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Growth Overshadowed by Eurozone Debt Troubles
Recovery in the EBRD region continues with GDP growth expected to reach 4.8 per cent in 2011
before slightly slowing to 4.4 per cent in 2012. This assumes a relatively benign external
environment in which risks from the Eurozone are contained. An escalation of the Eurozone
crisis would pose serious risks to growth and recovery across the region, especially in southeastern Europe and the new EU members.
Growth in the first quarter of 2011 was broadly in line with EBRD’s forecast of May 2011 in
most countries. Some of the countries that experienced particularly deep drops in real income
during the crisis, including the Kyrgyz Republic, Lithuania, Estonia and Ukraine, are among the
strongest first quarter performers. However, south-eastern Europe continues to under-perform.
Croatia is the one country in the region that has yet to show convincing signs of a recovery.
While other transition regions have either reached or are approaching their pre-crisis levels of
real GDP, the Baltic countries remain over 10 per cent below their early 2008 output levels, as
they recover from a particularly deep recession (see Chart 1a).
Credit to the private sector is still weak and continues to provide only limited support to
economic expansion. On average, it rose by about 10 per cent in the first quarter, year-on-year in
nominal terms, compared with 17 and 19 per cent in Latin America and Emerging Asia,
respectively. This average hides substantial intra-regional differences. Private credit grew by
around 44 per cent in the booming economy of Turkey, adding to concerns of overheating, and
by 18 per cent in Russia. In Romania, private credit growth was a mere 3 per cent, in line with a
nascent but still weak economic recovery. Credit growth remains negative in the Baltic states
where banks continue to de-leverage and write off NPLs, and around zero in Hungary as a result
of a combination of weak domestic demand and high bank levies.
Capital inflows into the region were stronger in the first quarter of 2011 than in most of 2010
thanks to a sustained increase of portfolio inflows since the last quarter of 2010. Nevertheless,
FDI still remains the main form of capital inflows (Chart 2). Higher frequency data, however,
suggest a slowdown in the second quarter (Chart 3). While bond fund net inflows into the region
remained around zero in April and May, equity funds showed a sharp outflow in May after
inflows in the first four months of 2011. This may be partially due to investors perceiving the
region as particularly exposed to the developing debt problems in Europe, as flows into other
emerging market regions did not fall as significantly.
Economic growth in the region has been accompanied by rising inflation particularly in Eastern
Europe, the Caucasus, and Cenral Asia, fuelled both by external factors in the form of higher
food and commodity prices, and by increasing core inflation as domestic demand strengthens.
Belarus witnessed the most dramatic increase of inflation, to 44 per cent in June year-on-year, in
the context of a balance of payments crisis and a large exchange rate devaluation. But inflation
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in May 2011 was higher in almost all transition countries relative to a year earlier. Georgia’s
inflation climbed about 10 percentage points since a year ago as it imports a large share of its
food consumption and is thus particularly exposed to food price increases. In Russia inflation
rose strongly in late 2010 and has remained just below 10 per cent through May. Inflation
figures have been rather more volatile in both Turkey and Ukraine. Although domestic demand
remains feeble in Lithuania and Latvia, the deflation of 2010 has reversed due primarily to
commodity import price pressures.
Unemployment rates remained high relative to pre-crisis levels in some of the countries that
experienced sharp economic downturns during the crisis (Chart 4). In March, unemployment
rates were still about 10 percentage points above those seen in late 2007 in both Lithuania and
Latvia despite slight recent decreases. In both countries, the large increase in unemployment
also resulted in a sharp rise in the share of long-term unemployment (Chart 5). In most other
new EU members long-term unemployment shares were already high before the crisis. Labour
markets are also quite weak in Slovenia and the Slovak Republic, with unemployment rates
about 5 percentage points higher than before the crisis.

Outlook and Risks
Growth in the transition region as a whole is expected to remain reasonably healthy at 4.8 per
cent in 2011 and 4.4 per cent in 2012, broadly in line with the forecasts made in May. Within the
region, commodity exporters in the CIS will continue to benefit from elevated oil and gas prices,
which are projected to remain at the current high levels throughout the year2. The high prices as
well as strong remittances from Russia will help fuel particularly strong growth in Central Asia,
the highest in the transition region. Recent upward revisions in the growth projections of core
Eurozone countries imply a further potential boost to the new EU member countries, whose
economies are deeply integrated with those in the single currency bloc. At the same time, the
ongoing monetary policy tightening of the ECB may curtail capital inflows and thus partially
offset the benefits of strong Eurozone growth. Growth in some south-eastern and central
European countries is expected to remain weak, dampened by continued fiscal consolidation,
measures to combat rising core inflation and bank balance sheets that are still burdened by
nonperforming loans.
Risks to the outlook continue to mount. A downside scenario assumes financial instability
associated with a potential escalation of the Eurozone debt market turmoil. A worsening of the
crisis could have serious implications for the Eurozone banking system, and may result in a
sharp economic slowdown in the single currency area. This may in turn depress demand for and
therefore prices of commodities such as oil and gas.3 The scenario will impact transition subregions differently, due to differences in their direct and indirect exposures to the Eurozone
crisis.
•

