree of state authority. Hence, ceremonial encapsulation deprives the community of 

higher levels of instrumental efficiency. Such conservation of Soviet habits conforms to 

Dewey’s idea that force only suffices to return a previous order of things and to restore 
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familiar behavioral patterns; it does not bring change (Sturgeon, Principles of Institutional 

Adjustment lecture, 2014).  

Ayres realized that in communities like Trobriand society, ceremonial practices are 

perceived as a source of instrumental efficiency, while ceremonially warranted patterns 

suppress technological growth (Ayres 1944, 180–90). In this, ceremonial dominance 

remains an imitation of technological efficiency via ceremonial encapsulation of 

instrumental behavioral patterns. However, increasing the degree of ceremonial 

encapsulation displaces instrumentally warranted behaviors and leads to regressive 

adjustments in institutions. Unlike the Trobriand society, where ceremonial dominance was 

rationalized through magic, the authoritarian states of the CIS region use ideology in order 

maintain ceremonial dominance of their dictatorships as the main tool for holding a high 

degree of political authority even as the living standards slowly depreciate.  

The government authorities present stagnating economic and social conditions as 

desired stability using education and media. Education and media primarily function as a 

source of ideological propaganda, directing the asserted process of economic growth and 

eliminating undesirable pluralist thought through blocking the flow of outside information. 

Absorption and diffusion of new knowledge can only occur if society thinks it can be 

accepted by ceremonial dominance. As Bush notes, “knowledge that cannot be reconciled 

with the need to justify existing patterns of status, power, and other forms of invidious 

distinctions would not be intentionally sanctioned” (Bush 1987, 141).  

This, however, does not mean that it is impossible to improve the institutional 

organization of a society in a way that promotes dynamic technological change. The key is 

for every individual to have the ability to participate in modifying the existing institutional 
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structure.  Tool affirms that “so long as democratic means of deliberation and social action 

are available, the community is prompted to continue its experimentation with alternative 

institutional forms until the most efficient options, on present warranted knowledge, are 

chosen” (Tool 2000, 103). This means that a democracy is needed because it functions as the 

only organization of a community that does not promote ceremonial judgments, preventing 

proper adjustments desired by the community. Such a claim, however, does not imply that 

the process is not feasible in the environment of centralized planning. As Knell asserts, a 

transition of a Soviet economy requires changing the nature of the role of state to the one 

that is oriented toward incentive based instead of directive planning and democracy instead 

of despotism (Knell 1992, 18). Lowe also emphasizes the role of democratically controlled 

state planning, which in turn, is an instrument of stabilization that supports emancipation 

and freedom. The purpose of planning then is to engender motivations, expectations and 

behaviors suited to the desired macro-goals (Gehrke and Knell 1992, 62). Hagemann and 

Kurz elaborate on Lowe’s instrumental approach and the role of freedom: 

Obviously, no democracy can function unless the behavior of its participants is 

somehow constrained. The emphasis already put in [Lowe’s Price] of Liberty 

on the role of spontaneous conformity, that is, self-restraint on the part of the 

microunits is taken up again and deepened in his recent work. Behavioral 

controls thus should balance individual freedom and macroeconomic order. 

Flexibility of behavior and motivation play crucial roles in instrumental 

analysis (Hagemann and Kurz 1990, 753). 

 

One can conclude that one of the key components for a terminal state of the Soviet 

economy on its transition to a market-oriented economy is to find equilibrium between 

freedom and order. This perfect balance, however, has not been found either in 

communist power states or in supposedly efficient free market capitalism. A 
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democratic socialism guided by demand management may be necessary to manage the 

problems (Nell 1993, 26).  

While one recognizes the need for a set of reforms directed toward the fundamental 

mechanisms of a Soviet mode of production and distribution, it has been empirically 

demonstrated that eradicating every single aspect of centralized planning and state 

regulations is a fatal mistake. Instead of dismantling the entire system of planning, it needs 

to be restructured. Instead of engaging in a vast limitless privatization process, hoping for 

the magic features of private property, Soviet institutions need to be reorganized and 

supervised. The key is to find a balance consistent with the existing value structure between 

the necessary public sector activity and discretionary public sector involvement (Forstater 

1997, 17). Market forces and central planning elements should be adopted as complements 

to make the transformation process smoother. As new institutions are introduced, the former 

social context in which microeconomic behavior is formed is then dissipated in a profound 

way. Appropriately dealing with this disturbance requires a significant degree of flexibility, 

which is a very desirable feature of any economic system, as the lack of such will cause 

sluggish growth, inflationary pressures, and bottlenecks.23  

Conclusion  

The values of totalitarianism continue to play an important role in most of the 

former Soviet economies despite multiple attempts to adjust to a market economy for 

three decades. This study demonstrated the need for expanding transition research 

beyond the universality of the Washington Consensus ideas. In so doing, original 

 
23 As defined by Forstater, flexibility is “the elasticity of the production system, the adaptability of the 

production system in the face of structural and technological changes, such as capital or labor-saving technical 

innovations, changes in labor supply or the supply of natural resources and changes in the composition of final 

demand” (Forstater 1997, 1). 
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institutional analysis provides an adequate assessment of the actual inherent problems of 

transition economies and offers a reform direction required to reduce the inefficiency 

and distortions of the Soviet production organization.  
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CHAPTER 2 

INTERNAL FRAGILITY AND EXTERNAL INSTABILITY 

Introduction 

This chapter analyzes the sustainability of growing foreign debt in the economies of 

the Commonwealth of Independent States (CIS). The CIS economies have lagged 

considerably in their transformation from a planned to a market-based system and are 

therefore characterized by the dominance and rigidity of Soviet techniques and 

underdeveloped financial systems. Such historical backwardness of the internal economic 

affairs exacerbates the external instability of growing foreign debt through stagnating 

productivity changes, technological degradation, and inadequate financing options.  

Import dependence, insufficient financing, and minimal barriers on foreign capital 

movements combined with the pressure of fixed exchange rates pushes the government 

authorities of the former Soviet Union (FSU) to acquire additional external funds to finance 

increasing debt service resulting in the balance of payments crises. The dysfunction of 

foreign exchange markets related to the fixed exchange rate commitment creates additional 

volatility in debt commitments and lowers export competitiveness through a reduction in 

real capital. Real capital diminishes due to an unfavorable macroeconomic climate resulting 

from the persistence of neoliberal policies and limited barriers on foreign capital flows.   

The study contends that increasing foreign debt is not sustainable if transition 

economies attempt to resolve repetitive balance of payments crises by following the 

traditional Washington Consensus (WC) recipe of acquiring additional loans and reducing 

income growth. The argument extends to emphasize the detrimental feedback effects of 

growing external debt on the domestic sector. The short-term solution of relying on new 
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loans to meet current debt obligations limits policy space available in these economies and 

further exacerbates the inherent domestic problems—all of which contribute to the 

retardation of the transition process.    

In contrast to the Washington Consensus philosophy, this paper discusses an 

alternative policy approach to growing external debt. This alternative approach utilizes 

Minsky’s theory of financial fragility in the context of international markets. In so doing, 

this paper concludes with a proposal for structural reforms in transition economies targeted 

at increasing the degree of export competitiveness enough to generate the flow of foreign 

cash earnings above their debt commitments. Increasing competitiveness, in turn, requires 

input reallocation toward more productive and modern industries, strategic trade policies, 

and technological innovation with a growth-enhancing macroeconomic environment.  

Washington Consensus – One Size Fits All  

While certain former socialist economies (Hungary, Poland, Estonia) managed to 

absorb the negative consequences from drastic institutional shocks24 of the Washington 

Consensus (WC) policies, others (economies of the Commonwealth of Independent States, 

CIS) found themselves in the downward spiral consisting of negative growth trends 

accompanied by high unemployment rates, hyperinflation, bankruptcy of state enterprise, 

and growing debt burdens (Bogdankiewicz 1993, 340). Figures 2.1 and 2.2 show the 

dynamics of inflation rates in individual CIS countries. Figures 2.2 excludes Russia and 

Belarus as strong outliers. Inflation rate reached 293% in Belarus in 1999 and 60% in 2012, 

while in Russia it was at 85% in 1999.  

 

 
24 The ultimate success of Central European countries manifested in their ability to enter the European Union 

in 2004. This event essentially put an end to the concept of transition per se.  
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Figure 2.1 Inflation Rate in CIS Countries, 1996–2020 

 

Source: World Bank World Development Indicators (n.d.) 
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Figure 2.2 Inflation Rate in CIS Countries (Excluding Belarus and Russia), 1996–2020 

 

Source: World Bank World Development Indicators (n.d.) 

 

Economists and policymakers in mature market countries identified the presence of 

severe imbalances not just in the domestic sector of transition economies,25 but also 

recognized the increased vulnerability of these nations in an international context due to 

their historically minimal exposure to foreign markets before the collapse of socialism.  

The risk of exposure to the natural instability and volatility of market structures, 

combined with the absence of convertible currency, pushed the USSR to be a relatively 

closed economy. Soviet trade flows were dominated by intra-republic exchange within the 

Soviet Union, making individual republics dependent on each other in terms of supply 

chains and markets. Trade with the Western counterparts did pick up in the late 20th 

 
25 As described in Chapter 1. 
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century, but it was minimal. The absence of convertible currency was part of the reason for 

minimal trade flows, which had to be limited to bilateral trade agreements or even barter. 

However, the main reason to keep the Soviet economy closed was rooted in the Marxist-

Leninist ideology that rejected the benefits of comparative advantage and tried to avoid the 

potential “import” of natural capitalist vices such as high unemployment, inflation, and 

inequality.  

Introduction of new and convertible currencies during transition as well as sudden 

integration into the world economy was a highly nuanced process. Prolonged isolation from 

global markets and productivity side effects of extensive growth made it difficult for Soviet 

enterprises to compete internationally. Naturally, the Western policy guidance included a 

plan for the adjustment process of external sectors of formerly socialist nations in the 

context of global markets.  

Theoretical grounding of the Washington Consensus recognized excess demand 

pressures and balance of payments asymmetries as the inherent Soviet problems, leading to 

continuous accumulation of foreign debt. The policy suggestions therefore were targeted to 

fix the “root” causes of these problems found in inadequately low prices of the planned 

system and high reliance on government guarantees for financing of production and trade. 

Price liberalization and strict fiscal and monetary policies were deemed essential to restore 

the balance in transition economies required for exponential growth. Full liberalization of 

commodity and factor prices was supposed to activate the market price mechanism and 

relieve the inherent excess demand pressures. 
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Washington Consensus and External Transition  

The external economies of new independent states followed the IMF financial 

programming in their attempts to balance internal and external economic fundamentals. 

Based on the seminal work on transition modeling by Lipton and Sachs (1990), the IMF 

financial programming included the development of a financial system to support the 

production process and a full transition to a monetary production economy with scarcity-

based pricing and a two-tier banking system.  

National banks of each individual country were transformed into independent central 

banks. However, the nature of shock therapy redefined the meaning of central banks’ 

independence in these former socialist states in comparison to their Western counterparts. 

Normally, a central bank performs three major functions: i) it conducts monetary policy; 

ii) it regulates and thus promotes stability of the financial sector; and iii) it provides banking 

services to all economic units, including the government. In the USSR, a national bank was 

supposed to supply credit to enterprises in accordance with the planned credit requirements 

and to oversee plan fulfillment. So, a Soviet state bank worked directly with the government 

and directly engaged during the production process. As the radical market reforms of deep 

decentralization and financial deregulation began in the early 1990s, the newly created 

central banks were not able to supervise the creation and development of the banking sector 

as it was construed as a socialist measure of market interference.  

Following the guidebook of the Washington Consensus, monetary policy was based 

on the use of quantitative tools as defined by the Quantity Theory of Money. This classic 

Monetarist approach was attractive to the immature financial systems of transition 

economies since they could not resort to more commonly used transmission channels of 
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monetary policy due to the absence of interest rates and asset markets during the USSR’s 

lifespan. Attempting to control the money supply, high interest rates were activated not only 

to fight the expected “corrective” inflation resulting from price liberalization, but also to 

establish the rule of monetary discipline, lessen the role of government control in the 

production process, and to attract international capital.   

Despite a discouraging effect on investment spending, high interest rates are 

supposed to reduce inflation through money supply restrictions. However, in the absence of 

capital controls, high interest rates also attract foreign investors seeking more profitable 

outlets for their foreign capital, which leads to appreciation pressure on the local currency. 

Currency appreciation then makes imports relatively cheaper and exports relatively more 

expensive, leading to an even deeper trade deficit and the nation’s absorption26 rate above 

100%. Therefore, the initial devaluation of national currencies, while being a radical 

measure in its nature, was deemed necessary to shrink imports, boost exports, and stabilize 

the balance of payments.  

The final effect of devaluation on trade balance, however, can be ambiguous. On the 

one hand, a reduction in imports and an increase in exports can create explosive trade 

surpluses and result in even greater inflationary pressures via an increase in nominal income 

followed by a boost in aggregate demand (Gabrisch and Holscher 2006, 33). On the other 

hand, contractionary monetary policy can reduce inflation to a level that results in deeper 

trade deficits. This ambiguous outcome depends on the satisfaction of the Marshall-Lerner 

condition. If the sum of price elasticity of exports and price elasticity of imports is greater 

 
26 Absorption is defined as a sum of domestic sectoral spending or (C+I+G). The term is used to emphasize the 

extra spending beyond domestic output, creating the need for financing negative trade balances in terms of 

foreign currency.  
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than one, then the trade balance is improved through the “double-squeeze” of an increase in 

exports and a drop in imports. However, if exports and imports are relatively price-inelastic 

and the sum of elasticities is less than one, relative price changes do not cause any 

significant adjustments in the amount of goods consumed.  

Further, devaluation was used as an indirect way to promote fiscal surpluses based 

on the belief that fiscal balances are synced with trade balances. Large government deficits 

imply high incomes elsewhere in the economy. Therefore, non-government income must be 

reduced to redirect consumption away from imports. Lowering non-government income then 

allows for the government sector to cut back on their spending. The reasoning for a parallel 

movement of fiscal and foreign balances lies in the so-called “twin-deficit” hypothesis—the 

monetarist idea that fiscal deficits and current account deficits move in the same direction. 

This hypothesis stems from the identity of sectoral balances: (S-I) + (T-G) + (IM-EX) ≡ 0. 

Holding the saving flow ratio constant in the private sector, it follows that a rising 

government deficit (i.e., reduced government saving) should be associated with a rising net 

exports deficit because lower government saving results in higher foreign saving (i.e., lower 

foreign spending). According to the monetarist view of money supply, higher fiscal deficits 

induce domestic money creation, which boosts aggregate demand and leads to higher import 

spending. Thus, the WC suggestion was to reduce both deficits.  

