
Major economic crises have the 
potential to destabilise political 
regimes and can either hinder or propel 
structural reforms. The political and 
policy impact of the current crisis, 
however, has thus far been muted. 
Despite political turnover, there have 
been few significant changes in policy 
direction. The post-crisis period is likely 
to be characterised by only modest 
political or institutional changes.
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As Chapter 5 has shown, there remains a sizeable unfinished 
reform agenda in the transition region. Enhancing the quality  
of market-supporting institutions will be particularly critical. 
However, in light of the current crisis, what is the likelihood  
of such reforms actually being implemented? Will the crisis  
tip certain crisis-hit countries over the threshold, which might 
generate pressure for large-scale changes to political or 
economic institutions? If so, what would be the likely nature  
of such changes? Will the crisis encourage further market-
supporting reforms or will it trigger a wave of transition 
reversals? As this episode is sometimes viewed as a “crisis  
of capitalism”, could it trigger a backlash against reforms?

This chapter addresses these questions by drawing on the 
literature on the political economy of reform, the experience in 
previous crises of comparable magnitude and the effects that 
the current crisis appears to have had on reforms and political 
systems in the transition region so far. The institutional and 
policy changes assessed in this chapter include changes of 
system – changes to the constitutional order and system of 
government – as well as changes within system – turnover in 
political leadership, adjustments to the legal and regulatory 
framework, the financial system, or revisions to property and 
contract rights. The latter result in changes to the level and 
nature of the state’s involvement in the economy, but do not 
threaten the fundamental basis of the political order.

The first section of the chapter briefly reviews the literature on 
crises and institutional and policy change. The second section 
examines the 1997-98 Asian crisis and the 1998 Russian 
financial crisis and their effects on the institutional and policy 
environment. The third applies the lessons of these illustrative 
cases to the current crisis and the likely impact on reform in 
the transition countries. The last section concludes.

Crisis, institutions and policy change

Institutions – broadly defined as “the rules of the game” –  
are resistant to change.1 Vested interests make it difficult to 
push through reforms that will inevitably erode their privileged 
position.2 Even when reforms would benefit large segments 
of society in the long term, they tend to impose short-term 
costs on well-organised opponents, making them difficult to 
implement for political reasons.3 

How, then, does institutional change take place? Research on 
the political economy of institutions and reform suggests that 
institutional change takes place incrementally as interests  
shift over time and new constituencies supporting reform  
(for example, a growing middle class) become better organised 
and positioned to advance their policy preferences.4 However, 
a large shock, such as a sharp economic contraction, national 
emergency or political crisis, can accelerate the process  
of change.5 

If a crisis does trigger major institutional change, what direction 
will it take? For the purposes of this chapter, two forms of 
change that are sometimes observed after crises are of 
particular interest: large reactions against the status quo leading 
to regime change (as distinct from government turnover) or an 
economic paradigm shift; and policy adjustments to address 
institutional deficiencies revealed by a crisis.

A deep economic crisis will sometimes generate a reaction 
against a regime, ideology or institutions that either gave  
rise to it (if its source was internal) or made a country more 
vulnerable to it (if its source was external). A crisis can weaken 
interest groups benefiting from an inefficient status quo, either 
directly or through the loss of public support. It can also make 
the public more willing to tolerate painful institutional reform. 

Reactions against the status quo can involve revolutions and 
political regime shifts: the First World War contributed to the 
revolution in Russia, the Great Depression facilitated Hitler’s 
rise to power and the Asian economic crisis led to the collapse 
of the Suharto regime in Indonesia. Crises can also trigger 
major changes in economic paradigms and institutions: the 
Great Depression led to the New Deal in the United States  
(see Box 6.1), the Second World War to the Bretton Woods 
institutions and the United Nations, and the Latin American 
debt crisis of the 1980s to a new economic paradigm that 
became known as the Washington Consensus. Hence, 
reactions against the status quo can, but often do not,  
lead to welfare-improving outcomes. 

The second type of change triggered by crisis includes policy 
improvements and institutional reform within the broad 
framework of existing political regimes and institutions.  
Crises make past policy failures visible, encourage learning 
from experience and can serve as a wake-up call to introduce 
changes in policy stance, regulatory framework or institutional 
structure.6 A crisis can also loosen the constraints faced by 
a reform-oriented government (such as the need to preserve 
a governing coalition) and so give it greater scope to  
pursue reforms. 

Examples of policy adjustments of this type include: economic 
reforms that were introduced in Chile in the mid-1980s in 
the wake of a major balance of payments and banking crisis; 
reforms of monetary and fiscal institutions undertaken by many 
Latin American countries after the crises in the late 1990s; 
and the regulatory reforms under consideration in Europe  
and the United States in reaction to the current crisis. The 
common thread of such reforms is that they constitute an 
attempt to improve existing policies and institutions, rather 
than overthrowing them and replacing them with an  
alternative paradigm.

Based on this distinction, two main areas for analysis are 
considered over the remainder of this chapter.

–  Will the present crisis reach the level that could trigger a 
large reaction against the status quo in the transition region 
and, if it does, what elements of that status quo are likely to 
become the target? Will it be the paradigm of market reform 
which many countries have embraced in the last decade or 
will it be the (often authoritarian) regimes and institutions 
that have sometimes stood in the way of change?

–  Where countries do not experience a significant reaction 
against the status quo, will the crisis trigger policy 
improvements and institutional reforms?
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The answers will depend on the prevailing political and social 
conditions in the transition countries and on the role of the 
international community. Research on the political economy  
of reforms suggests that the following factors may play a role. 

–  The degree of social cohesion (or social disaffection) and 
publicly perceived policy success before the crisis: countries 
in which policies enjoyed strong public support just prior  
to the downturn are less likely to experience an anti-status 
quo reaction. Similarly, systems viewed by their citizens  
as illegitimate are more likely to collapse under the stress  
of crisis.