The recovery in south-eastern Europe, which (as noted) is still weak, is most directly
threatened by financial instability related to the Eurozone turmoil, as significant parts of the
region’s banks are owned by Greek banks. In the event of an escalation of the crisis, some of
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•

•

these could require financial support and may struggle to keep up their lending to the local
economies. This could contribute to a notable downturn in economic growth in south-eastern
Europe.
Being deeply-integrated with Western European markets, Central Europe and the Baltics
would be exposed to disruptions in the European financial markets, increases in bank
funding costs and a slowdown in Eurozone growth.
CIS countries are likely to be affected less by the Eurozone debt market turmoil. Energy
exporters in the CIS would be hurt by Eurozone stagnation that could stem from the turmoil
through its impact on commodity markets. The stagnation could result in lower demand for
commodities including oil and gas, reducing their currently high prices.

Potential slowdowns in either the US or China’s economies pose further risks to the transition
region. The US growth outlook for 2011 and 2012 is already weaker than foreseen in May and
could deteriorate further if either sharp fiscal consolidation is implemented or if financial market
confidence falters due to the protracted debt ceiling negotiations currently under way. Similarly,
the Chinese economy may slow down more than expected as the authorities there attempt to
dampen inflation. This could result in lower commodity prices, thus reducing growth rates,
especially in the CIS commodity-exporting countries.
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Central Europe and the Baltic States (CEB)
In the CEB region growth continues to exceed projections made earlier this year. Nevertheless,
forward-looking indicators for industrial orders underline that the region is not immune to the
current slowdown in the international economy, with the most open economies, such as Hungary
and the Slovak Republic, most exposed. At the same time, there has been a further strengthening
in domestic demand, with notable improvements in consumer confidence in Lithuania and
Latvia. The region is embracing the need for fiscal consolidation with comprehensive multi-year
programmes now under way in Poland and Hungary, though headline targets still need to be
backed up through more concrete measures in the former, and are subject to considerable
implementation risks in the latter. Latvia and Lithuania continue to aim at meeting the
Maastricht targets from next year, with possible euro adoption in both countries as early as
2014.
•

In Hungary, recent data confirm the continued contraction in domestic demand, while
growth rates of exports and industrial production appear to be decelerating, in line with the
European markets to which Hungary is closely linked. These trends have been reflected
again in record surpluses in the Q1 current and trade accounts. While the country benefited
from substantial inflows of portfolio investment (in good part due to several government
Eurobond issues), there have been renewed outflows by banks and by inward foreign direct
investors. On the policy front, the government has taken forward a number of initiatives,
such as on the business environment, on labour market regulation, and in tightening a
limited range of early retirement benefits. Commitments by a visiting Chinese delegation to
invest in both government bonds and undertake direct investment may reduce refinancing
risks.

•

In Poland, short-term indicators point to a weakening in export growth, though domestic
consumption remains on an upward trend, as evident in the first quarter growth numbers.
Fiscal policy has shifter toward consolidation in recent months (though a 2012 budget will
only be adopted after the elections in October). The deficit is expected to decline this year,
mainly due to the reduction in the contributions into mandatory pension funds, but also a
freeze in the public sector wage bill and cuts in certain social security expenditures. The
government targets a deficit of under 3 per cent next year, but reforms in social security
payments would be key to that objective being achieved.

•

Unlike most other countries in the CEB region, the Slovak Republic saw a slight
acceleration in industrial output and export growth in May, benefiting from higher export
demand in certain manufacturing sectors, such as cars and electronic equipment. A
substantial fiscal consolidation package should arrest public debt accumulation, though the
political resolve to implement all reforms remains uncertain.

•

All three Baltic economies are performing well, and benefit from the improved environment
in the EU. Growth in Q1 in Estonia was better than expected and has led to an upward
revision in the EBRD growth forecast for 2011, given the resilient industrial production and
exports in the second quarter. The economy in Latvia continues to recover under the EU/
IMF programme and the authorities now target euro adoption in 2014, as do those in
Lithuania, where Q1 growth exceeded expectations. However, in the absence of an IMF
programme, fiscal consolidation in Lithuania is somewhat more uncertain.