The empirical evidence of such correlation, however, is mixed at best. Figures 2.3–

2.5 show that in CIS economies fiscal balances do not necessarily move in a procyclical 

manner with foreign balances.  
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Figure 2.3 Sectoral Balances in Georgia (Percent of GDP), 1999–2019 

 

Figure 2.4 Sectoral Balances in Kazakhstan (Percent of GDP), 1999–2019  
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Figure 2.5 Sectoral Balances in Ukraine (Percent of GDP), 1999–2019  

 

Source: Adapted from World Bank World Development Indicators (n.d.) and IMF 

Government Finance Indicators (n.d.) by author. 

 

 

The examples of Georgia, Kazakhstan, and Ukraine show that the direction of fiscal 

balances may indeed coincide in some time periods, but also move in the opposite direction 

in others. Interestingly, Azerbaijan and Russia are dominated by the opposite relationship 

between fiscal and foreign balances, while in Armenia and Belarus the twin-deficit 

hypothesis tends to hold. 

As pointed out by Rada and Taylor, who investigated twelve regional groups of 

countries, “mutually offsetting co-movements of government and foreign net borrowing 

occurred sporadically at most” (Rada and Taylor 2006, 3). It is not surprising because the 

“twin relationship” excludes the interaction of private saving flow (or private net borrowing) 
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with the other two sectors. Using a circular flow model, the net saving flows (S) of each 

economic unit (individuals, producers, government, and foreigners) in the economy should 

be equal to net returns (r) on assets of the same economic units, or:  

 

𝑆𝐼 + 𝑆𝑃 + 𝑆𝐺 + 𝑆𝐹 + 𝑟𝐼 + 𝑟𝑃 + 𝑟𝐺 + 𝑟𝐹 ≡ 0 

 

Net saving throughout all the sectors in the economy and net returns on those saving flows 

must add to zero. The identity above implies that changes in the foreign saving flow leads to 

the changes in the government saving flow only when SP and SI together with their 

corresponding return flows are held constant. Thus, there is no direct relationship between 

fiscal and trade balances.  

In addition to strict monetary policy, the stabilization plan provided a “softening” 

adjustment mechanism for international exposure implied by limitless liberalization of 

international trade and capital flows. This adjustment was achieved through activation of the 

price mechanism in foreign markets and included an establishment of fixed exchange rates 

acting as a nominal anchor. The expected results of initial devaluation of new national 

currencies and a subsequent commitment to fixed exchange rates was to achieve competitive 

prices on exports followed by trade surpluses.   

In sum, the objective of the IMF liberalization and stabilization package was to 

eliminate inherent excess demand problems together with balance of payments dissonance 

through income reduction and a subsequent drop in lending needs associated with reduced 

reliance on imports. The negative externalities of this transition process such as 

transformational recession, corrective inflation, and massive unemployment, while expected 
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to be short-lived, were deemed necessary to entrench the fundamental ideas of market 

workings—competition and financial discipline—into a highly “entitled” Soviet society. As 

soon as aggregate demand were to fall to the level of potential output, prices were expected 

to stabilize, labor markets would be restored, and trade balance would turn into surpluses. A 

combination of such results was then expected to unlock the promised potential for 

exponential growth. The predictability of the described transition outcome was guaranteed 

by the fundamental assumption of rational agents who make optimal decisions exclusively 

within the institutions of markets and their actions are therefore easily predictable. However, 

the experience of the CIS nations fell far from the universal script of the Washington 

Consensus proposal. 

The Reality of the Washington Consensus  

Central banks replaced national banks almost immediately but establishing a network 

of commercial banks took much longer, and they rarely performed the much-needed 

traditional function of channeling the working capital. High interest rates, rare availability of 

collateral, and unfamiliarity of the banking sector with the underwriting process did not 

allow for a smooth stream of loan creation, which negatively affected the investment 

spending component of aggregate demand. The limited ability of central banks to supervise 

the developing financial sector and the minimal initial restrictions on bank activities created 

a highly fragile environment with low risk aversion. The expedited nature of the 

privatization process without a solid lawful institutional structure instilled a set of perverse 

incentives regarding business operations and expansion. Further, the population of transition 

economies were also unfamiliar with the institution of bankruptcy. As a result, the slowly 

developing banking sector was quickly populated by moral hazard problems, where the 
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borrowers would often change their behavior and misallocate resources after acquiring 

scarce loans without an established supervisory role of the lender.  

Strict money supply control limited credit availability and made it harder for 

borrowers to repay their debt, and disincentivized investment. High interest rates also 

contributed to inflationary pressures by increasing the cost of production. A subsequent 

shortage of productive investment necessary for technological improvement and higher 

export capacity has resulted in a high reliance of transition economies on imported goods 

and frequent return to government subsidies in production and consumption. This reliance 

had led to negative dynamics of national current accounts, causing them to be dominated by 

deeper trade deficits. Chronic trade deficits were further intensified by low productivity, 

detrimental to potential export earnings. Figure 2.6 illustrates this depressing situation 

through the corresponding dynamics of sectoral balances among three regions of transition 

economies—Central and Eastern Europe (CEE), South-Eastern Europe (SEE), and the 

Commonwealth of Independent States (CIS). The bars on the graph indicate current account 

balance, while the solid line corresponds to the government balance and the dotted line 

shows the private balance.   
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Figure 2.6 Average Current Account Balance (CA), Fiscal Balance (GB) and Private 

Balance (PB) in Transition Economies, 1992–2003 (Percent of GDP, Unweighted Averages) 

 
Source: Aristovnik (2008, 27) 

 

The sectoral overview of these three regions concurs with the striking downturn of 

the CIS nations—the economic area of interest in this study—in comparison to the other 

formerly planned economies. As expected, the initial effect of trade liberalization was 

associated with trade deficits in many of the former socialist states. However, the initial 

deterioration of the current account was not followed by balanced trade or trade surpluses. 
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Further, while trade deficits in the CEE region were moderate in comparison to other 

former planned economies, their current accounts continued to deteriorate with only a 

slight improvement right before joining the European Union in 2004. Additionally, the 

investment-saving balance (net borrowing) of the private sector in both the CEE and CIS 

took a serious toll, as expected in the face of deep trade deficits following the sectoral 

identity of net saving flows described above. At the same time, at the micro level, lawless 

and spontaneous privatization combined with a weak banking sector contributed to the 

deterioration of the private saving-investment balance.    

Trade imbalances of the CIS region appeared to be much deeper even in 

comparison to the lower-income counterparts of Southern Europe. CIS current account 

continued to decrease until 1998, when the balance started to improve in the aftermath of 

the 1998 Russian financial crisis. Generally higher commodity prices of global markets 

were difficult to absorb in the absence of Comecon (Council for Mutual Economic 

Assistance) assistance.  

While there was a considerable drop in government spending, fiscal deficits 

continued to persist because of the simultaneous drop in economic performance and hence, 

in tax revenues, caused by austerity measures. When tax revenues fall as fast as 

government spending, reducing government spending cannot improve fiscal balance. On 

the one hand, the nations of the former USSR experienced some difficulty with widening 

their tax base. On the other hand, government spending was an essential bargaining chip in 

the onset of the first democratic elections this region would ever see. As new governments 

formed and a democratic election process was established, the political agenda of relieving 

the negative results of the transition process became a top priority for the new candidates.  
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Further, liberalization of trade flows, spearheaded by the World Trade Organization 

(WTO), did not imply (and even discouraged) any protection of inherently uncompetitive 

domestic industries. Newly privatized enterprises had to jump-start their operations during a 

long period of deep recession and hyperinflation. Import demand continued to go up without 

an increase in exports, requiring further need for foreign loans given the virtually non-

existent foreign reserves. Perpetual trade deficits, in turn, created more downward pressure 

on exchange rates, requiring foreign exchange intervention by central banks. The 

unfavorable macroeconomic conditions, vague property laws, immaturity of the banking 

system, political instability, and unveiled corruption made foreign creditors very cautious to 

send foreign capital to the former USSR during the 1990s even with minimal capital 

restrictions.  

As a result of these challenges, the multiplier effect reduced GDP by more than 45% 

in some post-Soviet countries—far below the anticipated 5% decline—and did not recover 

for over a decade instead of the expected one year (World Bank World Development 

Indicators, n.d.). Figure 2.7 shows that the average growth rate for the entirety of the CIS 

region on average remained negative until the early 2000s. While growth indicators 

remained positive throughout most of the 2000s, growth rate plateaued between 5–7% until 

it started to steadily decline again in 2010s. 
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Figure 2.7 GDP Growth, CIS (Annual % Change, Constant Prices) 

 

Source: Adapted from World Bank World Development Indicators (n.d.) by author. 

 

The declining nature of growth (as well as productivity) levels after a period of 

short-lived expansion closely mirrors the Soviet experience. This trend is generally 

explained by the extensive nature of growth27 in the Soviet Union. Many of the CIS 

economies fell into the trap of production reversibility and historical backwardness28 seeking 

to achieve positive rates of economic growth after facing the disappointing results of market 

shock therapy. Widespread re-introduction of the Soviet-style of planned production in the 

second half of the 1990s served as a short-term solution, as indicated by a change in GDP 

 
27 Extensive growth implies the expansion of inputs at a faster rate than output.  
28 As explained in Chapter 1.  
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trends. However, the long-run effects followed the pattern of “tranquil stability” as 

demonstrated in Figure 2.7 like the productive evolution of the Soviet Union.  

Debt Sustainability 

Deterioration of the domestic economic conditions and persistent application of 

counterproductive WC policies contributed to the increased vulnerability of unprotected 

industries in transition economies, especially in the context of international markets. CIS 

exports could not compete with foreign goods and services either in terms of quality or 

variety. The inherited lack of consumer goods and the instilled mentality of shortages 

contributed to higher levels of imports. Current account deficits continued to deepen (see 

Figure 2.6), while the lack of working capital and saving sources urged both private and 

public sectors to turn for help to foreign wealth holders. Both factors greatly increased the 

borrowing needs of the former planned economies. Additionally, foreign creditors and trade 

partners must be paid in US dollars. Heavy reliance on international financing put many 

countries in danger of potentially unsustainable foreign debt, which further increased the 

pressure from the IMF to adhere to strict monetary and fiscal policies. Figure 2.8 

demonstrates the evolution of debt accumulation in selected CIS countries. 
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Figure 2.8 Total External Debt in Selected CIS Countries (% of GNI)  

 

Source: World Bank World Development Indicators (n.d.) 

 

 

It is apparent that Kyrgyzstan, Turkmenistan, and Tajikistan rapidly accumulated 

high levels of foreign debt immediately after the dissolution of the Soviet Union. Rapid 

accumulation of external debt was an especially acute problem for the satellite states that 

were characterized by more primitive production and specialization structures. Tajikistan 

and Kyrgyzstan surpassed their 100% debt-to-GDP ratio as early as the mid-1990s. The 

immediate need for excessive borrowing among these Central Asian countries is a good 

illustration of the trade interdependence among the Soviet republics necessary to maintain 

their growth. Lagging economies of the USSR often relied on the revenues from the more 

advanced republics to boost their growth. The dissolution of the Soviet Union and Comecon 

left these countries highly reliant on global cooperation, which came at a much higher cost, 
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as demonstrated below. While some countries managed to significantly reduce their 

borrowing needs throughout the transition period (Turkmenistan, Russia), most CIS 

economies continued to heavily rely on external financing. 

The determination of debt sustainability continues to be a highly debated topic 

among macroeconomists. Empirical studies tend to focus on the debt-to-GDP ratio to assess 

the potential solvency of an economy. The most illustrative example is a famous study by 

Reinhart and Rogoff (2010), in which they conclude that an economy is likely to default on 

foreign debt when their debt ratio reaches above 90% as a share of GDP. Earlier, Milesi-

Ferretti and Razin (1996) suggested several scenarios of current account sustainability in 

which persistent current account deficits can be successfully serviced if the value of future 

trade surpluses is at least as high as the current account debt. Alternatively, external debt 

could be successfully repaid if foreign cash earnings were generated without any drastic 

policy changes, which avoids drastic swings in creditors’ expectations. This latter idea falls 

within the traditional realm of commonly used benchmarks to determine debt sustainability.    

The equation below is the commonly accepted threshold for determining sovereign 

debt sustainability, while considering the different types of creditors.  

 

𝐷𝑡 =  𝐷𝑡−1 + 𝑟𝑡𝐷𝑡−1 − 𝛼𝑡𝜃𝐷𝑡−1 − 𝑆𝑡 − ∆𝑀𝑡 

 

According to this equation, the level of total sovereign debt (Dt) depends on the level of 

previously accumulated debt (Dt-1), the interest rate payments (rt) on the outstanding debt 

obligations, the amount of new money created (ΔM), the level of primary fiscal balance (St), 

the proportion of debt held by the foreigners (𝜃 ), and the rate of currency appreciation (𝛼𝑡).  
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Diving each part by the level of national output, the equation becomes the following:  

 

𝑑𝑡 =
𝑑𝑡−1

1 + 𝑔𝑡

(1 + 𝑟𝑡 − 𝛼𝑡𝜃) − 𝑠𝑡 − ∆𝑚𝑡 

 

If (𝑟𝑡 − 𝛼𝑡) > 𝑔𝑡, then the ratio of debt-to-GDP will rise in every consecutive period, 

leading to deeper budget deficits and unsustainable levels of government debt. So, for the 

sovereign debt to be sustainable, the rate of economic growth (𝑔𝑡) must be higher than the 

rate of interest(rt), while exchange rates are kept constant and there are no disruptions in 

capital flows. Relatively low interest rates, however, may steer away foreign capital looking 

for higher returns, which would immediately translate into foreign exchange market 

adjustment and create downward pressure on the currency, increasing the debt level in terms 

of domestic currency.  

Policy Objective Dilemma  

The commitment to maintaining a fixed exchange rate regime as part of the 

stabilization program created additional complications for transition countries to survive 

competitive international markets. WC policies required the economies to open their borders 

to trade and capital without state restrictions and simultaneously adhere to a pegged 

exchange rate regime. Widespread globalization and fixed exchange rates are the two 

elements of the classic international trilemma—the idea that an open economy is not able to 

have a fully integrated economy with fixed exchange rates and policy ability to influence the 

domestic sector all at the same time. Only two of the three components can be achieved 
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simultaneously. By default, transition economies had to sign off their discretion to exercise 

monetary and fiscal policies to address internal economic fundamentals in favor of 

liberalized flows and fixed exchange rates.   