–  Conditional international support: where the international 
community subscribes to a core set of reform principles  
(for example, during the time of the Washington Consensus) 
and makes aid conditional on the enforcement of those 
principles, a crisis may present the opportunity to press  
for reforms that have previously been blocked.7 

–  Regime type: a crisis is generally less likely to lead to 
a regime shift in democracies than in authoritarian 
government structures. However, this may not be the case  
in countries with short democratic traditions or low social 
cohesion, whose leaders (or elites, such as the military)  
may justify a shift towards authoritarian rule as necessary  
to combat a crisis. Furthermore, it is not clear whether 
democratic regimes are necessarily superior in implementing 
good policy adjustments. Constitutional checks and balances 
can provide an institutional mechanism for peaceful conflict 
resolution, increase accountability of rulers and encourage 
credible commitments by political leaders.8 However, the 
dispersed decision-making authority in democracies can 
also make it more difficult to take decisive political action.9 

The next section examines how these factors have shaped 
institutional arrangements and policy reactions in two emerging 
market crises (the Asian crisis of 1997-98 and the Russian 
financial crisis of 1998) that had several elements in common 
with the current crisis in the transition region. 

Box 6.1
The Great Depression and the New Deal
The Great Depression was the most severe economic crisis  
of the 20th century. Triggered by the US stock market crash 
in 1929, it lasted for nearly a decade and had economic and 
political repercussions around the world. Although the current 
crisis has not resulted in as severe a global downturn, and 
both faster and more effective policy action by the most 
affected countries appears to have put countries back on  
a growth path far more quickly this time around, the global 
nature of the Great Depression nonetheless evokes several 
parallels with the current economic crisis.

Like the current crisis, the Great Depression started in the 
United States and followed a period of robust growth in the 
preceding decade that was prone to a series of speculative 
bubbles, including in real estate. As in the 1920s, the near 
decade-long boom in the transition region after 2000 created 
a large middle class whose increasing consumption levels  
and investment in the stock market helped to drive growth. 
The response to the sudden economic collapse, and to the 
counterproductive policy reactions of the governments in 
place at the time, was a strong anti-status quo reaction 
in countries where the crisis hit the hardest.

In political terms this led to electoral victories for opposition 
forces in the United States (where Franklin D. Roosevelt was 
elected for the first time in 1932), Canada (where the Liberals 
were replaced by the “Imperial protectionist” Conservatives), 
France (which turned to the left-wing Popular Front 
movement), Germany (where the National Socialist Party 
gained ground and helped elect Adolf Hitler as chancellor  
in 1933) and Latin America (which turned to populist leaders 
who rejected global free trade). Europe’s most fragile 
democracies – Germany, Italy and Spain – all turned towards 
authoritarian forms of government in the wake of the sharp 
economic decline and high rates of unemployment that 
attended the global downturn. Meanwhile, governments 
across Europe and North America adopted protectionist trade 
and exchange rate policies, slowing or reversing the process 
of global integration and stoking continental rivalries.

In the United States the strong anti-status quo reaction 
manifested itself in the rejection of the laissez faire 
orientation of the outgoing Republican Party and President 
Herbert Hoover. Following Roosevelt’s inauguration in 1933, 
his new Democratic Party administration took immediate 
steps to restore solvency to banks and set about a complete 
overhaul of the regulatory framework in the financial  
system through the Glass Steagall Act of 1933 (separating 
investment banking from commercial banking), the creation  
of the Federal Deposit Insurance Corporation, and the 
Securities and Exchange Act of 1934, which for the first  
time established independent regulation of the stock  
market and its participants.

These steps to rescue banks and restore stability to the 
financial system were set within the broader context of 
Roosevelt’s New Deal, which saw the introduction of a set  
of economic policies and institutions governing industry,  
the labour market, agriculture and infrastructure. The new 
administration also pushed through Congress an assertive 
fiscal stimulus package to boost employment and output 
through public works. In the social sphere, the Social Security 
Act of 1935 laid the foundations for the modern US welfare 
state with the first-ever provision for a national pension 
system, unemployment insurance and a social safety net  
for the poor and disabled.

The Great Depression sparked a crisis of capitalism that in 
turn brought about a paradigm shift in thinking about the role 
of the state in economic affairs. In the United States, the 
New Deal amounted to a fundamental overhaul of institutions 
of governance. The previously unquestioned belief in the 
efficiency of markets and a minimal role of the state in 
delivering a socially optimal return was dismantled. In its 
place the Roosevelt administration put the Keynesian belief  
in activist government and fiscal policy to manage the 
national economy and boost both aggregate demand  
and employment.
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Impact of the Asian and Russian crises on reforms  
and institutions

The Asian crisis was similar to the current crisis in that it was 
the consequence of financial and macroeconomic imbalances 
that developed from an era of fast, market-based growth and 
increased openness. It is therefore instructive to examine the 
extent to which the crisis triggered policy reforms or a larger 
reaction, and what elements of the status quo in particular 
came under attack. The Russian financial crisis is particularly 
relevant because it was the first major crisis in the transition 
region after the recessions that followed the collapse  
of central planning. The question in this case is, what  
impact did it have on the trajectory of structural and 
institutional reforms? 

Asian crisis of 1997-98
The Asian crisis hit the region unexpectedly after a decade  
of strong economic performance. Annual GDP growth in the 
ASEAN-5 countries (Indonesia, Malaysia, the Philippines, 
Singapore and Thailand – often referred to as the “Asian 
tigers”) had averaged about 8 per cent during the 1990s.  
As in the transition region a decade later, this growth process 
also resulted in the gradual accumulation of economic 
vulnerabilities, particularly in the financial sector (see Box 1.3 
in Chapter 1). The crisis across the region was triggered by a 
sudden shift in investor sentiment towards emerging market 
risk and an ensuing large private capital outflow, reversing the 
trend of the previous decade.10 The result was a balance of 
payments crisis, unprecedented financial turmoil and dramatic 
economic decline (see Chart 6.1).

What makes this crisis an instructive test case for the political 
economy of reform is that developments leading up to it could 
be (and were) interpreted in quite different ways.

From one perspective, the Asia region went too far in opening 
itself to international capital flows and became the largely 
innocent victim of a sudden loss of investor confidence.11 
On this basis, an anti-status quo reaction could have 
manifested itself in an attempt to reintroduce capital  
controls and reverse financial integration. 