•

Croatia’s economy remains stagnant, with GDP falling again last year and exports and FDI
still on a declining trend in the first months of 2011. However, domestic demand is slowly
recovering and a good tourism season could help the economy return to modest positive
growth by the end of the year. The completion of EU accession negotiations in June 2011
should also provide a boost to investor confidence.

•

Slovenia experienced only modest growth in 2010 and, given the poorly capitalised banking
sector and the lack of governance reform in the corporate sector, this pace of growth is

unlikely to change in the short term. The rejection in a referendum of proposed reductions in
pension benefits was a significant setback for the government, and bodes poorly for its
capacity to implement much-needed fiscal reform.

South-Eastern Europe (SEE) and Turkey
Economic performance remains sluggish throughout most of south-eastern Europe (SEE),
whereas the Turkish economy continues to boom. While all SEE economies are expected to
grow this year, the rates of growth are mostly still far below pre-crisis levels, and significantly
lower than the average for the whole transition region. The recovery has been export-led,
reflecting both a low base effect from the sharp downturn during the crisis and the renewed
global demand for commodities from the region. Imports are also growing again, suggesting a
partial recovery in domestic demand and consumer confidence, although annual private sector
credit growth remains stagnant (with the exceptions of Serbia and Turkey, and. FDI inflows also
remain below pre-crisis levels. Most countries continue to face fiscal challenges, although
countries with IMF programmes have generally managed to stay on track. Significant risks stem
from potential contagion effects from the Greek debt crisis. So far, spillovers have been
contained but they have the potential to disrupt economic activity in the region if the situation in
Greece deteriorates further.
•

In EU members Bulgaria and Romania, economic prospects are improving but at a modest
pace. Bulgaria emerged from recession last year but the pace of recovery in the first half of
2011 seems to be slowing slightly. Year-on-year industrial production growth has dropped
since the first quarter though it remains robust at 9.4 per cent in June. In Romania, a
recovery finally appears to be underway after two years of negative growth and the economy
is expected to return to modest positive growth rates this year. Exports are growing strongly,
industrial production was up more than 7 per cent (year-on-year) in May 2011, and even the
construction sector is starting to turn around. However, the new precautionary arrangement
with the IMF commits the government to further austerity measures. While this will reduce
fiscal vulnerabilities, it will also dampen the recovery in domestic demand.

•

In the Western Balkans, economic prospects continue to improve slowly. Bosnia and
Herzegovina, FYR Macedonia and Serbia are benefiting from the global demand for key
metal commodities from the region. Economic growth in FYR Macedonia is further driven
by an ongoing boom in construction, while Serbian growth is being supported by large
infrastructure projects and some subsidised lending programmes. The level of inflation in
Serbia, at 12.7 per cent in June 2011, remains a concern, but is likely to fall significantly in
the second half of the year. Economic sentiment in Bosnia and Herzegovina continues to be
negatively affected by political difficulties that impede developing a more efficient
constitutional structure.

•

Macroeconomic data for Montenegro are somewhat mixed. Annual private credit growth
remains negative and industrial production and exports are subject to significant
fluctuations, but prospects for a good tourism season are favourable. The economy in
Albania continues to grow, thanks mainly to a good performance in exports and industry.
However, the country is particularly vulnerable to a serious Greek downturn, with which it
enjoys close linkages through trading, investments and remittances.

•

In Turkey, despite a recent slowdown, growth has surprised on the upside and remains
based on domestic demand. As a result, the current account deficit has widened to 9 per cent
of GDP on an annualized basis, credit growth is running around 44 per cent year-on-year,
and core inflation is steadily rising (although overall inflation is more volatile). The widely
expected post-election policy tightening has not yet materialised. The growth forecast for
2011 has therefore been revised upwards.

Eastern Europe and the Caucasus (EEC)
The economic recovery in this region continues to be driven by a combination of strong external
demand, high commodity prices, and remittance flows. However, all of these variables are
subject to significant uncertainty. In particular, a slowdown in the EU and/or Russia could
reduce growth prospects in the EEC countries. In addition, all countries except Azerbaijan are
net energy importers, and the Caucasus countries also depend on imports of foodstuffs.
Armenia, Georgia and Moldova rely heavily on remittances which may be subject to volatility.
Domestic policy slippages could also threaten continued international support. Belarus is
undergoing a balance of payments crisis and is in urgent need of a policy package that could be
supported internationally.
•

Ukraine’s economy has continued to recover from the crisis, with growth increasingly
driven by domestic demand. In July 2011, the parliament approved a pension reform that
should strengthen the public balance sheet and support capital market development over
time. However, critical energy sector reforms—key to the future of the Stand-By
Arrangement with the IMF—continue to face political resistance. Inflation remains high,
largely due to lingering effects of the recent global energy and food price increases. Postdevaluation competitiveness gains are being eroded by fast real wage increases.