Monetary policy could only be used in two instances: 1) when a central bank had to 

intervene in the foreign exchange market to alleviate any upward or downward pressure on a 

local currency; and 2) to create internal economic conditions consistent with the 

expectations of the WC to keep inflation in check. The use of expansionary fiscal policy was 

censured even when output levels declined drastically, and the region did not seem to be 

able to recover through the promised automatic stabilizers of free markets. 

Many CIS economies found themselves in a vicious cycle of balance of payments 

crises despite their attempts to follow the WC protocol (see the section on Financial Crises 

below). Part of the reason was the conflict between trying to accommodate domestic 

interests and trying to stabilize the foreign sector. The policies required to fix the domestic 

sector often contradicted the needs of the foreign sector and the requirements from 

international agencies. The respective government bodies of each country constantly had to 

face a “catch-22” moment. How could the CIS economies combat internal and external 

imbalances when their “policy hands” were tied?  

On the one hand, the domestic conditions continued to worsen with falling rates of 

growth and rising unemployment levels, which called for a set of expansionary policies. On 

the other hand, inflationary pressures, the task of maintaining fixed exchange rates, and 

creating a favorable environment for foreign capital required a set of contractionary policies. 

However, expansionary fiscal policies would undermine a country’s commitment to 

reducing public deficits and to minimizing the government rule in the production process, 
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thus violating the core WC policies. At the same time, tight monetary policy implied high 

interest rates, which discouraged domestic investment spending and practically made it 

impossible to jump-start the production process in the economies that were already 

impoverished in terms of working capital.  

Rapid growth of consumption, rising inflation, and low levels of labor absorption in 

the private sector prevented the expansionary policy needed to promote basic capital 

reproduction and technological innovation. By the beginning of 2000s it was clear that 

transition economies were still in a desperate need of major institutional transformation and 

managed trade policy given the negative consequences of its discrepancy with neighboring 

trade partners.  

Financial Crises 

A primitive credit system combined with the lack of productive investment 

associated with perverse incentive mechanisms in production organization continued to 

reproduce import dependence. The subsequent deterioration of the current account and 

repetitive regional trade wars brought about a series of persistent financial crises29 between 

1995 and 2017 and consequently, more severe demand pressures and supply distortions. 

Central banks continuously exercised aggressive monetary policy to fight inflation and keep 

the promised stability of exchange markets. Severe exchange rate pressure created additional 

volatility in debt commitments, lowered export competitiveness through a reduction in real 

capital, and perpetuated the cycle of high interest rates. The perpetual presence of external 

 
29 For the purposes of this study, the author does not strictly differentiate among the crisis types as suggested 

by the IMF classification (IMF 1998, Chapter 4). Instead, the author interchangeably uses the terms “financial 

crisis,” “balance of payments crisis,” “currency crisis,” and “debt crisis.” Given the small size of most of the 

CIS countries and their weak banking systems, most crises in transition economies were characterized by the 

elements from all the aforementioned types of crises.  
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instability, in turn, created positive feedback and exacerbated domestic imbalances and 

internal fragility, lowering growth and social welfare even further. 

Table 2.1 provides a summary of the most devastating crises among the CIS states. 

Many crises were characterized by the so-called “contagion effect”30—the cross-country 

correlation of crises in neighboring economies observed through financial crises starting in 

one country and rolling to the next. In addition to listing the regional crises that affected 

most of the CIS economies (i.e., CIS region), the table shows the most severe country-

specific crises that did not seem to spread beyond an individual economy.  

 

Table 2.1 History of Financial Crises in CIS 

CIS region 1994–95; 1998–99; 2009; 2014–16 

Tajikistan 1997 

Belarus 2000, 2011 

Georgia & Russia 2008 

 

 

The 1994–95 regional crisis was associated with abrupt devaluations in the hopes to 

stabilize the negative effects of liberalization reforms. In 1998 Russia defaulted on its debt 

obligations, which quickly echoed in all the CIS economies through sudden, deep currency 

depreciations. The Global Financial Crisis of 2008 greatly reduced liquidity in global 

markets and led to massive capital outflows from emerging countries, which caused a series 

of crises in the CIS in 2009. Finally, the downward pressure on the Russian ruble in 2013 

 
30 The term was popularized in international economics with the development of the second-generation models 

of financial crises in the second half of 1990s.  
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and Crimea conflict between Russia and Ukraine in the spring of 2014 brought down the 

entire CIS region in financial shambles between 2014–16. 

The domino effect of a balance of payments crisis would usually begin from a 

change in any economic conditions that did not follow the WC guidelines, such as the 

direction of fiscal and monetary policies against the WC expectations (monetization of fiscal 

deficits in CIS during 1994–95) or incompatible exchange rates (Russian crisis of 1998). 

Fixed exchange rate commitment in this situation required foreign exchange market 

intervention on behalf of a central bank, which was expected in foreign markets. If foreign 

exchange markets brought any pressure on the established peg or if the government resorted 

to expansionary policies, exchange rate expectations would shift and panic would set in, 

leading wealth holders (resident and non-resident) to start dumping assets denominated in 

the local currency, causing it to depreciate. Figures 2.9 and 2.10 show the depth of such 

currency depreciations during the most severe regional crises in CIS.  
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Figure 2.9 Currency Depreciation per USD (Period Average), 1998–99 

 
 

Figure 2.10 Currency Depreciation per USD (Period Average), 2013–15  

 
Source: Adapted from IMF International Finance Statistics (n.d.) by author.  
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Sudden capital outflows put depreciation pressure on the currency and therefore 

require a central bank to intervene and to use up foreign reserves to buy their own currency 

back. CB intervention usually has a very short lifespan since these economies have had 

minimal amounts of foreign reserves to begin with (which is also why they continued to 

heavily rely on international lending). To defend the exchange rate band in 2014, CIS 

countries lost between 20–30% of their foreign reserves within days (IMF International 

Financial Statistics, n.d.). The losses would have been significantly larger, but individual 

governments moved on to the implementation of alternative measures.  

In the face of depleting foreign reserves, governments also reacted by tightening 

their monetary policy. In 1998 the Central Bank of Russia (CBR) increased the already high 

30% interest rate to 50%. In December 2014, CBR increased the repo rate by 7% overnight. 

Just a few days later, the National Bank of Belarus increased the rate of overnight credit by 

50%. The impact of crisis intervention is two-fold. First, it serves as a compensation 

incentive for foreign investors to not withdraw their assets denominated in local currencies. 

But higher rates of return domestically lead to an upward pressure on the local currency 

through the interest parity condition. Second, sharp depreciations and devaluations are 

usually associated with inflationary expectations. Therefore, contractionary monetary policy 

during speculative attacks aligns with stabilization attempts. 

When a government runs out of foreign reserves on a fixed exchange rate regime, 

unavoidable devaluation follows. Devaluation has a negative effect on the balance sheets of 

local borrowers because the outstanding debt automatically increases in terms of domestic 

currency, often leading to insolvency. As a result, the entire banking system can be in 
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jeopardy due to a currency mismatch if the funds borrowed in foreign currency were used by 

local banks to extend credit to local individuals and businesses.  

Further, the balance sheets of a lender deteriorate too since the net present value of 

their investment (i.e., their asset) turns negative. At this point, even lenders try to sell local 

currency assets. The attempts of creditors to improve their position quickly drives asset 

prices down, potentially leading to a collapse of the entire financial system—the 

phenomenon that Irving Fisher enunciated as a debt-deflation theory of depressions (Fisher 

1933). The economies with immature banking systems experience an even greater toll since 

they do not have proper hedging mechanisms in place.   

However, a singular measure of devaluation may not always be enough in the 

scenario of a full-blown financial crisis and a dwindling domestic sector. In some cases, 

multiple rounds of devaluation were implemented (Kazakhstan and Kyrgyzstan in 2014). 

When foreign markets continued to put downward pressure on domestic currencies, many 

CIS governments resorted to the policy extensively advocated by the IMF—the change of 

the monetary and exchange rate regime.  

Originally, the IMF did not find a floating exchange rate regime suitable for the 

rapidly changing and highly volatile environment of the newly formed transition countries. 

Instead, implementation of fixed exchange rates was promoted to serve as a nominal anchor 

in the context of the IMF financial programming. However, the improved macroeconomic 

fundamentals of the CIS region during 2000–7, relative exchange rate stability post-1998 

crisis, and an increased interest of global markets toward these countries shifted the 

perspective of international agencies in favor of floating exchange rates. Beginning in the 

early 2000s, the IMF started to widely advocate a change to a floating exchange rate regime. 
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Fixed exchange rates came to be perceived as a general restriction on international flows. It 

was also widely believed that fixed exchange rates served as an implicit guarantee against 

exchange rate risk; and a shift to a float could then eliminate the systemic risk of over-

borrowing (for more details see the section on Alternative Approaches to Balance of 

Payments Crises).  

Despite the numerous recommendations to switch to a floating regime, transition 

countries remained faithful to a pegged system even after the currency crises and currency 

runs in the late 2000s and early 2010s. Still, the depth and disruption of the 2014 financial 

crisis brought the CIS region to a dead end trying to defend their pegs. Between 2014 and 

2016, Russia (2014), Ukraine (2015), Kazakhstan (2014, 2015), Azerbaijan (2015), and 

Belarus (2016) one by one switched to a floating exchange rate, but mostly as a crisis 

management measure.  

Pessimistic expectations of the public regarding currency stability were revealed in 

repetitive currency runs associated with each crisis. Local businesses and households 

massively withdrew local currency bank deposits and tried to convert their money to foreign 

currency. Central governments in Russia and Belarus ordered businesses to surrender 

foreign exchange receipts directly to the government agencies. Both state and commercial 

banks progressively refused to sell foreign currency at official rates to the public during 

currency runs (Belarus 2011, 2014; Russia 2014; Ukraine 2014, Moldova 2014, Kazakhstan 

2015). Alternatively, the locals diverted the withdrawn money into a variety of durable 

goods, significantly adding to the panic and creating an illusion of shortages.  

A widespread application of both formal and informal capital restrictions in the CIS 

region began in the aftermath of the Global Financial Crisis of 2008. The specificity of the 
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timeline of capital controls application can be explained by the two major developments—

balance of payments changes and the repercussions of the 2008 financial crash. First, foreign 

creditors, attracted by high returns and a growth boom in the CIS in the early 2000s, 

reassessed their expectations about the region. A large influx of foreign capital from 2005 

through 2007 caused individual countries’ balance of payments to be dominated by the 

financial account developments (instead of the current account), creating a new type of 

asymmetry. Figures 2.11–2.15 illustrate a visible change in the financial account dynamics 

for individual countries.  

 

Figure 2.11 Balance of Payments in Armenia (Current USD), 1995–2020  
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Figure 2.12 Balance of Payments in Belarus (Current USD), 1995–2020  

 

 

 

Figure 2.13 Balance of Payments in Georgia (Current USD), 1995–2020  
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Figure 2.14 Balance of Payments in Kyrgyzstan (Current USD), 1995–2020  

 

 

 

Figure 2.15 Balance of Payments in Moldova (Current USD), 1995–2020  

 

Source: Adapted from World Bank World Development Indicators (n.d.) by author. 
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A significant influx of foreign capital also added a remarkable degree of volatility to 

the balance of payments dynamics as seen in these figures. In this fragile environment, 

capital controls were viewed as a preventative measure that promoted financial stability and 

limited accumulation of risky loans. The second development that prompted these 

economies to exercise capital controls is connected to the emerging risk-averse mentality 

associated with the Great Recession and realization of the negative spillover effects of 

highly globalized economies. In this context, application of capital controls is a crisis-

management, ex-post measure to lessen the effects of financial crises.  

In the face of the 2014 regional crisis, Ukraine was the first nation to introduce 

capital controls, the design of which was developed in collaboration with the IMF. 

Interestingly, the IMF endorsed capital controls as a crisis management strategy if the 

limitations were introduced on capital outflows. The Fund, however, did not approve 

restrictions on capital inflows. Figure 2.16 shows a Venn diagram from the IMF Policy 

Paper (2012) that serves as a guide to determine the appropriateness of capital flow 

management measures (CFMs), commonly known as capital controls.  
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Figure 2.16 Managing Capital Inflow Surges 

 

Source: IMF (2012, 19)  

 

Based on the IMF view, controls on capital controls can greatly intensify capital outflows 

and reduce international trade. Capital restrictions are inefficient because they redirect 

savings away from the most productive uses. They increase risk and lead to the loss of 

technological transfers. 

Alternative Views of the Balance of Payments Asymmetries 

Alternative approaches of Institutional and Post-Keynesian analysis repeatedly 

pointed out that the welfare-diminishing effects of crude Washington Consensus (WC) 

application should not have come as a surprise. Mainstream theorists (including zealous 

advocates of the WC) misidentified the inherent causes of the Soviet-style planned 

economies and therefore set policy objectives targeting the end results (not the causes) of the 

actual problems. Following Adolph Lowe’s argument, one can attribute such a mistake to 
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the fundamental confusion of the means-ends relationship typical of research approaches 

grounded in Neoclassical theory (see Chapter 1). 

The apparent failure of the WC policies, however, did not change the mainstream 

minds of the economics profession. During the 1990s, traditional theorists of international 

economics frequently used the first-generation crisis models31 to explain persistent balance 

of payments imbalances—the same models that tried to explain the massive debt default by 

over forty developing countries in the 1980s because of the 1979 oil shock. These models 

blamed the perpetual downward spiral of negative economic growth rates and repetitive 

balance of payments crises on the countries ‘lack of financial discipline, ignorance of 

contract conditions (primarily with international creditors), underestimation of risk in credit 

markets and thus, a perpetual need to borrow in foreign markets.  

Eventually realizing the contradictory nature of the IMF stabilization package and 

the importance of the initial conditions in transition countries, the economics discipline 

responded with potential explanations and suggestions that went beyond the first-generation 

models, which condescendingly suggested developing countries should not have over-

borrowed (or should not have spent first) and should not have used central banks to 

monetize their debt.  

Some voiced their concern early on. McKinnon (1993) insisted that the history of 

rapid globalization post-World War II has shown that quick liberalization of international 

flows tends to lead to full-fledged financial crises in developing countries. Emerging 

markets, often desperate for financing options, were happily accepting foreign capital that 

was eagerly searching for more profitable outlets, often at the expense of loan quality. 

 
31 See Dabrowski (2016). 
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McKinnon accurately explained this dynamic right after the collapse of the Soviet Union. 

He noticed that when a socialist economy opens to foreign markets in goods for which their 

domestic costs are administered above world market prices, those goods sectors will be 

highly susceptible to bankruptcy unless costs/prices are adjusted accordingly. Monetary 

policy, no matter how aggressively applied, would be highly inefficient as a result of 

fundamental problems with production organization (McKinnon 1993).  