 Another interpretation was that the region, while pursuing  
a successful growth model, made mistakes by ignoring growing 
vulnerabilities in the financial sector, allowing excessive  
private debt accumulation and foreign currency-denominated 
borrowing, and engaging in distortive fiscal and trade policies 
(including preferential finance and subsidies to export-oriented 
industries and protectionist tariffs to help import-competing 
producers).12 This interpretation, favoured by international 
financial institutions (IFIs) and particularly the International 
Monetary Fund (IMF), would suggest policy adjustments to 
result from the crisis. 

A further view agreed that policy mistakes had been made  
but saw them as the manifestation of weak governance and 
deficiencies in the political system (or “crony capitalism”).13 
From this perspective, an anti-status quo reaction should 
have forced a change in the political regimes of the  
crisis economies.

In the event, the changes brought about by the crisis reflected 
both a massive anti-status quo reaction triggering political 
change (more so in some countries than others) and policy  
or institutional adjustments.

Following the outbreak of the crisis, most incumbent political 
systems were undermined with consequent changes in regimes 
and/or governments.

 The most pronounced change occurred in Indonesia, which had 
been ruled by Suharto’s authoritarian regime for more than 
three decades. The regime could not mount a coherent crisis 
response, in part because the IMF’s conditionality was in direct 
conflict with the economic interests of the Suharto family.  
After deepening economic chaos and weeks of riots in the  
first part of 1998, Suharto was forced to resign. This triggered 
a process of democratisation that culminated in the country’s 
first free elections in June 1999. Subsequently, stronger 
checks and balances in the political system, including greater 
authority for parliament and term limits for the president,  
were adopted. 

 In Korea and Thailand (both classified as democracies) the 
crisis prompted a change of political administration but not a 
shift to a new system of government. If anything, it appeared  
to accelerate the trend in both countries towards further 
consolidation of democratic rule and institutions. In Korea  
the crisis discredited the government of Kim Young-sam and 
its ties to the major business conglomerates (chaebols). The 
victory of the opposition in presidential elections in 1997 
marked the first true break from the era of military dictatorship. 
In Thailand the new government ushered in changes to the 
constitution, enhancing the impact of the crisis on  
fundamental institutions of governance.

 In Malaysia, although equally affected by the crisis, the political 
repercussions and anti-status quo sentiment were less 
dramatic. A broad reform movement, inspired by popular 
protests in Indonesia and fuelled by widespread dissatisfaction 
with the Mahathir government, gained strength but failed to 
oust the incumbent government coalition in the hotly contested 
parliamentary elections in November 1999.

Chart 6.1
Real GDP growth: selected East Asian countries  
(per cent year-on-year)

■ Indonesia   ■ Korea   ■ Malaysia   ■ Thailand   

Source: International Monetary Fund (IMF).
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The degree of social cohesion and underlying democratic values 
within these countries helps to explain these differences.14 
In Indonesia support for a more democratic political regime 
among students and the middle class, together with a 
generalised lack of trust in the existing institutions, had  
grown progressively. In Korea and Thailand popular support  
for democracy was widespread, preventing any potential 
reversals towards authoritarian rule in the wake of the crisis  
and propelling further democratic reforms. In Malaysia, by 
contrast, support for democracy was weaker and more  
diffuse and there was less pressure for new leadership.15 

The Asian crisis was followed by a wave of market-supporting 
economic reform in all four of the above countries, coupled 
with a stronger institutional role for the state.16 

–  Financial regulation was strengthened and financial sector 
reforms were introduced. Insolvent financial institutions were 
closed and distressed assets transferred to government 
agencies for restructuring (except in Malaysia). Viable 
financial entities were recapitalised through public funds.  
All countries introduced measures to significantly strengthen 
prudential regulation of the banking system, including loan 
classification and tightening of provisioning requirements, 
stronger capital adequacy standards and higher minimum 
capital requirements.

–  Outside the financial sector, incentives to improve corporate 
governance were introduced. Measures were taken to 
strengthen disclosure, accounting and auditing standards,  
as well as the legal and supervisory frameworks for markets. 
Bankruptcy laws were strengthened in Indonesia, Korea  
and Thailand.

–  Steps were taken to better separate private and public 
sectors and to promote competition. Restrictions on the  
use of public funds to bail out private sector corporations 
and liberalisation of foreign investment in ownership and 
management were introduced in all four countries. 
Competitive procedures for privatisation of government 
assets and for procurement were introduced in Indonesia, 
Malaysia and Thailand. Competition laws were strengthened 
in Indonesia, Malaysia and Thailand and price controls were 
removed in Indonesia and Thailand.

–  The crisis also led to further trade liberalisation. Indonesia 
reduced import tariffs and export taxes and eased quantitative 
restrictions on imports and exports. Korea also eased 
quantitative restrictions on imports. However, in response to 
capital outflows and speculative pressures on the domestic 
currency, Malaysia introduced short-term capital controls and 
restrictions on foreign exchange transactions.

The crisis therefore appears to have triggered a similar impetus 
to reform in the four countries, although the effects may have 
been less extensive in Malaysia – which, unlike Indonesia, 
Korea and Thailand, did not manage the crisis within the 
context of an IMF-supported programme (although it 
consulted with the IMF and other IFIs during the crisis).

1998 Russian financial crisis
The financial meltdown in Russia in August 1998 was a  
home-grown crisis that severely affected the real economy, 
the financial sector and government finances. Although Russia 
had just started to grow year-on-year in 1997, led by the 
economy in and around Moscow, output was estimated to have 
contracted in 43 out of 79 regions in the rest of the country  
in that year. The economy continued to struggle in 1998, 
aggravated by a sharp drop in oil prices that also made a large 
dent in public finances. This was temporarily filled by issuing 
short-term debt (GKOs) at very high interest rates, which 
became difficult to roll over in June and July. Following a failed 
IMF-backed rescue attempt, the Russian government on 17 
August 1998 announced a simultaneous devaluation of the 
rouble, its intention to default on most of its outstanding debt 
and a moratorium on the repayment of principal on foreign debt  
owed by Russian banks and firms. This sparked a run on the 
currency and on the banks, and a sudden spike in inflation to 
levels not seen since the stabilisation programme of 1995.

