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I first met Kakha Bendukidze in 2005, not long after he had returned to Georgia to “reverse more 

than a decade of post-Soviet decay,” as The Economist noted at the time. I had seen this decay 

first-hand, as a young World Bank economist who started working on projects in Georgia in 1997. 

These early attempts at reform had not brought results, and so I was quite pessimistic when asked 

to visit Tbilisi again in February 2005. I still remember the first meeting. Kakha’s first words when 

I entered the office were: “The World Bank can teach us nothing. You can learn from us.” You 

can imagine my surprise at this unusual greeting.  

What followed was a series of meetings over the next four years, often at very late hours 

in the lobby of the Marriott hotel, with the team of Georgian reformers. We discussed specific 

reforms, like customs reform or reform of the credit registry, and Kakha would say “we have a 

chance to start from scratch because nothing works.” I doubted that this approach would yield 

results and pointed out that there would be significant opposition. “To hell with it, this is how you 

change the nation” he would say and ask his team to just do it. Over the course of a few months, I 

was witness to tremendous institutional change, one public administration after another, one law 

after another. In my 20 years at the World Bank, I have participated in reforms in many countries, 

and have never seen such thorough institutional change. When I joined the Bulgarian government 

in 2009-2013, I tried to instill a similar pace of reforms and fell short. 

Beyond the reforms in the business environment, Georgia also transformed several other 

institutions fundamental to the workings of a free society. The first was the ease of international 

travel. It used to be hard to visit Georgia, just as it continues to be hard to visit some of your 

neighbors. The reformists got rid of these cumbersome requirements overnight, and I distinctly 

remember the first time I passed through customs control after the changes. It felt almost too easy, 

as we were so accustomed to unnecessary procedures. 

Noteworthy are also the reforms of the healthcare and educational systems, long mired in 

decay. I refer you to a Peterson Institute publication that I co-edited with Anders Aslund, THE 

GREAT REBIRTH, where Kakha Bendukidze and Mikheil Saakashvili have a chapter on 

Georgia: The Most Radical Catch-Up Reforms. In this chapter they describe what it took to change 

institutions, but also, the focus of my today’s talk, what it took to change the minds of people and 
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hence national identity. This morning in the taxi I asked the driver is Georgia changing for the 

better and he responded, it did 15 years ago. 

I would like to share one other experience I had in Georgia, when in the summer of 2008 

my wife (a famous economist) and I taught Georgian students the institutions of free markets. 

Institutional change is ultimately dependent on human capital, which in turn builds on education. 

In a 2021 paper in the journal Nature my coauthors and I show that human capital accumulation 

accounts for up to two-thirds of economic growth in a country. Kakha was ahead of this research, 

when in 2007 he established the Knowledge Fund and started work on creating a first-class 

university.  

 

On Legal and Institutional Change 

The question of whether laws and institutions matter for economic development is subject to 

intense debate in economics—sadly, given how much blood and tears have been shed over the 

centuries in pursuit of such reform. In development economics, Max Weber posited the thesis that 

the law matters in a series of essays published in 1904–05 (first published in English in 1930). 

This notion has been part of the economics of growth ever since Douglass North’s 1981 forceful 

historical account of how nations develop. Yet it was not until the 1990s, when countries in Eastern 

Europe and the former Soviet Union opened up, reformed their laws, and experienced faster growth 

than their peers, that Weber was vindicated. 

In the first years of post-communist transition, a heated argument emerged among 

economists on what constitutes successful policies in transforming centrally-planned economies 

into dynamic market economies. A basic economic model emerged: Deregulation of prices and 

markets, macroeconomic stabilization, and privatization of state-owned enterprises were deemed 

essential for achieving economic freedom and returning to economic growth. So was the building 

of new state institutions, capable of efficient and transparent support of markets. 

Early economic reformers favored deregulation and privatization: first, to prevent the asset 

stripping in state-owned enterprises, and second, because economic reforms were expected to 

create a demand for more political freedom. Leszek Balcerowicz was the most prominent 

proponent of this view. Stanley Fischer added that reforms had to go fast because of the collapse 

of the previous nonmarket system. The rationale for rapid postcommunist transformation was 
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illustrated in economic models first proposed by Andrei Shleifer and Robert Vishny and later by 

my coauthors and I (2003).  

Prominent theorists argued however that the creation of a market economy did not require 

enterprises to be privatized quickly. Janos Kornai, for example, favored gradual privatization, and 

thought that the state should select responsible owners to run the economy. Peter Murrell, Gerard 

Roland and Joseph Stiglitz espoused a similar view, on the argument that gradualism in 

privatization and the creation of market institutions would avoid a political backlash against the 

reformers. As Nobel laureate Joseph Stiglitz put it: “gradualist policies lead to less pain in the short 

run, greater social and political stability, and faster growth in the long [run]. In the race between 

the tortoise and the hare, it appears that the tortoise has won again.” The debate on the speed and 

sequence of economic reforms continued among economists for over a decade. In the end, both 

sides were right: countries that privatized quickly as Czechoslovakia (and subsequently the Czech 

Republic) and countries that privatized more gradually as Slovenia achieved sustainable economic 

growth. The initial steps turned out not to matter very much. 