Paul Volcker, who, ironically, played an integral role in developing the plan for a 

devastating 1982 debt default of Latin America, emphasized the dangerous asymmetry of 

the initial financial conditions between developing and developed economies: “The inherent 

vulnerability of smaller countries to [a large influx] of capital flow is a real problem, no 

matter how good the economic policies, no matter how good the banking system, no matter 

how good their accounting system” (Volcker 1999, 267). 

In contrast to the income reduction recommendations of the Washington Consensus, 

Rose (2005), along with Cavallo and Frankel (2008) advised to keep up the domestic 

demand for foreign goods and keep international trade channels open even in the face of 

financial crises. The need for continuous trade flow was supposed to incentivize the open 

economies to adhere to the disciplined economic policies and meet their debt obligations, 

thus lowering the probability of capital flow reversals and therefore, lowering the probability 

of financial crises. 

Popov (2013), recognizing the apparent problems of debt repayment by the 

developing countries, offered a less conventional solution. He suggested prolonging the 

dynamics of global asymmetries related to the balance of payments. More developed nations 

with moderate debt burdens and sufficient international reserves (such as US, UK, Germany, 
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Japan) should be encouraged to further weaken their current accounts (and hence, expand 

net capital outflows) to allow for increased availability of capital and foreign exchange 

reserves in international markets. Higher global availability of foreign exchange reserves 

would allow net debtors to accumulate more reserves.  

Prolonging global imbalances in the short run is, according to Popov, a long-run 

strategic development policy. It leads to accelerated convergence between low-income and 

high-income countries. Grounded in the mainstream understanding of the saving-investment 

causality, the logic of this argument concludes that low-income countries with trade deficits 

can avoid spending part of their national savings to “sponsor” consumption and investment 

in other countries as long as the high-income countries continue to expand their trade 

deficits (Popov 2013, 10–11).  

To the contrary, Kregel argues that deepening trade deficits of developed countries 

would contribute to an already high volatility of large capital inflows to the developing 

world, causing more crises (Kregel 2004a, 588). Current account deficits of high-income 

countries (like the US) imply their capital outflows to the rest of the world. These inevitable 

capital injections to the developing countries cause significant fluctuations in the exchange 

rates of these low-income countries. Volatility in exchange rates and capital inflows in 

developing countries exacerbates instability in foreign cash earnings and adds to overall 

financial fragility.   

Interestingly, these sentiments around the balance of payments distortions were not 

new, even if some were based on false pretenses or unexpected policy outcomes. During the 

formation of the Bretton Woods system in 1944, Keynes repeatedly warned the conference 

delegates about the dangers of free capital movements and a single country’s monopoly on 
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the issuance of the reserve currency. But the pressure of the US delegation led him to an 

alternative idea of a clearing union—an international agency designed to ensure equalization 

of the balance of payments dynamics in global markets. The purpose of such an institution is 

two-fold as it ensures both internal and external stability. On the one hand, it would be 

responsible for enforcing equitable distribution of foreign exchange receipts by encouraging 

surplus economies to productively spend surpluses into deficit nations instead of channeling 

them into speculative activities or “hoarding” them in government securities (i.e., external 

stability). On the other hand, eliminating a handful of nations as the main driver of global 

demand would allow for all nations to pursue policy objectives in line with growth and 

employment targets (i.e., internal stability). However, the idea of this transnational agency 

never saw the light of day.  

The regional nature of the many CIS crises (see Table 2.1 above) made it tempting to 

apply the second-generation or “contagion” models as an explanation of financial crises in 

transition economies. In these models, the initial speculative currency attacks lead to 

widespread defaults and develop into full-fledged financial crises due to a divergence 

between the policies required to defend the exchange rate peg and the policies needed to 

improve macroeconomic fundamentals of the domestic sector (Obstfeld 1996). As described 

in the section above, the initial reaction of a central bank to market pressures against their 

currency includes foreign exchange intervention to maintain the peg and spikes in interest 

rates to prevent further outflow of capital. However, policymakers often choose to retract 

such measures even before running out of foreign reserves if there are significant losses of 

national output and employment in the domestic sector. In this case, the government gives 

up the peg and switches to a floating exchange rate regime. If the public suspects that the 
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actions of political leaders are not aligned with the interests of multilateral organizations like 

the IMF or World Bank, they may adjust their expectations accordingly and contribute to 

capital flight in anticipation of devaluation and monetary regime change.  

Although originally advocated by the Washington Consensus, a fixed exchange rate 

regime started to receive an increased amount of criticism towards the end of the 1990s. 

Given the extreme volatility of foreign exchange markets, keeping a fixed exchange rate at 

the same level implies the ability to control multiple variables at the same time. Following 

the uncovered interest parity condition below, spot (or current) exchange rate is a function of 

expectations about the future exchange rate. 

𝑒𝑡 =  
(1 + 𝑟′)

(1 + 𝑟)
𝐸𝑡[𝑒𝑡+1] 

Spot exchange rate (et) between any two currencies will remain unchanged only if 

1) the expectations about the future exchange rates (Et[et+1]) are unchanged, 2) the rate of 

return in a domestic economy (r) exactly coincides with foreign rates of return (r’), and 

3) the government is always expected to step in whenever there is a need for foreign 

exchange intervention. Satisfaction of this condition also implies that exchange rates stay 

stable only when the government commits to stable, predictable policies.  

Regrettably, it is impossible to guarantee the permanence of expectations about the 

future, especially in a turbulent market like foreign exchange. It is also impossible to control 

the level of interest rates in a foreign country. Similarly, although tempting in theory, it is 

not conceivable for a newly integrated transition economy to adjust domestic interest rates to 

match foreign interest rates due to coordination complications implied by triangular 
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arbitrage as well as conflicting objectives of policy implementation. Thus, spot exchange 

rates are subject to increased volatility even under the fixed exchange rate regime.  

So, the only possible way to keep exchange rates within the required band is for a 

central bank to intervene in foreign exchange market any time the supply and demand of a 

local currency is compromised away from the peg equilibrium in foreign exchange markets. 

However, this guaranteed intervention practically provides an implicit guarantee to small 

transition economies in case of insolvency, essentially replacing the exchange rate risk with 

the risk of default. In other words, the prevalence of a fixed exchange rate regime, while 

serving as a type of commitment insurance for expected rates of return received by foreign 

investors (Kregel 2008, 551), becomes a source of moral hazard (Eichengreen and 

Hausmann 1999, 6–9). The subsequent financial crises, stemming from the “over-borrowing 

syndrome” by the poorly regulated financial institutions, were explained by the third-

generation crisis models or the “sudden stop” hypothesis (McKinnon and Pill, 1999). The 

novelty of these models was to demonstrate that financial crises can happen even in the face 

of adherence to the Washington Consensus policies and balanced budgets, as was the case 

with a series of Asian financial crises in 1997–1998.  

The sustainability of fixed exchange rates was then increasingly questioned by the 

international supervisory agencies. The IMF started to direct transition economies that were 

on the path to unsustainable debt ratios to switch to floating exchange rates (Duttagupta, 

Fernandez, and Karacadag 2005). A change in the exchange rate regime was supposed to 

incentivize debtor countries to adjust their lending needs based on the dynamics of the 

international credit market. Additionally, switching to floating exchange rates would resolve 
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the trilemma problem and allow the use of domestic policy tools to mitigate any 

abnormalities of an individual country’s business cycle. 

Capital Flow Direction 

Insufficient investment financing, import dependence, growing debt obligations, and 

the strain of fixed exchange rates have pushed government authorities to follow the 

traditional guidebook of the Washington Consensus and acquire additional external funds to 

finance growing foreign debt, with accruing interest payments resulting in a balance of 

payments crisis. 

The conventional approach for handling global imbalances advocates free flow of 

capital between more- and less-developed countries. This suggestion assumes that global 

resources are not distributed equally. Developing countries tend to experience chronic 

shortages of capital while running labor surpluses that they are not able to mobilize 

effectively. Industrialized high-income economies, in turn, have less labor, but they carry an 

excessive stock of capital resources. Following the marginal productivity theory, the return 

on capital (a deficient factor) is higher relative to labor compensation in a developing 

economy if the law of diminishing returns holds. Comparatively, the marginal product of 

capital is lower relative to labor in mature economies. Combining the assumption of 

diminishing returns on capital with the common orthodox misconception of savings as the 

source of investment spending (S→I) calls for allowing capital resources to freely move in 

the direction of higher marginal productivity and thus, higher returns. 

Since transition countries experience domestic savings deficiency due to generally 

lower incomes, it sets strict limits on their domestic investment financing (again, S→I). 

Such a scenario calls for external funds (flow of foreign capital) for financing investment 
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(discretionary spending), which then drives economic growth. Meanwhile, developed 

market economies could yield higher prospective rates of return on their investment in the 

transition region32 since domestically they experience diminishing returns due to excess 

saving. External lending from mature market economies to transition economies 

supposedly turns into a “win-win” situation. The savings of developed capitalist countries 

earn a higher return abroad, while former socialist nations acquire the necessary financing 

to boost their investment spending and, hence, improve their growth performance (Ostry 

et al. 2010).  

Ironically, however, a quick glance over the global capital market dynamics using 

the IMF’s World Economic Outlook database demonstrates a clear trend of capital flows 

predominantly moving away from the emerging economies at least since the 1980s. In the 

language of the loanable funds model, it is the savings of the developing nations that tend 

to “finance” the high-income countries (Popov 2010, 9).  

Yet, established interest rates in the former Soviet republics have remained 

relatively high, especially in the early stages of the transition process. But what is the 

reason for such high interest rates? The traditional view of factor markets, relying on the 

marginal productivity theory, would find it in a low level of capital stock (i.e., high 

compensation is related to the low intensity of factor use). However, the Soviet Union was 

an industrialized economy, even if with a growing problem of technological degradation. 

So, the intensity of capital use was high. Additionally, there was no evolutionary basis for 

newly established interest rates since the USSR economy did not use interest rates on the 

 
32 Due to the turbulent environment of the initial transition process, the CIS region did not realize a significant 

interest among foreign investors until 1997.  
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grounds of Marxist ideology.33 According to the labor theory of value, labor is the 

ultimate source of generating value. Since capital does not create any explicit value, it 

should not generate any separate income either.   

Singer (1964) opposed the assumption of diminishing returns in capital 

accumulation altogether, stating that manufacturing is characterized by increasing returns 

and thus, the rate of return is higher in rich mature economies. Later, because of the 

Cambridge Capital Controversy, it was demonstrated that the marginal productivity theory 

is illogical and there is no monotonous relationship between capital intensity and its rate 

of return (Robinson 1954, 1975; Harcourt 1972). Thus, it is not surprising that capital 

tends to move “upwards”—from developing to developed countries.  

Stabilization Trap  

The stabilization element of the Washington Consensus mentioned earlier implied 

contractionary monetary policy coupled with strict austerity measures to reduce inflation. 

The anti-inflationary target was successful in transition economies as it managed to tame 

down the initial hyperinflation. Figure 2.17 shows the changes in the general price level in 

the CIS countries during the initial stages of transition, characterized by extreme 

hyperinflation. Georgia saw a drop in inflation from over 15,000%, Armenia from over 

3,000%, and Ukraine from almost 5,000% down to double digits and even further as 

transition continued.  

  

 
33 The USSR economy briefly experimented with an interest charge in the late 1960s. This charge, however, 

was minimal and was not calculated as a separate reward for capital. It only included administrative costs and 

was embedded in the overall cost of production.  
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Figure 2.17 Inflation Rate in CIS (Annual), 1993–96 

 

Source: World Bank World Development Indicators 

 

A successful reduction in inflation can be translated into a surge in real income as 

long as inflation decreases at a rate greater than nominal income decreases.34 The 

experience of emerging economies experimenting with stabilization programs shows that 

deflationary pressures cause an increase in real income and thus, an increase in 

consumption (Aristovnik 2008, 26). The significant inflation reduction combined with 

high rates of economic growth in transition economies during the early 2000s briefly 

generated an expectation of higher purchasing power, leading to higher consumption as 

people were trying to take advantage of buying things before a new wave of inflation. 

 
34 Private labor markets did not allow for an upward adjustment of nominal wages to counteract the wage 

entitlement of the Soviet system.  
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Considering a “shortage mentality” of Soviet society, an increase in consumption also 

boosted the demand for imports. Foreign investors, however, mistakenly attributed this 

perceived economic growth to improvements in efficiency resulting from market reforms, 

which changed their expectations to be more optimistic in terms of moving their financial 

capital to the region. As a result, there was a large influx of foreign capital into the deficit 

countries in the mid-2000s (see Figures 2.11–2.15 above). The energy exporters like 

Azerbaijan and Kazakhstan, however, managed to run current account surpluses, but only 

during the favorable climate of rising oil prices, as indicated in Figures 2.18–2.20. Russia 

is the only economy in this region that managed to persistently maintain current account 

surplus.  

 

Figure 2.18 Balance of Payments in Azerbaijan (Current USD), 1995–2020  
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Figure 2.19 Balance of Payments in Kazakhstan (Current USD), 1995–2020  

 

 

Figure 2.20 Balance of Payments in Russia (Current USD), 1995–2020  

 

Source: Adapted from World Bank World Development Indicators (n.d.) by author. 
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Unusually large capital inflows created a new type of asymmetry—the one in 

which the balance of payments is dominated by the developments in the financial account, 

causing an upward pressure on the exchange rate. When a country commits to follow the 

Washington Consensus guidelines (conveniently embedded in IMF loan agreements), 

large influx of capital needed to cover trade deficits requires sterilization. Alternatively, 

government authorities might start the process of debt monetization (i.e., expansion of 

money supply), but such a step goes against the IMF recommendations and could lead to a 

shift in expectations of potential devaluation followed by a capital flight and eventual 

insolvency.  

The combination of stabilization programs and liberalized trade and capital flows 

created a macroeconomic environment that was not conducive to economic growth or 

welfare improvements. Repeated increases of interest rates because of stabilization plans 

made it a more attractive environment for net foreign inflows, which contributed to 

overvaluation of the currency and therefore increased capital flow volatility and increased 

the probability of speculative attacks. High interest rates, overvalued currency, and the 

threat of capital reversals inhibit domestic investment spending and technological 

innovation, which leads to a decline in productivity and product competitiveness, resulting 

in stagnating growth.  