The crisis had immediate spill-over effects in the 
Commonwealth of Independent States (CIS) and other 
transition countries with close trade and financial links to 
Russia. Five countries, including Russia itself, experienced 
crisis-induced economic contractions in 1998 or 1999: Russia 
by -5.8 per cent, Moldova by -6.5 per cent and Kazakhstan 
by -1.9 per cent in 1998; and Estonia by -0.3 per cent and 
Lithuania by -1.5 per cent in 1999. The economies of other 
CIS countries were also weakened but did not experience  
a fall in real GDP growth.

Like the Asian crisis, the 1998 Russian crisis combined all  
the ingredients that could have justified policy adjustments, a 
major reaction against the status quo, or a combination of the 
two. Political conditions ranged from fairly new and sometimes 
fragile democracies in central Europe, the Baltic states, Russia 
and Ukraine, to authoritarian regimes elsewhere in the CIS 
(except Armenia). Policy failures by the Russian government – 
particularly the inability of the Yeltsin administration to place 
the public finances on a sustainable path by broadening the 
non-oil revenue base – were arguably an important cause of 
the crisis. However, unlike the weak policies of the Asian 
governments before 1997, these failures had occurred during  
a period of robust market-oriented reforms. As a result, any 
anti-status quo reaction to the crisis was likely to be directed 
against the reforms themselves, making it more difficult to 
undertake corrections within the broader reform strategy. 
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In the event, the anti-status quo reaction was muted in the 
political arena. 

–  In Russia the crisis further weakened the Yeltsin presidency 
and led to a new government under conservative Prime 
Minister Primakov. However, both the president and the 
political system survived.

–  In Moldova, one of the hardest-hit countries, the crisis 
destabilised the Alliance for Democracy and Reforms coalition 
that had been voted into power just before the crisis in early 
1998, leading to several changes in leadership. 

–  In Ukraine, where anti-status quo sentiment would have 
been weaker due to the lack of reform before the crisis, 
incumbent president Leonid Kuchma was returned to  
office in elections in late 1999, although he did install  
a leading reformer, National Bank of Ukraine chairman  
Viktor Yushchenko, as his prime minister.

–  Elsewhere, the political consequences of the crisis were 
negligible, although for different reasons. In the CIS,  
there was no backlash against the prevailing authoritarian 
regimes, while crisis-hit countries in central Europe and 
the Baltic states (CEB) and south-eastern Europe (SEE) had 
the anchor of the EU and Euro-Atlantic integration process 
to keep them on the democratic path. 

The short-term impact of the Russian crisis on market reforms 
was more profound, as can be seen in the EBRD transition 
indicator scores for 1998 and 1999. After five years of rapid 
progress, averaging 66 transition indicator upgrades per year 
from 1992 to 1997, the region stalled and to some extent went 
into reverse. In 1998 only 35 transition indicator upgrades  
were awarded and 13 downgrades were issued in nine countries 
(Belarus, Latvia, Romania, Russia, Serbia, Turkmenistan, Ukraine, 
Uzbekistan and the then Federal Republic of Yugoslavia). In 1999 
there were 34 upgrades and seven downgrades (see Chart 6.2). 
In no other period during the 20 years of transition were 
transition reversals so pronounced.17 The reversals came mainly 
in the areas of price liberalisation (due to the imposition of price 
controls in four countries) and the banking sector (due to sharp 
reductions in lending to the private sector, state intervention and 
weak regulation in four countries). In Russia, where the impact 
was most direct, there were downgrades in the financial sector 
(both banking and non-bank financial institutions), price 
liberalisation, enterprise reform, and trade and foreign  
exchange liberalisation.

Although the anti-market impact of the crisis was sharp, it was 
not lasting. By 2000, after positive GDP growth had returned  
to Russia and other crisis-affected countries, the backtracking 
on reform had ceased and support for market solutions had 
returned.18 In 2000-02 an average of 42 net transition 
indicator upgrades (upgrades less the number of downgrades) 
were recorded, nearly a 100 per cent increase from the low of  
22 in 1998. This “V-shaped” recovery in reform momentum 
may partly reflect the fact that the required market economy 
and democratic thresholds for countries seeking entry into 
important multilateral bodies, such as the European Union  
(for CEB) and the World Trade Organization (for SEE and  
the CIS), had not yet been reached. The crisis therefore 
interrupted, but did not derail, the transition process.

Russia’s reform trajectory also conforms to this pattern. 
Following the election of Vladimir Putin as president in March 
2000, his new administration introduced a number of important 
structural and institutional changes relating to tax policy,  
legal reform, labour and land market issues, deregulation, 
corporate governance, banking sector supervision, pensions 
and electrical power. By 2002 Russia had made up much of 
the ground lost during the crisis and was awarded upgrades  
on three separate transition indicators, making it a leading 
reformer in that year (see Chart 6.3). However, concurrent 
political developments moved in the opposite direction, 
strengthening the influence of the state and curbing some  
of the freedoms introduced in the Yeltsin era.

The Russian crisis also produced a shift in values among  
the population that has endured through the present decade. 
Before the crisis, most Russians had been strongly in favour  
of democratic change and moderately supportive of integration 
with the West. Afterwards, however, there was far greater 
scepticism. The perception that many of the reforms were 
rushed or reckless, and had made Russia weaker as a nation, 
led to a suspicion of imported ideology, including liberal 
democracy. This is clear from the results of the 2006 EBRD/
World Bank Life in Transition Survey (LiTS), which are examined 
in the next section.

Chart 6.3
Russia: transition and economic growth

■ Upgrades   ■ Downgrades   ■ Real GDP growth (1989=100)   

Source: EBRD.
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Chart 6.2
Transition and economic growth
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Institutional and political change in the current crisis

The preceding section has shown that the impact of crises on 
political institutions and economic reform was quite different in 
the Asian and Russia crises, notwithstanding some similarities 
in initial conditions. In Asia the crisis transformed the political 
landscape, particularly in Indonesia, and led to market reform. 
In contrast, in Russia and the transition region, incumbent 
regimes (though not necessarily incumbent governments) were 
largely unaffected and there was more of a backlash against 
reforms. The analysis suggested that this difference can be 
attributed to four main factors: 

–  institutional development and social cohesion before 
the crisis

–  the extent to which market reforms were associated with 
the status quo

–  the degree of economic collapse, as well as the capacity 
of incumbent regimes to respond

–  the role of external anchors and institutions, such as the 
European Union, which probably muted the political impact  
of the 1998 Russian crisis in CEB and encouraged the  
post-crisis return of reform momentum in prospective 
member countries; and IFIs, which had an impact on post-
crisis reforms in Asia (but were absent from the policy 
response in Russia). 