The post-communist transformation started with an initial economic slump of between 15% 

and 40% of GDP across countries due to the collapsing Comecon trading system, the 

disorganization that ensued and the reallocation of labor towards the informal sector. Georgia was 

a posterchild in this respect, with huge economic collapse. Borders sprung up everywhere and 

enterprises that had been created as part of a single production chain found themselves behind one 

or more borders overnight (Djankov and Freund, 2002). In addition, payment systems fractured 

and inflation shot up. With the exception of Czechoslovakia, where the initial period was largely 

orderly, every country experienced years of chaotic economic destruction. 

The fact that the economic transition started with such a large output decline was seen as a 

puzzle. After all, the communist system was known for a myriad distortions. Economists expected 

that removing these distortions may result in output increase. This is not what happened. The initial 

impact of the fall of economic dictatorship in post-communist countries was extreme economic 

disorganization. As the communist control of the economy was eliminated, so were the 

mechanisms for keeping order. 

Yet, after this inauspicious start, over the next 30 years living standards in most 

postcommunist countries have increased substantially for most people, although the official GDP 

numbers show much milder improvements and are inconsistent with just about any direct measure 
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of the quality of life, raising questions about communist GDP calculations. Post-communist 

citizens have seen a vast jump in car purchases, travel abroad, and elite university education, 

among other achievements. Much of this improvement is attributed to institutional change, proving 

Max Weber right. 

 

Georgia: The Puzzle in Transition 

Georgia is the most surprising case for economic transformation in the postcommunist space. Its 

economic freedom rank in 2021 is 12th, just behind Estonia’s, globally. It ranks 7th on the 2020 

Doing Business index, between the United States and the United Kingdom.  

Georgia has staged the only successful post-communist re-start of political transition. Both 

Ukraine in 2004 and the Kyrgyz Republic in 2010 had their color revolutions – the Orange and the 

Tulip revolutions, respectively. These were followed by further revolutions over the next decade. 

None of these revolutions was aimed at bringing in new political elites and charting a new 

economic path. Georgia deserves further study to understand how countries can overcome their 

unfavorable history on the path to democracy. A significant part of the answer, no doubt, is the 

influence of institutional reforms, which changed the national identity for good. 

The initial post-communist years did not suggest such achievements. After the collapse of 

the Soviet Union in 1991, Georgia sank into a civil war, followed by a coup that brought the former 

communist leader Eduard Shevardnadze to power. Armed conflicts emerged in two of the 

country’s regions. Georgia and Tajikistan experienced the highest economic decline between 1990 

and 1994, when nominal GDP fell by three-quarters. The Georgian economy continued its slide 

for the next decade and Shevarnadze’s family took over control of significant economic assets in 

banking, energy, telecoms, construction and the media. In sum, Georgia was a failed state. 

The point of departure came in 2003, when the population rose up in what became known 

as the Rose Revolution. After the Rose Revolution, Georgia faced a number of additional 

challenges. In 2006 Russia, its largest trading partner, banned trade, and quadrupled the price of 

Russian natural gas. Tens of thousands of labor migrants were evicted from Russia. In August 

2008 five days of full-fledged war killed 228 civilians and 160 soldiers and increased the size of 

the occupied territories by 20 percent, displacing 110,000 people from their homes. 

Still, between 2004 and 2012, real annual economic growth averaged 7.2 percent and 

corruption decreased so drastically that Georgia surpassed some developed countries on 
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international governance indexes. In the 2020 Transparency International’s Corruption 

Perceptions index, for example, Georgia ranks between Latvia and Poland, well ahead of its 

neighbors. 

Georgia also provides some specific examples of policy reforms. After the Rose 

Revolution, the first step was to create new public security systems and reform the most corrupt 

institution, the police. The most visible, tangible, and celebrated reform was the abolishment of 

the Soviet-style road police. Georgia’s road police had nothing to do with law enforcement: its 

sole purpose was to extract bribes. To deal with the problem, in 2005 the government fired all of 

the traffic police in Georgia, cutting 30,000 police from the payroll overnight. The goal was to 

transform the police from a punishing institution to a public agency that provided security and 

stability for the Georgian nation. The share of the Georgian people that had confidence in the 

police rose from 5 percent in 2004 to 87 percent in 2012 (Bendukidze and Saakhashvili 2014). 

 

Sliding Back 

This is not only a time for reflection, however. Several postcommunist countries that started on 

the path of free markets and democracy have since veered away (Djankov 2021). Those who are 

now subverting democracy in Eastern Europe—Prime Minister Viktor Orban in Hungary and the 

Law and Order party in Poland—are anti-communists, not communists, but turn out to be just as 

critical of free markets. The same slide back is seen in some former Soviet Union economies, 

Georgia included - at times. In trying to identify the reasons for these deviations, researchers see 

history as a major determinant and show that institutional reforms only partially negate its effects. 

National identity evolves, not in a straight line. Institutions have to be continuously developed, to 

keep up with society. 

A final word, on the Covid pandemic and free markets. Economic crises are periods of 

“creative destruction,” where new ideas and ways of doing business come to the fore, a 

phenomenon famously described by Austrian economist Joseph Schumpeter in the 1930s. 

However, it is difficult to maintain belief in economic freedom when governments around the 

world spend record amounts of money to fight the effects of the pandemic. Often, during crises 

public policy turns in favor of more government involvement in the economy. This is where 

education helps again, to recall that the way out of a crisis is more efficient, not larger, government.  