Interest rate differentials between transition economies and mature market 

economies were the result of a stabilization trap in the presence of liberalized international 

flows; not the ad-hoc assumption of diminishing capital productivity. Rising domestic 

profitability of the formerly planned economies had little to do with productivity 

improvements, but rather the WC-inflicted macroeconomic conditions that fuel the 
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expansion of financial capital at the expense of building real capital base since financial 

capital is crucial to satisfy foreign cash commitments associated with persistent current 

account deficits. Ideally, net capital inflows should be used to boost domestic investment 

levels and build real capital, but there is very little evidence of such a connection (Kregel 

2008, 556).  

Short-run Solution to External Indebtedness 

Domar (1950) saw the solution to massive debt commitments in the borrowing of 

external funds to finance the outstanding obligations. He suggested that if a developing 

country were to increase external borrowing at a rate that is equal to or greater than the 

rate of interest on their existing debt stock, then the inflow of these new funds would be 

sufficient to cover the interest payments on the outstanding debt and minimize the 

probability of default.  

Domar’s suggestion, while feasible in the short run, is not a sustainable solution. It 

requires a constant rate of interest over time and a constant rate of income growth. Figure 

2.21 shows the average changes in debt interest payments in the CIS region. It is apparent 

that debt interest progressively increased during transition, which would require an ever-

rising level of foreign finance. Additionally, after a brief streak of economic growth during 

2000–5, national income started to decline again.  
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Figure 2.21 Total External Debt Interest in CIS Region (USD, Bill.), 1992–2013  

 

Source: Economy Watch Statistics n.d. 

 

In fact, debt commitments on the accumulated stock of net foreign claims by 

definition imply additional external borrowing. When a more-developed country becomes a 

net lender to a less-developed country, it results in a negative current account balance in the 

developing country with respect to this specific lender. By definition, a country that is a net 

borrower does not have enough foreign currency to cover its debt commitments. This 

means that interest and amortization rates can only be serviced by extra foreign capital 

inflows.  

Such reliance on external financing makes the total debt repayment permanently 

dependent on external funds: a classic Ponzi profile where one is only capable of meeting 

one’s debt commitment if there is a constant stream of additional loans that pay off the 

flow of commitments on the accumulated stock of foreign claims (Kregel 2004a, 579–80). 

While Domar’s policy prescription originally seemed very attractive due to its focus on 

long-term growth and long-term debt commitment, it was generally overlooked that the 
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suggested debt repayment plan was a Ponzi scheme and, hence, could not be a sustainable 

financing profile in the long run. Furthermore, to maintain a Ponzi profile, the borrower 

must constantly convince the foreign lender of its ability to service the debt. 

The dependence of the formerly planned economies on external financing is vividly 

illustrated in Figure 2.22. As mentioned earlier, foreign debt burden of some of the lagging 

CIS economies such as Kyrgyzstan, Tajikistan, and Turkmenistan skyrocketed as soon as 

trade and capital flow restrictions were lifted. Most economies reduced their foreign debt 

levels after the 1998–99 financial collapse. While some countries managed to reverse these 

trends (Turkmenistan, Uzbekistan, and Azerbaijan), many others continue to progressively 

accumulate more and more debt (Belarus, Moldova, Ukraine).  
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Figure 2.22 Total External Debt in CIS Region (Percent of GNI), 1992–2020  

     

Source: World Bank World Development Indicators (n.d.) 

 

Facing the pressure from the IMF, domestic policy implementation has not shown 

any significant improvements in transition economies of the former USSR, but only 

resulted in a continuously accumulating external debt. Foreign currency reserves continue 

to be depleted, consumers’ panic exacerbates demand pressures on foreign goods, and 

fiscal surpluses are insignificant, which, in turn, exacerbates the inherent problems of 

domestic production organization, productivity levels, and economic growth. Sluggish 

growth in post-USSR economies after 2009 is not enough to balance the continuously 

accumulating foreign debt stock.  

The WC conventional wisdom regarding a resolution of severe indebtedness of the 

developing world is a short-term approach that ignores the long-term prospects of paying off 
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the full amount of a loan’s principal, accrued interest charges, and other arrears (Kregel 

2007, 234–35). As a result, external debt may quickly turn into a Ponzi scheme, whether it is 

due to a currency mismatch, volatility mismatch, or simply not having cash inflows. 

Long-run Solution to External Indebtedness 

Any economic unit can be defined based on its positions, which differ in terms of 

the elements from which they derive their present and future earnings (Minsky 1992). 

Debt sustainability, therefore, can be analyzed by looking at balance sheets, which are 

interconnected with each other in that every asset represents a liability elsewhere in the 

system. Every liability, in turn, has a cash inflow and a cash outflow. The stability of the 

system is then defined as the ability of agents to validate their outstanding debt 

commitments. Hyman Minsky (2008), in his analysis of domestic firms and domestic 

banks performing the role of lenders, distinguished three main types of repayment profiles 

as a classification of potential fragility: hedge, speculative, and Ponzi.35 

Kregel (2004b, 2007), analyzing external debt sustainability by adopting Minsky’s 

theory of financial fragility, extends this idea to international markets, claiming that if a 

country were to manage its balance sheets by matching its foreign earnings and 

commitments, it would be able to manage both internal and external financial fragility, 

leading to relative financial stability. A country’s cash earnings are the inflow of export 

receipts, while a country’s outflows are represented by spending on imports. Matching the 

inflows and outflows of foreign currency prevents a speculative financial profile from 

transforming into a Ponzi profile. 

 
35 For the definitions of each repayment profile, see Minsky (1992, 7–8). 
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The peculiarity of a foreign borrower, however, lies in the absence of the 

borrower’s control over volatility and uncertainty of external cash commitments and 

receipts. Sovereign debtors like transition economies, in turn, do not really have any 

options for collateral to present to their lender because foreign debt is expressed in US 

dollars. Additionally, the modern structure of the global financial system moves the 

exchange rate risk burden fully onto a foreign borrower (i.e., a developing country).36 This 

automatic feature of the post–Bretton Woods system is often referred to as the “original 

sin” problem. 

In the context of a sovereign borrower, acquiring foreign financing would require 

accumulation of foreign reserves, having fiscal balances, and/or a reduction of domestic 

demand dependency on foreign goods and services. When governments face a real and 

impending collapse of their Ponzi debt, they find a universal solution in encouraging fiscal 

surpluses following the WC guidance. The surpluses are achieved through significant 

spending cuts (yet such cuts are detrimental to the economy given the necessity to maintain 

an extensive growth path, which requires increased government spending), aggressive anti-

inflationary monetary policies, and an increased dependence on external cash flows to meet 

debt commitments with the hope of boosting domestic savings and competitiveness 

(Duenwald, Gueorguiev, and Schaechter 2007).  

When a government borrows from international markets in foreign currency, it 

must meet its payment commitments from its foreign exchange receipts. Borrowing from 

abroad implies a current account deficit and, by definition, external deficits do not produce 

cash inflows. To maintain external stability then, an economy needs hedging: either 

 
36 Except for the sovereign issuer of the reserve currency. 
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borrowing in terms of its own currency or generating foreign currency earnings. These 

foreign earnings can come from the following sources: positive current account balances, 

accumulated foreign exchange reserves from past current account surpluses, foreign 

borrowing, and debt forgiveness (Kregel 2004b, 7).  

A positive current account balance can only be reached through a long-term policy 

of building real and financial capital, irrespective of exchange rate regime (Kregel 2004a, 

574). Under the scenario of Ponzi-type external debt, building real capital should involve 

increasing net exports as a share of GDP. This approach requires increased domestic 

productivity, matching competitiveness in international markets to increase foreign cash 

earnings and finance debt commitments. This, in turn, calls for productive investment that 

maintains the current account balance, even in the presence of the foreign capital inflows 

that are necessary for discretionary spending in the first place. Policy, therefore, should 

aim at reorganization or a set of reforms that modify the incentive structure by directing 

the production mechanism to profit-based autonomous spending, which drives income 

growth. Such a policy would imply complementary industrial and strategic trade policies 

that bring technological innovation into the production process and the consequent 

structural transformation of factor inputs, leading to a higher degree of export 

competitiveness. In a situation where current account measures are found to be ineffective 

and there is a continuous depletion of foreign reserves—but still an urgent need for capital 

inflows— Keynes’s idea of a supranational bank (clearing union) might be the proper 

policy prescription (though unrealistic due to political discontent) (Keynes 1946). 

An alternative approach to policy formation should therefore include a set of 

structural reforms targeted at the transformation of input allocation toward more 
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competitive industries, technological innovation in the production process, and strategic 

trade policies. These policies are expected to bring about increasing productivity levels, 

increasing economic growth, and a higher degree of export competitiveness. 

However, increasing competitiveness requires a reorganization of the existing 

institutional structure,37 which was grossly overlooked during the initial phases of the 

transition process. Oftentimes institutional constraints and the scale of structural reforms 

needed for such changes force the indebted countries to find alternative ways of improving 

current account imbalances—mainly through a reduction in imports and a substantial 

decline in income (Ocampo, Rada and Taylor 2009). 

Conclusion  

Domestic policy implementation in the CIS economies, guided by the universal 

wisdom of the Washington Consensus, has not shown significant improvements either in 

terms of transition progress or sustainable growth of national income. Attempts at 

stabilization often turned out to be counterproductive, leading to unsustainable debt 

burdens and stagnant growth. External imbalances, in turn, only further intensified 

domestic degradation of transition economies, creating a vicious cycle of recurrent 

crises. The key to a successful completion of the transition process is, therefore, a 

combination of policies targeted at building real capital and limiting borrowing needs in 

foreign currency based on productive capacity of each economy and their expected 

export cash earnings.   

  

 
37 Discussed in Chapter 1. 
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CHAPTER 3 

STRUCTURAL TRANSFORMATION—THE MISSING INGREDIENT 

Introduction  

This inquiry seeks to detect patterns of structural transformation in transition 

economies using a modified decomposition technique offered by the contemporary 

structuralist approach and placed within the framework of transformational growth theory. 

In so doing, it confirms that the lack of structural changes in an economy is associated with 

consistently declining or stagnant growth rates and the lack of innovative techniques 

necessary for improved productivity. Stagnating growth rates and technological decay, in 

turn, hinder the transition process.  

The study therefore emphasizes the necessity for structural reforms directed at factor 

reallocation to and the expansion of the more productive sectors of the economy. Such 

structural reforms are expected to improve and accelerate the transition process by pushing 

these economies away from the Soviet techniques of production organization, which are 

restrictive of productivity growth, dynamic technological transformation, and financial 

stability. The resulting structural evolution is then expected to activate respective internal 

and external market mechanisms responsible for generating and maintaining dynamic 

technological advancements as suggested by the transformational growth theory. Further, 

growth decomposition techniques and the analysis of macroeconomic dynamics of transition 

economies described in Chapter 2 reveal an undeniable concatenation between 

microeconomic transformation and macroeconomic climate.    

This survey is organized in the following way. First, the paper provides a historical 

overview of growth patterns of the USSR economy, followed by a comparative analysis of 
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growth experiences in transition economies of the former Soviet Union (FSU). After the 

initial scan of the growth rates, the data analysis extends to detect structural changes in 

respective CIS economies. In so doing, the analysis incorporates the Kaldorian framework 

of growth laws in conjunction with the contemporary structuralist approach of growth 

decomposition that follows the method originally put forth by Syrquin (1986).  

Based on this empirical evidence, the inquiry recommends a new policy approach of 

structural transformation targeted to increase productivity levels and technological 

innovation in the production process. Finally, the application of the transformational growth 

theory provides a strategy for maintaining the improvements of structural transformation 

through the market mechanism whose role is redefined from allocating the resources to 

generating and dispersing competitive pressures to innovate. 

Growth and Productivity 

Until the 1960s, major capitalist economies and the Soviet Union grew at similar 

rates. Western economists focused their attention on performance-based studies, trying to 

estimate how quickly the Soviets would be able to catch up and potentially, outpace the US 

economy. In the early 1970s, growth patterns of national output of the USSR economy fell 

under the general trend of globally declining growth rates.38 The nature of the Soviet 

decline, however, was different from the reduced economic growth of their Western 

counterparts. GDP growth of the capitalist countries followed the traditional business cycle 

generated by market conditions, while the Soviet centralized economy developed according 

to party directives.  

 
38 In comparison to the early post-war period.  
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Drawing from the theoretical approach of the Leontief-type input-output model (or 

its earlier version, the material balances model), the centralized Soviet hierarchy of decision 

makers viewed the economy as a system of interconnected sectors and used technical 

coefficients to relate the corresponding input to output proportions. In lieu of interest rates 

and financial markets, these technical coefficients established relative factor prices and 

helped to draft an investment plan appropriate for the desired increases in output. Each 

consecutive plan entailed a projected increase in enterprise capacity and productivity from 

the previous production levels, which means that the level of output was a determinant of 

investment (opposite of the traditional causal connection between investment and output in a 

market system).  

Capital allocation was determined based on planners’ preferences rather than on the 

access to and availability of credit. Since centrally administered prices did not convey 

reliable information about relative scarcities and production costs, planners relied on the 

information about savings of material inputs and planned increases in labor productivity to 

assess the needs for investment funds. Since the state determined all prices, including factor 

compensation of labor, it allowed them to plan for the savings rate too. The direct control 

over both investment and saving allowed for managed capital accumulation. 

 Administrative output plans consisted of a variety of targets—gross value of output, 

timely delivery, cost reduction, innovation, product variety—designed to achieve rapid 

capital accumulation and consequently, maximum growth rate. However, the execution 

levels of the centralized hierarchy (ministries and enterprise directors) constantly faced a 

success indicator problem. The fulfillment of all targets was unrealistic due to the rigidity of 

the plan, so the managers had to decide which targets to assign highest priority. Based on the 
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incentive mechanism of the Soviet administrative apparatus, reaching at least 100% of the 

planned level of gross value of output in a timely fashion was by far the most important 

target that the execution branch had to focus on. Fulfillment of the financial plans and 

product assortment were secondary to the output targets and often were fully ignored since 

the efficiency of enterprises was not assessed based on profits or cost minimization. Over 

time, this led to a series of detrimental practices in the context of the principal-agent 

problem that cumulatively led to declining productivity and stagnant growth.  

Planners directed material inputs to high growth sectors, and managers followed to 

choose “easy targets” and focus production on the heavy industry items that made a large 

contribution to gross output. The resulting need for higher input allotments and investment 

funds led to gradually decreasing output levels and establishment of perverse incentives 

within the production process. Additionally, there was a growing tension between the 

bureaucratic higher ups of the ministries and enterprise directors. The low-ranking managers 

grossly inflated their requests for investment projects to ensure a steady supply of material 

inputs and investment funds, while the ministers strategically practiced “reserving” and 

withheld the supply of resources to induce cost reduction and innovative ways to fulfill the 

plan with minimal resources.  The reward structure promoted over-fulfillment of the plan, 

which the planners used to incorporate further increases in projected output levels in future 

periods. In response, managers continuously underestimated enterprises’ capacity. This kind 

of manipulative interaction between administrative supervisors and enterprise workers 

reduced the actual control and influence of the state apparatus on economic conditions.  