The following analysis summarises changes to those 
institutions and to policies over the previous year, and then 
assesses the medium-term implications of the crisis for 
democratic and market transition.

Short-term crisis impact
It is still too early to assess even the short-term impact of the 
crisis on political systems and market reforms. However, the 
evidence so far suggests that it has been limited: 

–  in the political arena, there has been an anti-status quo 
reaction directed at some incumbent governments, 
particularly in the more seriously hit CEB countries (such  
as Croatia, Hungary, Latvia and Lithuania) and in Moldova.  
Nowhere, however, has the crisis triggered a change in 
political system. In Central Asia, eastern Europe and the 
Caucasus (EEC) and Russia, the status quo has been largely 
reinforced, even in the countries most affected by the crisis

–  as far as economic reforms are concerned, the crisis has 
clearly slowed momentum (as identified in Chapter 1). 
However, it has triggered far fewer reform reversals than the 
1998 Russian crisis. The EBRD transition indicators record 
only four downgrades during 2009, compared with 13 in 1998. 
Furthermore, these downgrades are mostly justifiable in the 
context of crisis management strategies and are not indicative 
of a generalised anti-reform shift in the four countries involved 
(Kazakhstan, Latvia, Montenegro and Ukraine)

–  most importantly, elections and political turnover during 
2008-09 have not produced any evidence of a political shift 
against market reforms (see Box 6.2). Indeed, the declared 
policy stance of governments has either remained the same 
or (in seven out of the 29 EBRD countries of operations) 
become more reform-friendly. On this basis, it is unlikely 
that the region will witness an intensification of the backlash 
against reforms over the next year. 

What explains these outcomes? While it is too early for a firm 
analysis, the factors already identified as relevant in the Asian 
and Russian crises offer some clues.

First, while events in the transition region could have been,  
and in some cases were, blamed on pre-crisis market reforms, 
pre-crisis institutional arrangements were much more mature 
than in the crises of the late 1990s. This applies both  
to economic institutions, which benefited from the wave  
of reforms at the beginning of this decade (see Chart 6.2),  
and to political systems. As shown in Chart 6.4, reforms 
progressed in all regions – most vigorously in SEE – while 
Russia made gradual progress in economic reform from  
2002-07 but saw a deterioration in the quality of democratic 
institutions. The institutional starting points at the time the 
crisis hit the region were nonetheless varied, with countries in 
CEB most advanced, followed by countries in SEE and eastern 
Europe, and countries in Central Asia lagging behind in terms of 
both market-supporting economic institutions and democratic 
institutions. However, even the less democratic regimes benefit 
from popular support and there seems to be little appetite for 
more democratic alternatives (see next section). 

Second, external anchors played an even more important role 
in this crisis than in 1998, with more than half of the transition 
countries being members of the European Union, formal EU 
candidates or EU aspirant countries. The prospect of long-term 
EU accession may have played a role in moderating policy 
reactions to the crisis even in some EU neighbourhood 
countries that do not fall into any of these categories.

Sources: EBRD and World Bank.
Note: Voice and accountability reports the World Bank’s Worldwide Governance Indicators, which 
estimate the deviation from the global mean across a large number of sector-specific country reports. 
Market transition reports the average EBRD transition indicator score.

Chart 6.4
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Box 6.2
Short-term impact of the crisis: political turnover and policy changes

The current crisis has generated an expected, albeit 
contained, anti-incumbent reaction in many of the hardest-hit 
countries. Governments have fallen in several countries in 
central Europe and the Baltic states (CEB), including Croatia, 
Hungary, Latvia and Lithuania. The fragile minority coalition 
government in equally hard-hit Estonia remains in place but 
has undergone a significant reshuffle. In the less crisis-prone 
CEB countries of Poland, the Slovak Republic and Slovenia, 
the current leadership has been retained.

Although voters in the countries where leadership changes 
have occurred were clearly dissatisfied with the incumbents, 
the new governments did not necessarily receive a mandate 
to shift away from democratic and market-oriented policies. 
Thus far, the results of these changes have been market-
conforming, unlike with the immediate impact of the Russia 
crisis in 1998. There was only one transition indicator 
upgrade (in the Slovak Republic) and one downgrade (in 
Latvia), suggesting that the impact of these changes on 
reforms will be modest.

In south-eastern Europe government changes through 
scheduled elections in Bulgaria and Romania, both recent 
entrants to the European Union, have boosted reform in areas 
where the European Commission had been most critical of 
previous administrations – corruption, the rule of law and 
organised crime. It is still too early to say how far the new 
governments will go in implementing these reforms. In the 
Western Balkans, where the impact of the crisis has been 
less severe, the existing governing coalitions have remained 
in power in all countries. The governments in FYR Macedonia, 
Montenegro and Serbia have managed the economic crisis 
with relatively high levels of popular support. The ruling 
parties in Albania, FYR Macedonia and Montenegro have  
all won national elections during 2009. In the Federation of 
Bosnia and Herzegovina the prime minister resigned and was 
replaced but this was not followed by a major change in the 
composition of the government, nor has it led to dramatic 
policy changes.

Further east, very limited political or policy change has been 
introduced in the partial democracies in the countries in the 
Commonwealth of Independent States. A protracted election 
process in Moldova has resulted in a change in leadership, 
with the liberal democratic opposition replacing the outgoing 
Communist Party. Elsewhere in eastern Europe and the 
Caucasus, Russia and Central Asia, the status quo has  
been largely reinforced, even in the countries most  
affected by the crisis.

–  The downturn in Russia produced signs of tension in 
vulnerable regions, but the authorities’ use of the huge 
build-up of financial reserves to cushion the impact on 
households and prop up consumption has maintained 
public support for the current leadership and blunted calls 
for a change in direction.

–  Belarus has shown some signs of a positive policy shift, 
partly linked to the International Monetary Fund programme 
currently in force, but the conservative leadership remains 
firmly in place.

–  Ukraine remains mired in a political stalemate that has seen 
the fragmentation of the governing coalition and a sharp 
decline in popular support for the democratically elected 
president, but any substantive policy changes will depend  
on the presidential elections scheduled for January 2010.

–  Kazakhstan was one of the first countries to be affected 
by the global crisis and one of the hardest hit but, with 
weak institutions of political accountability and interest 
intermediation, this has not produced any noticeable 
change in policy direction.

Table 6.2.1 notes all instances of elections and leadership 
changes in transition countries between January 2008 and 
September 2009 and summarises their implications for the 
government’s stance toward reforms. Elections or leadership 
changes have occurred in 25 out of 29 countries considered. 
However, in only eight out of these 25 cases did this lead to  
a switch in power to the opposition, and in no cases to an 
anti-reform shift in the government. Indeed, in seven cases 
the leaderships resulting from these changes appear more 
reform-minded than their predecessors.

Table 6.2.1
Leadership changes and policy implications,  
January 2008 to September 2009

Opportunity for change in leadership through:
Implications 

for policy 

Parliamentary 
elections 

Presidential 
elections 

Change in 
leadership 

outside electoral 
process (that is, 

due to resignation 
of PM or exit of 
coalition party)

Declared 
policy stance 

of the 
government

CEB  
Croatia I =

Czech Republic O =1

Estonia I =
Hungary  I2 +

Latvia  O3 +
Lithuania O +

Slovak Republic I =
Slovenia O =

SEE
Albania I =

Bosnia and 
Herzegovina =4 =

Bulgaria O +
FYR Macedonia I =

Montenegro   I* =
Romania O +

Serbia I =
EEC

Armenia I =
Azerbaijan I =

Belarus I +
Georgia I =

Moldova O +5

Russia I =
Central Asia
Kazakhstan I =

Kyrgyz Republic I =
Mongolia O =

Turkmenistan I =

Source: EBRD.
Note: The following countries did not have elections in this period: Poland, Turkey, Ukraine,  
Tajikistan and Uzbekistan. Incumbent party (I), Opposition party (O). Less reform-minded (-), same (=), 
pro reforms (+). * snap parliamentary elections. 1 In the Czech Republic, the interim government that 
took office in May 2009 is unlikely to make much reform progress. Moreover, the Constitutional  
Court’s decision to postpone the new elections scheduled for October adds to the uncertainty 
regarding reforms. 2 Hungary’s ruling party has been diluted by a considerable number of technocrats 
(including the new prime minister) as a direct result of crisis. 3 Latvia has a new prime minister. 
However, the new coalition still includes two main parties from the previous government. 4 In Bosnia 
and Herzegovina, the change is only at entity level. 5 In Moldova, a delay in policy reform is expected 
due to political uncertainties.
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Lastly, even though the crisis led to large output declines in 
many countries, it was far better managed than in previous 
episodes. Unlike the crises of the 1990s, systemic banking 
and currency collapses as well as spikes in inflation were 
generally avoided. In part, this was attributable to better 
domestic policy responses, related to more mature pre-crisis 
institutions; but it was also due to a much stronger international 
policy response (see Chapter 1, particularly Boxes 1.3 and 
1.4). Some countries, such as Kazakhstan and Russia, 
managed the crisis without significant outside official  
support but with the benefit of accumulated fiscal  
reserves (which were absent in 1998).

Medium-term impact on reforms
While the short-term impact on political regimes and reforms 
has been modest, the question remains whether the crisis will 
produce either a major deterioration in, or provide a boost to, 
reforms in the transition region over the medium term. Will 
there be any shift in constitutional arrangements or even in 
regimes – from authoritarianism to democracy, for example,  
or the other way around? What might be the sources of such  
a shift and how likely might it be?

The remainder of this section focuses on three possible 
determining factors: 

–  a major global rethink on the role of the state in the 
economy, on the appropriate degree of regulatory oversight 
and on the place of industrial policy in national development 
strategies (that might deter some countries from quickening 
reform and retard the transition prospects of others)

–  an adverse distributional impact of the crisis that weakens 
large, pro-reform constituencies in the region, such as the 
middle class

–  a lack of social cohesion in some countries, including in 
advanced countries, that would raise the potential for 
political destabilisation and feed the anti-reform and anti-
market sentiment that has been evident in recent years.

As in the Great Depression in the 1930s, the current crisis  
has led to a change in views on the role of the state and 
focused attention on the importance of market-supporting 
institutions, such as effective financial sector regulation.  
In many advanced countries, it has also involved large-scale 
state intervention (particularly in, but not limited to, the 
financial sector) and large increases in government spending. 
The proposition that fiscal policy plays an important role in 
stabilising the economy, which contrasts with pre-crisis market 
orthodoxy in some advanced countries, seems to have been 
implicitly accepted.

However, while the consensus seems to have shifted to 
support for a somewhat greater role for the state and efforts  
to strengthen the regulatory framework for capital markets are 
under way, there is no talk of replacing the market system with 
anything else. This is likely to be relevant for many countries in 
the transition region which have crossed a threshold in terms 
of integration in regional and global institutions – such as the 
European Union, World Trade Organization and the Organisation 
for Economic Co-operation and Development – that help to 
align their policies with those of the advanced industrialised 
economies. For countries that are not as integrated into these 
rule-bound structures, future policies towards institutional 
reform are more likely to be determined by domestic factors 
than by a global paradigm shift.

The distributional consequences of the crisis could have  
more significant policy implications in the medium term.  
Sharp economic contractions in many countries have raised 
unemployment and pushed millions of people back below the 

poverty line. In the Baltic states and Moldova, in particular, 
unemployment rates have soared. In Estonia, unemployment 
more than quadrupled from 2.0 per cent in June 2008 to 
8.9 per cent in September 2009. In Latvia, Lithuania and 
Moldova it increased by over 150 per cent, from 4.9 to 
13.2 per cent (September 2009) in Latvia, 4.5 to 13.6 per cent 
(July 2009) in Lithuania and 3.0 to 7.7 per cent (March 2009) 
in Moldova. Higher unemployment tends to produce greater 
inequality and lower incomes and a larger share of the 
population living in poverty, leading to a greater risk of  
political instability.19 

Progress in building up the ranks of the middle class as a 
bulwark of democracy and free markets has also been set  
back by the crisis. One important way in which the crisis has 
affected the middle class in the advanced transition countries 
has been the mortgage market. Many homeowners held 
mortgages denominated in foreign currency (or indexed to  
a foreign currency), leading to much higher debt burdens in 
countries suffering sharp exchange rate depreciations.20 
Expenditure cuts, forced on governments by crisis-driven 
collapses in revenue and lack of external financing, have 
resulted in lower wages and a reduction in public sector 
payrolls, affecting middle class professionals such as teachers, 
health care workers and civil servants. Remittance flows,  
which fuelled consumption patterns that swelled the ranks  
of the middle class in some of the less developed transition 
countries, have dried up. In the Kyrgyz Republic, Moldova and 
Tajikistan remittance flows started decreasing in September 
2008 and have since declined by approximately one-third – 
back to January 2007 levels.