It was also believed that shortages were the result of supply problems and could be 

improved by greater effort, which encouraged over-fulfillment of the plan.  However, 
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over-fulfillment of the plan required further input expansion and an ever-increasing level of 

investment to sustain further growth, setting the economy on an extensive growth path39 and 

resulting in lower growth rate over time. Enterprises were not assessed based on profits or 

cost minimization, which essentially transformed investment funds into free grants. The 

implicit absence of financial limits was what Kornai called the soft budget constraint.40 

Exceeding quotas in the more important sectors meant that other industries would run the 

risk of plan under-fulfillment due to resource shortages. Shortages in capital goods and 

demand pressures led factories to stockpile, leading to shortage spillover elsewhere in the 

economy. Overutilization of capital in some sectors and the directive to produce at full 

capacity minimized the possibility for production adjustments and resulted in repetitive 

bottlenecks.  The more some industries over-fulfilled their quotas, the more shortages and 

bottlenecks would arise. Persistent shortages exacerbated supply problems and weakened 

incentives.  

As the Soviet economy matured, it became more difficult to design optimal (i.e., 

balanced) plans. Technological improvements significantly complicated plan revisions and 

contributed to consistent technological degradation. Product or process improvements would 

mean reconfiguration of the entire output plan. The static nature of the input-output model 

implied keeping technological coefficients constant, which violated the reality of substantial 

technological changes. Introduction of new techniques carried a high risk due to the 

uncertainty of a project success, which was challenging to incorporate in the planning 

process. As a result, enterprise managers preferred to stick with proven methods. Since 

future plan targets were based on past performance, both planners and managers prioritized 

 
39 Growth as a result of input expansion rather than increased productivity.  
40 See Chapter 1. 
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stability and consistency over optimization and unpredictability related to innovation. 

Growth became a disadvantage that disrupted the planning process. Additionally, soft 

budget constraint disincentivized cost-cutting and minimized competitive pressures to 

innovate. In the second half of the 20th century, technological progress was predominantly 

reduced to generalizing techniques (instead of specialization) of production and uniformity 

of inputs. While fragile in nature, generalization created new capacity necessary to reduce 

bottlenecks. The rigidity of Soviet plan targets, lack of competitive pressures to innovate, 

persistent shortages, and soft budget constraint discouraged technological advancement. In 

the absence of institutional response or automatic stabilizers, production costs increased, and 

productivity diminished.   

Table 3.1 demonstrates that the initial growth improvements observed after the 

establishment of a rigid plan system at the end of the 1920s were not sustainable in the long 

run due to a continuous decline in productivity observed by the end of the 1960s. During the 

1930–60s, the growth rate of output exceeded that of the inputs. This indicates that 

economic growth was driven by productivity improvements. Economic performance began 

to worsen starting in the 1960s, however. By the mid-1970s, economic growth began to 

decline, while the expansion of inputs steadily increased, indicative of extensive growth 

associated with declining labor productivity, falling employment rate, acute capital 

deepening, and persistently negative capital productivity.  

  



 

111 

Table 3.1 Selected Growth Indicators for the USSR Economy 

  1928–40 1940–50 1950–60 1960–70 1970–75 1975–80 1980–85 

GNP 5.8 2.2 5.7 5.2 3.7 2.6 2.0 

Combined 

Inputs 

4.0 0.6 4.0 3.7 3.7 3.0 2.5 

TFP 1.7 1.6 1.6 1.5 0.0 -0.4 -0.5 

Capital 9.0 0.4 9.5 8.0 7.9 6.8 6.3 

Capital 

Productivity 

-2.9 3.4 -3.5 2.6 -3.9 -3.9 -4.0 

Labor 

Productivity 

1.8 1.4 4.0 3.0 2.2 1.4 1.3 

Labor 3.9 0.3 1.6 2.1 1.5 1.2 0.7 

Population 2.1 -0.8 1.8 1.3 0.9 0.8 0.9 

Source: Ofer (1987, 1778), selected entries  

 

 

The Soviet economy exhibited economic growth for about three decades, after which it 

gradually diminished. Interestingly, the growth trends of the newly independent CIS 

economies after the shock-therapy experience have a stark resemblance to the trajectory of 

the Soviet development patterns. 
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Figure 3.1 GDP per Capita (Constant USD), 1990–2020 

 

Figure 3.2 Per Capita GDP Growth (Constant USD), 1990–2020

 

Source: World Development Indicators (n.d.) 
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Figure 3.1 and Figure 3.2 indicate a noticeable improvement in economic growth 

during the 2000s after a prolonged transformational recession, followed by repetitive 

declines in GDP between 2009 and 2015, and eventually, a gradual decline. During 1992–97 

the entire CIS region was undergoing a deep transformational recession, culminating in the 

devastating financial crisis in Russia in 1998. The destructive nature of the first decade in 

transition was followed by a revival of output expansion during the 2000s, interrupted by the 

spillover effects of the great financial crisis between 2009 and 2011 and a regional crisis 

during 2014–16. While the countries managed to resuscitate positive growth rates during 

2010–20, output growth notably slowed down and took a declining trajectory for many 

countries. 

The timeline of an economic slowdown in the lagging CIS region is analogous to the 

experience of the Soviet economic decline—a brief boom during 2000s, after which growth 

started to slow down. Such a stark similarity in the evolution of output growth within the 

content of “historical backwardness”41 begs the question if the underlying causes of the 

contemporary economic decline in the CIS region might be like the Soviet experience.  

Explaining the Soviet Decline 

The unexpected phenomenon of consistent and persistent productivity and output 

decline in the USSR during the 1970 and 1980s became a popular discussion topic among 

economists at the brink of the communist collapse. The topic of the Soviet decline did not 

lose its relevance during the early stages of the transition process in an attempt to identify 

and adjust the fundamental inefficiencies of the Soviet heritage, thereby setting the newly 

independent economies on the path of exponential growth. While initially the early signs of 

 
41 As described in Chapter 1. 
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productivity losses and Soviet slowdown may have been perceived as a manifestation of the 

difference in the nature of the business cycles between market and planned economies 

(Kontorovich 2001), ultimately the economic discipline provided more elaborate 

explanations, although never reaching a consensus.  

Some attributed the decline of the Soviet economy to the problem of misallocated 

investment. While prioritizing investment projects in the high value-added sectors made it 

easier to achieve fast growth of the net material product (NMP), it also led to bottlenecks 

and shortages. Persistent bottlenecks and shortages, in turn, made it more challenging to 

produce a balanced plan and hindered labor productivity and economic growth. 

Readjustment of the investment strategy and shifting the sole focus of production away from 

heavy industry was expected to improve productivity and growth.  

Marginal productivity theory was the basis for another common opinion of Soviet 

stagnation. It was believed that the initial rapid capital accumulation led to the natural 

consequences of diminishing marginal returns, given the increased intensity of the factor 

use. However, the concept of diminishing marginal product is only capable of explaining 

why an economy may reach its asymptotic steady-state growth, not a noticeable and 

persistent decline in performance. Diminishing marginal returns associated with rising 

capital inputs cause the economy to reach a steady-state level of growth. Eventually, 

technological advancement can maintain steady-state growth given a constant capital-output 

ratio. Increasing capital-output ratio of the Soviet industrial sector, however, did not align 

with the neoclassical growth model. Thus, scholars turned to the argument of extensive 

growth (see Ofer 1987).   
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The extensive growth argument incorporated the concept of diminishing marginal 

productivity, emphasizing that the USSR economy used a continuously rising capital-output 

ratio as an alternative to productivity improvements to induce economic expansion. 

However, multiple empirical studies during the 1990s (Nehru and Dhareshwar 1993, King 

and Levine 1994) demonstrated that persistently rising capital-output ratios, considered to be 

a classic feature of extensive growth, were observed in many countries, including developed 

economies,42 successfully leading to improved growth rates.  Such conclusions questioned 

the ability of the extensive growth argument to fully explain the Soviet decline.  

In fact, there were some propositions early on suggesting that extensive growth can 

be viewed as an adaptive stage towards intensive growth if the non-traditional sector is 

subject to higher investment rate and inflow of skilled labor (Gomulka 1986, 171). As long 

as the investment rate and the supply of skilled labor increase at a faster rate in the “modern 

sector” than in the traditional sector, labor productivity will improve and generate 

technological spillovers into the rest of the economy.  

Alternatively, there were many quantitative forecasts focusing on analyzing the 

correlation between total factor productivity and output growth. Using the aggregate 

production function, Bergson (1979) explained the decline of Soviet growth by a shortfall in 

total factor productivity. In response, Easterly and Fisher noted that “once we free up the 

functional form of production function, we find no evidence for a slowdown in total factor 

productivity growth” (Easterly and Fischer 1995, 357). Therefore, they suggested replacing 

the classic Cobb-Douglas production function characterized by unit elasticity with a constant 

elasticity of substitution (CES) function. Based on their simulation of various elasticity 

 
42 Japan, Korea, Austria, France  
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values, low elasticity of substitution between labor and capital could have explained 

negative capital productivity.  

It was also noted that rising capital-output ratios must have been exacerbated by 

intensive labor substitution in the face of declining populations, leading to negative 

productivity rates (Gomulka 1986, 170). Higher employment rate was substituted for 

productivity growth. When the rate of increase of labor inputs exceeds that of population 

and real output, labor productivity diminishes, which leads to a productivity lag and slows 

down technological advancement.  

As has already been alluded to above, many performance-based studies of the Soviet 

economy relied on aggregate production functions when defining the functional form of the 

production process. However, Kontorovich rightly pointed out that such production function 

techniques were not capable of identifying the root causes of an economic slowdown 

(Kontorovich 2001, 687). Therefore, it is important to find alternative methods that can 

illuminate the input-output dynamics in relation to growth.  

Contemporary Structuralism 

Some modern approaches to analyzing the patterns of economic growth, such as 

contemporary structuralism, suggest that the changes in certain macroeconomic variables are 

associated with structural readjustment of production organization at the microeconomic 

level (Rada, Taylor, Ocampo, Felipe, Leon-Ledezma). Structural change has been strongly 

associated with economic growth. Specifically, Rada and Taylor repeatedly distinguished 

sustained productivity growth, output and labor shifts, and trade diversification as the main 

indicators of structural evolution that have been found to be linked to improved economic 

performance (Rada and Taylor 2006, Taylor and Rada 2006). According to the 
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contemporary structuralist views (Ocampo, Rada, and Taylor 2009, 7), economic structure 

can be widely characterized by:  

[…] the composition of production activities, the associated patterns of 

specialization in international trade, the technological capabilities of the 

economy, including the education level of the labor, the structure of 

ownership of factors of production, the nature and development of basic state 

institutions, and the degree of development and constraints under which 

certain markets operate (the absence of certain segments if the financial 

market or the presence of a large underemployed labor force, for example). 

 

The connection between structural transformation and economic growth follows 

from the tendency of economies to not just reproduce themselves, but to modify to different 

degrees as they evolve in terms of how and what they produce, and in what they specialize. 

The modern structuralist approach to analyzing growth patterns is therefore consistent with 

the implications of the original institutional analysis,43 which highlights the ever-changing 

nature of markets that evolve sequentially through real historical time. Transition, therefore, 

should be thought of as an ongoing, evolutionary process without a predetermined end point; 

not as a temporary, self-equilibrating phenomenon in the search of a self-seeking, steady-

state equilibrium.  

Since the 19th century, economic growth has been often associated with structural 

transformation (Felipe et al., 2009).  For decades, however, the conventional wisdom of neo-

liberal reforms44 under the tutelage of the International Monetary Fund (IMF) and the World 

Bank (WB) has ignored the necessity of structural transformation. Incorporating structural 

dynamics into traditional neoclassical growth models is challenging because such models 

require clearly defined exogenous variables to instigate economic growth. Structural 

adjustment, on the other hand, has a high degree of endogeneity with economic 

 
43 As explained in Chapter 1. 
44 Commonly known as the Washington Consensus. 
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performance. The implications of such oversight in the context of transition economies 

translated into persistence of the chronic problems such as public overinvestment, extensive 

growth, low productive capacity, and underdeveloped financial system. Understanding 

economic structure and structural adjustment therefore should be construed as a vital 

component in constructing a pertinent set of policies within rigid conditions of transition 

countries. 

While development economics offers a vast body of literature on structural 

adjustment, the traditional developmentalists view structural change as a byproduct (i.e., 

result) of growth. Structural changes almost exclusively refer to the reallocation of resources 

resulting from privatization and liberalization programs. Structural evolution is then 

perceived as a natural adjustment mechanism to new demands and new technology. Growth 

in the developing world, in turn, comes from the universally applied stabilization reforms 

and antipoverty programs. Evidently, the conventional approach ignores the need for 

structural adjustment as a prerequisite and its causal effects on the rest of the economy.  

The alternative view of structural adjustment reverses the causality between 

structural transformation and growth by stating that structural change is the cause rather than 

a result of growth, which implies the need for significant policy reconsideration 

(Baghirathan, Rada, and Taylor 2004). This inquiry, therefore, follows the contemporary 

structuralist approach to analyze the necessary structural reforms in the CIS region that 

would induce input reallocation toward more productive industries. Such policy 

reconsideration is expected to generate higher productivity levels, improve growth, and 

export competitiveness.  
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Kaldor’s Growth Laws 

According to the old development theorists (starting with Nicholas Kaldor), the 

industrial sector is the main engine of growth. Manufacturing is characterized by higher 

productivity and increasing returns to scale (Kaldor, 1966, 1967). While nowadays there is a 

common pattern of deindustrialization among more developed countries, it is still agreed 

that manufacturing is characterized by higher productivity due to “greater prospects for 

capital accumulation enabled by special concentration, the relatively high-income elasticity 

of demand for manufacturing goods, strong forward and backward production linkages […] 

with other sectors” (Kucera and Roncolato 2016, 173). The result follows from Kaldor’s 

growth laws.45  

Kaldor’s first law shows a relationship between the growth of industrial and non-

industrial output. The law implies that industrial output growth leads to increased output in 

the rest of the economy, empirically confirmed by a positive industrial growth coefficient. 

Kaldor’s second law reveals a positive correlation between industrial sector growth and 

industrial sector productivity, illuminating the emergence of increasing returns in the 

industrial sector.  