The toll that the crisis is taking on the middle class could 
undermine future reforms by weakening pro-reform support 
and increasing populist pressure for a more interventionist 
government role and administrative redistribution of wealth. 
However, assuming that the stabilisation seemingly taking hold 
in the third quarter of 2009 persists, the costs of the crisis  
in terms of weakening the middle class are unlikely to fully 
reverse the gains made during the 2004-07 boom years. 
In many transition countries, particularly the more advanced 
ones, middle class groups whose interests are more aligned 
with defenders of open markets than with populist nationalist 
parties are likely to remain politically and socially powerful.21 
As a result, the risk of medium-term reform reversals driven 
by a shrinking middle class appears limited.

This leaves one main factor that could potentially undermine 
medium-term reforms: the interaction of the economic impact 
of the crisis with greater social fragmentation and weaker 
support for market institutions than would be found in more 
mature market economies. The 2006 Life in Transition Survey 
(LiTS), conducted at a time when economies across the region 
were still growing steadily, showed that views on the economic 
and political situation even in the most advanced countries 
were often quite negative (see Box 6.3). In Hungary, for 
example, more than 70 per cent of people said they felt that 
the situation in the country in 2006 was worse than at the 
start of transition in 1989. Disaffection was highest in more 
dynamic EEC and SEE countries, perhaps reflecting the fact 
that expectations tend to rise during periods of rapid growth 
and social change.

The survey also showed robust support for a “strong” state 
and government intervention, particularly in Central Asia 
(notably Kazakhstan and Uzbekistan), Russia and Turkey, but 
also in some CEB countries such as Croatia and Lithuania. 
However, greater support for intervention did not correlate 
strongly with backing for a planned economy, according to the 
survey. This could imply that, while people in most transition 
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Box 6.3
Economic crisis, social cohesion and support for market institutions
The 2006 Life in Transition Survey (LiTS), undertaken at a time 
when economies across the region were still growing steadily, 
contained a range of survey questions that can be used to 
gauge social cohesion and support for market reforms. Chart 
6.3.1 presents an index for “disaffection” based on answers to 
questions on perceived changes in households’ relative income 
from 1989 to 2006, on whether the economic and political 
situation was worse or better in 2006 than in 1989, and on 
the level of general life satisfaction.

Disaffection was highest in south-eastern Europe (SEE) and 
eastern Europe and the Caucasus (EEC), the most dynamic 
subregions in recent years where economic and political 
transition progress has been most consistent. At first glance, 
this seems surprising, as people in those countries might 
have been expected to be more satisfied in light of improving 
conditions. However, it is also consistent with the notion that 
expectations rise during periods of rapid growth and change. 
Disaffection was comparatively lower in the more “stable” 
regimes in Central Asia (CA) and in Russia.

Alongside disaffection with living conditions and political and 
economic direction, support for government intervention in 
the economy is also an important indicator of popular support 
for economic reform. Again, a simple index based on the 

LiTS responses is constructed (see Chart 6.3.2). The index 
captures the public’s sympathy for government intervention,  
as opposed to preferences for market discipline, on a score 
ranging from 0 to 5, with five indicating the most support for 
government involvement in the economy.

For the region as a whole, the average value of the index is 
2.9, suggesting that in 2006 there was fairly robust support 
for a “strong” state and government intervention. The index  
is lower in central Europe and the Baltic states (CEB – an 
average of 2.40) than in other regions but this still suggests 
considerable support for government as opposed to market 
solutions. The chart also reveals a significant divide among 
countries within the CEB region: households in Croatia (2.76), 
Lithuania (2.61) and Hungary (2.55) showed the most support 
for strong state intervention, while calls for state support 
were comparatively moderate in the Czech Republic, Estonia 
and Slovenia.22 Support for state involvement was highest in 
Turkey, Central Asia (notably Kazakhstan and Uzbekistan) and 
Russia. Albania, Belarus and Mongolia all tended to favour 
less state involvement, with rankings close to or even below 
the CEB average. However, support for state involvement  
may not necessarily imply opposition to a market-based 
economic system.

Chart 6.3.1
Disaffection in the transition region

Source: EBRD calculations based on Life in Transition Survey, EBRD/World Bank, 2006.

Source: EBRD calculations based on Life in Transition Survey, EBRD/World Bank 2006.
Note: The black vertical lines indicate the countries with the lowest and highest percentage  
in each subregion.
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countries want governments to provide better public goods and 
services and guarantee a fairer distribution of income, they do 
not wish for a return to communism. This view is consistent 
with the emerging global consensus on the role of the state 
relative to the market. Widespread support for government 
intervention need not therefore signal a preference for 
reversing market-oriented reforms in the medium term. 

It is conceivable that the combination of existing discontent  
in many countries and a penchant for government rather than 
market solutions could make the crisis a trigger for political 
destabilisation, a rise in populist nationalist sentiment and 
weakening commitment to further liberal reforms. The 
improving fortunes of illiberal political parties in local and 

European elections over the past year could be viewed as an 
indication that the transition region is moving in that direction. 
However, several factors mitigate against a significant anti-
market or anti-democratic policy shift:

–  first, the recent history of populist parties in power or 
serving in coalition governments in the transition region has 
not resulted in a sharp anti-market backlash. In a broadly 
democratic setting, where the constraints of either the 
European Union or an active civil society, or both, impose 
strict discipline on leaders, populist parties in countries  
such as Bulgaria, Poland, Romania and the Slovak Republic 
have not pressed extreme policy positions 



 Transition in crisis? The impact of the crisis on reform 127

–  second, popular support for truly illiberal populist nationalist 
parties has not reached alarming proportions. On the 
contrary, reform-oriented parties have continued to do well 
in elections, even in the midst of economic downturn.  
This suggests that most voters still view improved market-
supporting institutions as the best way to emerge from  
the crisis

–  lastly, the process of economic convergence has had 
positive results. People in almost all countries in the region 
live better than they did under communism and this is mainly 
due to the policies that governments in power have put  
in place over the past two decades with the help and 
encouragement of the IFIs and the European Union.  
This has put a floor under transition achievements that  
has prevented serious reversals.

Conclusion

The crisis in the transition region is not yet over and its impact 
on medium-term reform prospects depends on factors that are 
difficult to predict. Nonetheless, developments so far, and  
the comparison with previous emerging market experiences, 
suggest that the current crisis is unlikely to prompt wide  
swings in reform orientations or political systems. 

Reform reversals have been limited and are likely to remain so. 
The European transition countries are integrated into regional 
or global institutions that have prevented a serious downward 
slide. Harder-hit countries further east, such as Kazakhstan 
and Russia, have had sufficient fiscal reserves to cushion  
the social impact of the crisis and have adopted reasonable 
response measures to minimise the economic fall-out. 
Furthermore, although the crisis has led to greater state 
intervention (particularly in the financial sector), it has not 
resulted in a rejection of market-based economic systems 
or global integration.

However, the potential for the crisis to act as a catalyst for a 
major resurgence in reform momentum also appears limited.  
In the EU member countries, this is unlikely because the 
distance from the transition frontier is moderate at this point 
and the reform effort needed to make further advances in 
transition is typically greater. Moreover, in many countries, 
there is little social support for further market-oriented reform. 
The highest rate of reform progress is expected in EEC 
countries, Turkey and the Western Balkans, encouraged  
by the prospect of closer integration with, or aspiring 
membership of, the European Union and backed by 
Stabilisation and Association Agreements. Countries such  
as Belarus and Moldova, which have been stepping up the 
pace of reforms in recent years, may get a further  
pro-market boost from the crisis.

Further eastwards, the impetus for reforms will have to come 
from within rather than from any external influence. This 
suggests a gradual rather than radical reform path. Many 
countries in the CIS have not experienced a growing social 
consensus in favour of democracy and market reforms. Oil 
exporters, such as Azerbaijan, Kazakhstan and Russia, have 
learned a hard lesson about the importance of economic 
diversification. However, while market-friendly policies may yet 
emerge, state-centred remedies have so far been the norm, 
as discussed in Chapter 5 of the 2008 Transition Report and 
Chapter 4 of this Report. With commodity prices stabilising  
at a reasonable level, major institutional reform also  
remains unlikely.

This suggests that the post-crisis transition path will differ 
from that following the 1998 Russian financial crisis. Rather 
than a sharp decline in reforms followed by a steep recovery, 
the transition experience following the 2008-09 crisis is likely 
to involve a more moderate decline in the pace of reforms, 
followed by a modest recovery driven mainly by countries  
in the Western Balkans and EEC. The main exception could be 
institutional change and policy adjustments in the financial 
sector, where initiatives to increase both the quality and the 
extent of government regulation appear to be taking hold in 
quite diverse countries (such as Hungary and Kazakhstan,  
for example). 

There could yet be some surprising developments – positive 
and negative. On the downside, a second wave of the crisis, 
related to the rise in non-performing loans and destabilisation 
of banks in some countries, might invigorate the populist 
nationalist trend which has so far been muted. Political 
destabilisation could then follow, triggering a reform backlash. 
On the upside, Russia has a government with many committed 
reformers in key positions of influence, who have stated  
their support for a new wave of modernising reforms and 
privatisation. Should that come to pass, it would be a  
powerful incentive for reform in several countries in the  
eastern transition region.
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Endnotes

1 See North (1990).

2 See Olson (1982).

3 See Olson (1965).

4 See North (1990).

5  The creation of the transition region provides a compelling example of how a large shock – the collapse 
of communism and the dissolution of the Soviet Union – led to rapid widespread change in fundamental 
institutions across much of the region. However, this did not result in a uniform institutional overhaul 
across the board. Rather, the crisis removed an obstacle to reform in countries where the domestic 
debate had already been shifting for many years and the upward push for change was already fairly 
developed, while it did little to change the governance institutions in countries where the status quo  
was not being actively challenged at home – hence the heterogeneity in transition progress that is 
evident to this day.

6  See Drazen and Grilli (1993), Krueger (1993) and Ptilik and Wirth (2003).

7 See Fernandez-Arias and Montiel (1997) and Drazen (1999).

8 See Rodrik (1999).

9 See Haggard (2000), Haggard and Kaufmann (1992) and Tsebelis (2002).

10  See Berg (1999), Kochhar et al (1998), IMF (1998) and Fischer (1998) for a detailed discussion on the 
origins of the Asian crisis.

11 See Furman and Stiglitz (1998) and Radelet and Sachs (1998).

12 This was essentially the interpretation taken by the IMF. See Lane et al (1999) and Kochhar et al (1998).

13 See Corsetti, Pesenti and Roubini (1999) and Johnson et al (2000).

14  This assessment is based on the World Values Survey (1995, 2000) and the Asian Barometer  
Survey (2002).

15 See Welsh (1996).

16  See Kochhar et al (1998), IMF (1998) and Asian Development Bank (1998, 1999, 2000) for a detailed 
description of the measures implemented.

17  Ten downgrades were given in 1997 but this was due to a change in the transition indicator methodology.

18 On the relationship between reforms and growth see Falcetti et al (2006).

19 See Furman and Stiglitz (1999)

20  In Hungary, Poland and the Baltic states household lending in foreign currency increased sharply in the 
last few years. By July 2009, over one-third of total household lending was in foreign currency, compared 
to one-sixth in 2004.

21 See EBRD Transition Report 2007, Chapter 3, Box 3.1, for a discussion of middle class values.

22 See EBRD Transition Report 2007, Chapter 3.
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