Kaldor’s third law discovers employment shifts toward more dynamic sectors of the 

economy, which eventually raises overall productivity as well as improves the within-sector 

productivity resulting from such a shift.  Based on these laws, sustained and sustainable 

 
45 The applications of Kaldor’s laws should be analyzed with great caution, considering that Kaldor’s 

conclusions are drawn entirely from the empirical results of a basic regression analysis. These laws, therefore, 

are not theoretical. They are simply an example of observed regularities and they do not yield any causal 

relations. In fact, most research on structural change and growth was empirical in nature until the 1990s due to 

the difficulty of incorporating the dynamic nature of structural change in standard growth models.  
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growth rates can be achieved by increasing the share of national income and the 

employment level in the industrial sector, as well as improving its labor productivity.  

Ocampo formalizes the definition of structural adjustment as “the ability of the 

economy to constantly generate new dynamic activities with higher productivity and 

increasing returns to scale” (Ocampo 2005, 31). Transition then should include switching to 

higher value-added activities through the introduction of technological innovation 

(introduction of new methods of production) as it bears the core issues of potential for 

sustained economic growth. Such new activities, in turn, are expected to generate higher 

productivity and increasing returns to scale, positively affecting economic growth. 

Accelerated output growth, in turn, feeds back to increasing labor productivity, resulting in a 

circular process of cumulative causation. Structural change then requires stimulating the 

dynamic sector through output and employment shifts. Those countries that can sustain 

several transitions across different stages of structural transformation turn out to be more 

successful in terms of their growth performance (Felipe and Estrada 2008).    

Structuralism uses context as the key ingredient and provides a system-wide 

approach to studying transition nations and the problems that they are confronting in the 

process of reshaping their economies. Heterodox structuralists differ from the conventional 

view in that the analysis they offer is grounded in historically common patterns of a wide 

range of economic systems, not just high-income economies. It usually starts with an 

overview of the so-called “stylized facts” (observed phenomena/data) and then works 

backward to construct a theory. One such observation is how sectoral changes in output and 

employment positively affect changes in average productivity levels and income growth, 

which translates into a higher GDP level through a positive feedback loop. 
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Decomposition 

The modern structuralist approach builds on the works of old developmentalists like 

Fisher (1939), Clark (1940), Kuznets (1957), Chenery (1960), Kaldor (1966), and Syrquin 

(1986), who have assigned a key role to employment and output shifts in inducing sustained 

growth. We can decompose national output by the contribution of every sector (value-added 

approach) to reveal the underlying relations of macroeconomic aggregates. This 

methodology allows us to describe the total change in GDP in terms of the sum of growth 

attributed to each of its components. It should be noted with caution that the method is 

descriptive, as any decomposition approach derived from an accounting identity does not tell 

us anything about the causes of growth.46 Moreover, the decomposed components of 

identities presented in this study exhibit strong endogeneity, like the effect described above 

of output and employment changes on national income and growth.   

The goal of decomposing national output is to identify the impacts of every 

component on GDP growth and the effects of resource allocations among these components. 

The purpose of this method is two-fold. On the one hand, it illustrates the heterogeneous 

nature of transition processes. On the other hand, it seeks to identify a more dynamic sector 

in contributing to economic growth. Decomposition of national income gives us a chance to 

trace dynamic changes of corresponding sectors as they pertain to overall productivity, 

growth, and structural evolution. This inquiry decomposes growth from several different 

dimensions. The first decomposition exercise examines the effect of sectoral shifts in output 

and employment on overall growth. The second exercise serves to establish relations 

 
46 For the purposes of causal connections, the results of the decomposition analysis will be applied to a broader 

framework of transformation growth theory if their consistency is evident.    
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between employment rates (i.e., a quantifier of labor market conditions) and labor 

productivity (a qualitative indicator of labor).   

     Exercise 1: Output and Employment Shifts 

To deconstruct GDP growth, it will be beneficial to use the following identity:  

 

𝑌 ≡
𝑌

𝐻
×

𝐻

𝐸
×

𝐸

𝐿
×

𝐿

𝑁
× 𝑁 

Y=output  

H=hours worked  

E=employed population (note: E/L=1-U, where U=unemployment rate)  

L=labor force 

N=working-age population  

 

Since we are interested in growth rates, employing log-differentiation with respect to time, 

the output identity above can be transformed in the following:  

 

𝑦 ≡ (𝑦 − ℎ) + (ℎ − 𝑒) + (𝑒 − 𝑙) + (𝑙 − 𝑛) + 𝑛 

(𝑦 − ℎ) = productivity growth (output per hour) 

(ℎ − 𝑒) = effort (hours per person growth)  

(𝑒 − 𝑙) = employment rate growth 

(𝑙 − 𝑛) = growth of labor force participation  

𝑛 = growth of population 

 



 

123 

Since h cannot be observed for many countries, we can simplify the above equation:  

 

𝑦 ≡ (𝑦 − 𝑒) + (𝑒 − 𝑙) + (𝑙 − 𝑛) + 𝑛 

 

Let us assume that every economy consists of three major sectors: agriculture, 

industry and services (indexed as A, I, and S respectively). Decomposition of GDP shows 

the contribution of each sector to observed growth47:  

 

𝑦𝑡 = 𝛼𝑡𝐴𝑦𝑡𝐴 + 𝛼𝑡𝐼𝑦𝑡𝐼 + 𝛼𝑡𝑆𝑦𝑡𝑆 

where 𝛼𝑡𝐴= share of sector A  

and 𝛼𝑡𝐴 + 𝛼𝑡𝐼 + 𝛼𝑡𝑆 = 1. 

 

Hence, when we take the observed amounts of sector shares and growth rates, the 

contribution of sector A to growth can be expressed in the following way:  

 

% 𝐶𝑜𝑛𝑡𝑟𝑖𝑏𝑢𝑡𝑖𝑜𝑛 𝑜𝑓 𝑠𝑒𝑐𝑡𝑜𝑟 𝐴 =  
𝛼𝑡𝐴𝑦𝑡𝐴

𝑦𝑡
 

 

Drawing on the extensive development literature on structural adjustment, the 

industrial sector tends to be the main contributor to GDP growth, both in developing and 

developed countries. As an economy progresses in its development stages, the production 

organization starts to move away from the agricultural activities towards industry, and 

 
47 Lower case letters are used for each indicator’s growth rates.  
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eventually services. Respectively, both output and employment shares start to decrease in 

agriculture and shift toward the industrial sector. Next, during the process of 

deindustrialization, output and labor tends to shift toward the service sector. This kind of 

structural transformation has been associated with sustainable growth in many regions 

(Asian Tigers, Southeast Asia, China, South Asia, Central Europe, Latin America).   

Figures 3.3–3.5 present a comparison of GDP growth with the growth rates of the 

corresponding sectoral contributions in individual CIS countries during three different time 

periods (1992–97, 2000–7, 2010–19).    

 

Figure 3.3 Sectoral Contributions (Constant USD), 1992–97 
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Figure 3.4 Sectoral Contributions (Constant USD), 2000–7 

 

Figure 3.5 Sectoral Contributions (Constant USD), 2010–19 

 

Source: Adapted from World Bank World Development Indicators (n.d.) by author 
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During the first wave of transition between 1992 and 1997 (primarily characterized 

by shock-therapy), the CIS region experienced a dramatic collapse of output, except for 

Armenia. There have been no significant changes in the structural composition of output in 

terms of the sectoral contributions of industry and agriculture. Kazakhstan was the only 

economy that successfully jump-started their service sector, achieving 12% growth. 

Interestingly, Kyrgyzstan—one of the economies assigned to specialize in agriculture by the 

planning committee of the USSR—managed to maintain positive growth rates of their 

agricultural sector. Tajikistan, Azerbaijan, Kyrgyzstan, and Ukraine were among the worst 

performers.  

The situation improved significantly after the Russian financial crisis in 1998, which 

spread to all the FSU countries. During 2000 through 2007, the entire region was growing. 

The prolonged improvements in output growth were associated with some structural 

adjustment, as predicted by the structuralist tradition. Armenia, Azerbaijan, and Kazakhstan 

doubled in size. The economies characterized by highest output growth had their industrial 

sectors contribute the most.  While the industrial activities greatly contributed to GDP 

growth, the share of services notably increased too. Tajikistan (nearly 60% GDP growth) 

and Ukraine (80% GDP growth) saw a huge spike in their service sector, closely followed 

by the industrial contribution. Agricultural contributions were higher in the fast growers, and 

negligible or even negative (Moldova) in the slow-growing countries. Structural shifts and 

economic expansion, however, were not sustained.  

The third decade of transition (2010–20) revealed a general slowdown associated 

with a growing reliance on industrial output and a much slower expansion of services. There 

was also an obvious trend reversal of best versus worst performers during this decade. The 
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countries that had consistently underperformed during the 1990–2010s (Moldova, 

Tajikistan, Uzbekistan) have transformed into the best performers, and vice versa. Moldova, 

Tajikistan, and Uzbekistan grew by around 50% each. Belarus, Azerbaijan, Russia, and 

Ukraine became the slow growers. Interestingly, Armenia was the only country that 

continued to perform well, and Georgia experienced the highest growth rate (54%) since 

independence. The output growth of these countries was overwhelmingly associated with an 

increased share of the industrial sector, followed by the contribution of services (for Georgia 

and Uzbekistan) or by the agricultural contribution (for Moldova and Tajikistan). 

Chenery hypothesized that as GDP per capita increases, the output share of the 

primary sector decreases while the shares of secondary and tertiary sectors increase 

(Chenery 1960, 650–51). Modern structuralists (Taylor and Rada 2006) tested a divergent 

set of twelve regions and observed that high economic growth is associated with structural 

evolution, but slow and volatile growers produce an ambiguous relationship. In an attempt to 

illuminate the proposed structural relationship between sectoral shifts and economic 

performance, the next set of figures provide a clearer representation of the output evolution 

in each sector and how it relates to economic growth. Figures 3.6–3.8 reveal a correlation 

between GDP growth and the growth rates of the agricultural sector during the three decades 

of transition. 
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Figure 3.6 Growth Performance and Sectoral Changes in Agriculture, 1992–97  

 

 

 

Figure 3.7 Growth Performance and Sectoral Changes in Agriculture, 2000–7 
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Figure 3.8 Growth Performance and Sectoral Changes in Agriculture, 2010–19 

 

Source: Adapted from World Bank World Development Indicators (n.d.) by author. 

 

The first decade of rapid marketization was characterized by a negative relationship 

between the level of agricultural output and economic growth. The second decade of 

“miracle” growth showed a strong positive relationship between the share of agricultural 

output and GDP growth in best-performing countries. The underperforming economies, 

however, experienced a low level of agricultural growth. During 2010 through 2019 the 

positive relationship persists, but it appears to be much weaker, resulting in a more random 

scatter.  

Comparatively, Figures 3.9–3.11 show scatter plots of GDP growth against the 

growth rates of the industrial sector.  
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Figure 3.9 Growth Performance and Sectoral Changes in Industry, 1992–97 

 

Figure 3.10 Growth Performance and Sectoral Changes in Industry, 2000–7 
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Figure 3.11 Growth Performance and Sectoral Changes in Industry, 2010–19 

 

Source: Adapted from World Bank World Development Indicators (n.d.) by author. 

 

All three decades showed a strong positive relationship between the level of 

industrial growth and GDP growth. During 2010 through 2019, some of the lagging 

countries (Moldova, Uzbekistan, Tajikistan) appeared to have caught up with the rest of the 

region mainly due to a surge in the industrial share. The evident correlation between the 

growth of the industrial sector and GDP growth in CIS confirms the popular conclusion that 

industry is the engine of economic growth. In fact, a study by the Asian Development Bank 

claims that “no country has achieved high-income status without its manufacturing sectors 

reaching at least 18% share of total employment and output over a sustained period of time” 

(Felipe and Rhee 2013, xi). However, it is also important to trace the origins of the industrial 

expansion to assess the sustainability of such growth. For example, the record levels of 

expansion for some countries (Azerbaijan, Kazakhstan, Russia) originated in the extraction 
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sector, specifically oil and gas. The dependence on energy exports had subjected these 

economies to volatile and uncertain growth paths. So, while the shift of output towards 

industry may be associated with sporadic growth, the absence of diversification does not 

allow for sustained economic growth.   

Figures 3.12–3.14 show how a relationship between GDP growth and the growth 

rates of the service sector changed over time.  

 

Figure 3.12 Growth Performance and Sectoral Changes in Services, 1992–97 
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Figure 3.13 Growth Performance and Sectoral Changes in Services, 2000–7 

 

 

Figure 3.14 Growth Performance and Sectoral Changes in Services, 2010–19 

 

Source: Adapted from World Bank World Development Indicators (n.d.) by author. 
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There is a stable positive relationship between the growth of services and GDP 

growth throughout the entire transition experience. The correlation appeared to be stronger 

during the first decade of transition. A relative drop in sustained service expansion can be 

partly explained by the challenge of shifting cultural patterns of behavior. The traditional 

Soviet mentality frowns upon outsourcing services outside of households. Additionally, 

financial services, which usually increase during the development process, continue to be 

very limited in this region as many financial systems are still underdeveloped.  

Exercise 2: Labor Productivity and Growth 

Combining Kaldor’s laws and the contemporary structuralist analysis, one can infer 

that “there is a close relationship between the structural dynamics of employment and 

productivity of the industrial sector and labor productivity growth in the economy as a 

whole” (Pieper 2000, 67). We can therefore trace common structural characteristics by 

looking at changes in output, employment, and productivity from another angle. This section 

decomposes output growth into separate contributions of labor productivity and employment 

rate. The decomposition follows from the following identity:  

𝐿 =
𝑌

𝐸
 → 𝑌 = 𝐿 × 𝐸 

where L = labor productivity  

E = number of employed  

Y = output  
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When we divide both sides of this identity by the working-age population (N), it 

follows that GDP per capita is the product of labor productivity (output per worker per unit 

of time) and employment rate. Next, log differentiation with respect to time transforms this 

ratio into a sum of growth rates:  

y = l + e  

which reads as:  

 

per capita growth of output = growth of labor productivity + growth of employment rate  

 

Per capita GDP growth, therefore, results from a combination of employment growth 

and productivity growth. This means that per capita incomes will increase as long as labor 

productivity growth is positive and aggregate demand grows at a rate higher than 

productivity, ensuring sufficient employment creation. Productivity improvements have 

been a major contributing factor to the gains in real GDP growth. Pigeon and Wray (1999) 

show that while output growth in Western Europe and Japan can be attributed to 

productivity contributions, the United States and a number of other developed countries 

have been dominated by employment growth.  

Figures 3.15–3.17 show the corresponding breakdown of employment and labor 

productivity growth, indicating that output growth in the CIS region can be overwhelmingly 

attributed to employment creation rather than productivity improvements.  
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Figure 3.15 Per Capita GDP Growth, Labor Productivity Growth, Employment Growth, 

1992–97 

 

 

Figure 3.16 Per capita GDP growth, labor productivity growth, employment growth, 2000–7 
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Figure 3.17 Per Capita GDP Growth, Labor Productivity Growth, Employment Growth, 

2010–19 

 

Source: Adapted from World Bank World Development Indicators (ILO estimates) (n.d.) by 

author. 

 

It is noticeable that per capita GDP growth in the CIS countries can be attributed 

primarily to employment growth. The anticipated collapse of labor productivity during the 

early stages of transition did not manage to recover even during the boom of the 2000s—

labor productivity contributions were predominantly negligible or even negative 

(Azerbaijan, Georgia, Moldova). Serious productivity challenges even in the best-

performing economies once again indicate the problem of diversification. While the 

prevailing structural environment allows for sufficient employment creation, it does not 

allow for productivity improvements. The expansion of labor inputs becomes a substitute for 

productivity improvements. Considerable increases in employment rate, in turn, can be 
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explained by the negative population growth of the FSU region as well as consistent job 

creation and low unemployment rates after the transformational recession. In fact, 

persistently declining unemployment rates have been a leading macroeconomic trend in the 

former USSR, as shown in Figure 3.18.  

 

Figure 3.18 Unemployment Rate in CIS, 1991–20 

 

Source: World Bank World Development Indicators (ILO estimates) (n.d.) 

 

Unemployment targeting originated during the Soviet era as a way for the autocratic 

government to guarantee social equality, which, in turn, ensured the dominance of the 

political power held by government elites. Additionally, shortages associated with 

permanent excess demand created an illusion of full employment as the economy was forced 
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to constantly operate at full capacity. Given that the economy is at full capacity, there is no 

room left for necessary adjustments because of planning mistakes—neither at the aggregate 

level, nor in terms of re-switching the proportions of output or factor relocation. 

 Interestingly enough, unemployment rates tend to be lower over time in those 

economies that have not made much progress in their transition process.48 This means that 

such economies do not suffer from high unemployment rates per se, but from lack of jobs 

that offer higher wages usually achieved through structural adjustments in labor markets. It 

can be concluded that such adjustments will include an increase in the number of jobs with 

higher earnings as well as more open access for such jobs. In addition, the dynamics of labor 

markets are also associated with improvements in job quality in different sectors of the 

economy as well as movements of workers from one sector to another. According to 

Cichello and Sienaert, labor earnings of the poor have improved from increases in labor 

productivity in originally lower productivity sectors and movements of workers from low 

productivity sectors to more productive sectors (Cichello and Sienaert 2009).  

According to the stylized facts, the industrial sector is the prime motor of 

productivity gains through economies of scale. But a higher rate of productivity growth in 

industry can negatively impact employment creation unless it is offset by a relatively large 

increase in effective demand in order to result in net job creation. So, while the leading 

sector has higher productivity, it would not necessarily be the source of employment 

creation. Similarly, the service sector is often characterized by lower productivity increases, 

but higher rate of employment creation. Thus, the extent to which a sector can be dynamic is 

not purely measured by economies of scale, but also by how efficient it is to create 

 
48 Armenia and Georgia being the exception since their economies have been continuously characterized by 

relatively high unemployment rates.  



 

140 

employment opportunities. The shifts in employment shares also affect overall productivity 

levels. Figures 3.19–3.21 show employment shifts toward the different sectors during the 

three decades of transition. 

 

Figure 3.19 Sectoral Shifts in Employment, 1992–97  
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Figure 3.20 Sectoral Shifts in Employment, 2000–7 

 

Figure 3.21 Sectoral Shifts in Employment, 2010–19 

 

Source: Adapted from World Bank World Development Indicators (ILO estimates) (n.d.) by 

author. 
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The early stage of transition (1992–97) was characterized by employment shifts 

toward services (Moldova, Russia, Turkmenistan, Belarus, Ukraine) and agriculture 

(Kyrgyzstan, Tajikistan, Ukraine, Azerbaijan). Interestingly, the countries with the largest 

increases in agricultural employment were lagging in terms of GDP growth. The booming 

years of 2000–7 showed a considerable shift toward industrial employment (Kyrgyzstan, 

Moldova, Armenia, Azerbaijan, Kazakhstan, Georgia) and further reallocation toward 

services (Moldova, Kyrgyzstan, Tajikistan, Uzbekistan, Belarus). During 2010–19, 

employment in industry continued to grow (except in Belarus, Ukraine, and Russia). The 

largest employment shifts to the industrial sector occurred in the best-performing 

economies. Reallocation of labor towards services has become more uniform throughout the 

CIS region, but the rate at which workers moved to services has declined.  

The substantial increases in the share of industrial employment in the CIS region was 

not consistent with the traditional expectation of low job creation and high productivity in 

this sector. The periods of fast growth were associated with rising shares in both industrial 

output and employment, but not productivity. As predicted, however, the service sector in 

slow-growing countries experienced a relatively low share of output associated with net job 

creation.  

Decomposition Addendum 

The empirical survey of decomposed macroeconomic variables reveals that the CIS 

economies have maintained very low levels of labor productivity and were not able to 

resuscitate productivity growth over the three decades of transition. Industry continues to be 

the dominant sector in fast-growing economies, concentrated primarily in extractive sectors. 

Lack of diversification and continuous labor expansion at the expense of productivity 
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improvements show signs of an economic slowdown similar to the decline of the Soviet 

economy.  

It is also important to recognize the significant limitations of the presented empirical 

overview based on these decomposition techniques. The conclusions of the decomposition 

patterns cannot provide any causal relationships, especially when there is a high degree of 

endogeneity between the variables in question. For example, employment and productivity 

changes are both determined by GDP growth and affect GDP levels in future periods. This is 

also why multi-sector analysis of structural shifts could not find its way to formal growth 

models that relied on exogenous determinants of economic growth.  

Another flaw of the decomposition method is related to the choice of measurement 

units. Since labor productivity is defined as output per worker per unit of time, the operating 

unit of this measure is the dollar-denominated level of output per hour worked derived from 

market prices. The decomposition in and of itself does not shed light on different aspects 

that might influence the monetary value of productivity, because labor productivity growth 

is viewed as a residual of GDP growth and employment growth. A secondary sector can 

grow because of improved productivity, population growth, higher wages, and/or higher 

value-added fueled by changes in demand. This means that if national income rose, for 

example, due to a uniform increase in wages, it would also be associated with an increase in 

labor productivity. Alternatively, when GDP growth is associated with rising oil prices in 

energy-abundant countries, the change in labor productivity also goes up. In fact, this is 

exactly what happened in Azerbaijan during the 2000s. Their GDP and industrial share grew 

proportionate to the changes in crude oil prices. Alternatively, changes in labor productivity 
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are also dependent on changes in employment rate. So, if there is negative population 

growth, then productivity is expected to rise. 

When labor moves from one sector to another, output share is expected to increase in 

the sectors with more labor inputs. According to Engel’s law, when consumption of a good 

is satiated, the share of total expenditures for that specific good decrease and a greater share 

of expenditures is dedicated to other types of goods. However, the agricultural sector is 

constrained by a finite level of food products necessary to satisfy the domestic demand. So, 

employment shifts out of agriculture make the agricultural sector very productive, because it 

still has to produce the same level of output to satisfy food needs domestically unless a 

country is a major exporter of agricultural goods. Since agricultural productivity rises faster 

than demand for agricultural output, labor shifts elsewhere.  

Transformational Growth and Structural Adjustment 

This idea that structural adjustment needs to take place for any prospects of long-

term shifts in economic development can be traced back to the classical tradition in 

economic theory in the writings of Smith, Marx, Veblen, and Schumpeter. Due to a conflict 

with the rigid assumptions of neoclassical growth models, many publications on the 

relationship between structural adjustment and growth have been empirical in nature until 

the 1990s. The early developmentalists noticed the inability of the mainstream growth 

models to incorporate structural change in their models because “the assumptions normally 

used in formal growth models do not explain differences in sector growth rates. [...] General 

equilibrium models imply optimality or even necessity of proportionate expansion of all 

sectors in the long run, a growth pattern which is only observed when per capita income 

does not increase” (Chenery 1960, 625).  
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Many structuralists frame their analysis within the endogenous growth theory—a 

replacement of exogenous growth models. The main appeal of endogenous growth models is 

partly related to accepting the endogenous nature of technological progress. It is widely 

believed that structural change is driven by innovation. Innovation leads to productivity 

improvements and higher demand for new products, which result in output and employment 

reallocation.  

This study, however, avoids using endogenous growth. Endogenous growth models 

are based on aggregate variables and are therefore characterized by structural homogeneity, 

essentially viewing the economy as one sector. On the contrary, the analysis of structural 

change requires a multi-sector model that can formalize the dynamic nature of structural 

shifts observed empirically for many decades (Pasinetti 1981). Most variations of 

endogenous growth models are also supply sided and therefore do not incorporate the effects 

of demand changes on output and factor reallocation. Like other mainstream models, 

endogenous growth theory focuses on specification of determinants of asymptotic steady 

states, which ignores the different stages of development. These models also aim to achieve 

a stable equilibrium, which does not reflect the continuously changing nature of markets that 

never reach a stationary state. As pointed out by Syrquin (1998, 158): 

Once we abandon the fictional world of homothetic preferences, neutral 

productivity growth with no systematic sectoral effects, perfect mobility and 

markets that adjust instantaneously, structural change emerges as a central 

feature of the process of development and an essential element in accounting 

for the rate and pattern of growth. 

 

Instead, this paper puts the structuralist policy suggestions within the framework of 

transformational growth theory. Transformational growth, developed by Edward Nell 

(1998), reflects the actual purpose and functionality of markets, identifies modern market 
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mechanisms, and most importantly, is consistent with the evolutionary, ever-changing nature 

of market systems that continuously strive to generate new dynamic activities. 

Transformational growth theory also unifies the results of the institutionalist analysis of 

Chapter 1 and policy implications of Chapter 2.  

According to Nell, the main role of markets is to generate competitive pressures to 

innovate, finance, and disseminate new processes and/or new products throughout the 

economy, ensuring the ongoing growth of an industry and eventually, the entire economy. 

Historically, this pressure to change things comes from scarcity or necessity within a certain 

sector or even within an individual enterprise. Introduction of new methods gives rise to the 

disruption of the old order, inducing a structural imbalance. Structural imbalances must 

occur endogenously, resulting in a system’s response that leads to reproduction of similar 

inconsistencies if corrected. The endogenously generated and reproduced structural 

imbalance is the required pre-existing disequilibrium of behavioral patterns that is needed 

for a successful institutional adjustment (Foster 1981, Bush 1987).  

The job of the market mechanism then is to fix this disruption by adapting a new 

technology. The adjustment process pushes the production process towards the structure of 

flexible resource employment through economies of scale and making some of the 

previously fixed costs into variable costs. As a result, cost patterns and product quality 

change, making it possible to adjust output and employment levels (instead of prices) to any 

variations in demand. The original imbalance of the production process then becomes a new 

disturbance, ensuring continuous reproduction of an imbalance as long as markets attempt to 

correct it. 
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The disturbance of innovation is intensified through such adjustments. The efficient 

adjustment process entails cost cutting and quality improvement, which transforms 

institutions of production organization and the economy in general. The reproduction of 

imbalances constitutes positive feedback for market workings and ensures a continuous 

process of technological change and growth typical for a dynamic social order.49 

Technology therefore increases adaptability of the production process, while growth 

becomes the major instigator of innovation and change. However, for technology to develop, 

there must be pressures to improve the ways things are done and the general willingness to 

accept such improvements as well as the existence of the selection process that would 

choose the promising improvements according to market standards.  

Additionally, for markets to diffuse new technology and hence, increase the 

adaptability of the production process that enhances growth, markets also need to continue 

to expand either through the expansion in the number of participants, the increased incomes 

of those participants, or by inheriting new functions that were previously executed by a 

different institution. Nell emphasized the inadequacy of a steady-state equilibrium since 

“[...] to function normally, and to successfully maintain and reproduce its basic institutions, 

the market system must expand” (Nell 1998, 11). Technology drives institutional change, 

which then leads to growth when adapted properly. In a capitalist economy, this process can 

only be complete when the market mechanisms operate normally, executing its proper 

functions. The proper function of markets is to generate competitive pressures that increase 

productivity rather than to reallocate resources.   

 
49 Dynamic social order constitutes a socio-economic system that continuously evolves through time and 

results in expansion through social changes and institutional development. In contrast, a static social order is 

characterized by the system’s self-reproduction, restoration of the original equilibrium, and hence, stability and 

repetition (Nell 1998, 11–12)  
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Adolph Lowe called for a radical technological and social transformation, especially 

in such a rigid economic climate as a Soviet mode of production where the existing capital 

stock and static production mechanisms act as the main structural barrier (Hagemann and 

Kurz 1990, 749–50). For Lowe, pursuing a new growth path is directly related to a change in 

technology accompanied by liquidation of the old capital stock under public controls. As a 

result, the adaptation of new technology creates the need for factor movements and redirects 

resources to more productive sectors.  

Systemic restructuring and diffusion of technology have been very challenging in the 

CIS economies, partly because the authoritarian governments refuse to decentralize their 

power to initiate the new process of learning and adaptation. Modernization of the economy 

and markets implies a repetitive change in the patterns of authority. Many of the CIS 

countries remain autocratic, which implies a conflict of interest. Those economies that do 

attempt to embrace the path to structural evolution and investment reorganization face 

severe and often aggressive response from the more powerful economic counterparts (see 

conflicts of Georgia versus Russia, Ukraine versus Russia).   

Conclusion  

The persistence of structural transformation required for sustained economic growth 

has not yet been achieved in the CIS economies. Continuously stagnant productivity growth 

and sporadic sectoral reallocation of employment and output do not constitute sustained 

structural dynamics, regularly associated with sustained economic growth. Markets in 

transition economies are not set up to perform their primary function of generating and 

diffusing competitive pressures necessary for innovation and structural change. Preservation 

of Soviet techniques in production organization restricts productivity growth, dynamic 
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technological transformation, financial development, and growth overall. There is a need for 

a redirection of policy approach toward dynamic structural transformation targeted to 

increase productivity levels and dispersion of technological innovation in the production 

process, complemented by conducive macroeconomic conditions and financial stability.  
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