•

Belarus is undergoing a severe balance of payments crisis, triggered by large directed
lending, rapid growth of public sector wages and pensions, and loose monetary policy.
Instead of allowing a rebalancing of domestic and external demand after the May
devaluation, the authorities have resorted to administrative measures in the currency and
consumer markets. These steps are likely to further exacerbate the crisis. Most foreign
exchange operations now take place in unofficial markets at parallel exchange rates.

•

Armenia has recovered from an exceptionally sharp output contraction during the crisis.
The economy continues to benefit from large remittance inflows and substantial official
financing. The authorities are pursuing fiscal consolidation and structural reforms under an
IMF-supported programme. However, the construction sector—a driver of growth before the
crisis—is yet to recover from the deep recession, and the weather-dependent agricultural
sector remains volatile.

•

Moldova’s economy continues to expand. The recovery is supported by growth of exports
and remittances, and IFI financing. However, the economy is vulnerable to weak growth in
the main trading partners and uncertain remittance inflows.

•

The economy of Georgia continues to expand after recovering from the security and
financial crises of 2008 and 2009. As the generous aid package provided by a wide range of
donors during the crisis begins to run out, the authorities are channelling their efforts to
attracting FDI, tourism and agriculture. To maintain the country’s business-friendly image
and strengthen investor confidence, they recently adopted a fiscal responsibility law that
includes firm limits on the fiscal deficit and public debt and strengthens the predictability of
the tax system.

•

Economic growth in Azerbaijan remains subdued due to the recent stabilisation of oil and
gas production. The diversification of the economy remains important as risks associated
with high oil dependence became apparent during the crisis, when oil prices declined. FDI
inflows into the non-oil sector remain low. However, the immediate macroeconomic risks
are mitigated by a large oil fund.

Russia and Central Asia
Russia and most Central Asian economies continue to be on a firm recovery path. In Russia and
Kazakhstan, the recovery has mostly been driven by higher oil prices, large-scale fiscal stimulus
packages and banking-system support. Their recovery in turn has helped to stimulate the
economies of the Kyrgyz Republic, Tajikistan, and Uzbekistan, which benefited from the pickup in remittances and trade, as well as from other rising commodity prices. However, some
important risks remain. First, the outlook remains highly dependent on external commodity
price developments and domestic government support. Second, rising international food and
fuel prices have resulted in large and rapid increases in inflation, resulting in some instances in
social tensions. Third, state ownership and interference in the region’s banking sectors remains
high. Together with incomplete restructuring efforts, this is contributing to an inefficient
allocation of credit and continued high levels of nonperforming loans (NPLs), particularly in
Kazakhstan and Tajikistan.
•

•

•

•

•

•

In Russia, the growth momentum was sustained in the first quarter of 2011 (at 4.1 per cent
year-on-year) and output is expected to grow at 4.6 per cent in 2011 and 4.7 per cent in
2012, up from 4 per cent in 2010. Overall asset quality in the banking sector has stopped
deteriorating and the bailout of the Bank of Moscow, the sixth largest bank, in July 2011 is
likely to be an isolated event. At the same time, investment activity has remained subdued,
and capital outflows have persisted, estimated at over US$ 30 billion in the first half of
2011. While depletion of the fiscal reserve fund has been postponed and the budget deficit is
expected to be contained below 1.5 per cent of GDP in 2011, the implicit budget-balancing
oil price has increased significantly. This could make the economy and the currency more
volatile in response to swings in commodity prices.
In Kazakhstan, GDP growth was 7.1 per cent year-on-year during 2011 H1 and is
forecasted to remain around 7 per cent in 2011, supported by high commodity prices and
continued strong public sector support. However, credit to the economy remains stagnant, in
part because non-performing loans remain stuck at around 25 per cent of total loans. Despite
formally abolishing the exchange rate corridor in late February 2011, the National Bank of
Kazakhstan (NBK) has intervened heavily to keep the exchange rate stable. Inflation
increased to 8.5 per cent in June 2011, and is expected to average 8.8 per cent during 2011.
The Kyrgyz Republic’s recovery from the global 2009 and domestic 2010 crises is
continuing, driven by improved political stability, higher gold prices and fiscal stimulus.
Inflation has accelerated since the middle of 2010, driven by increasing food and fuel prices,
and has exceeded 20 per cent since March 2011. However, it is expected to drop sharply in
the coming months. GDP growth picked up to 5.5 percent year-on-year during 2011 H1 and
is forecast to reach 6.3 per cent in 2011, driven mostly by external factors, including
stronger international demand, higher commodity prices, increased gold production, and
growing remittances.
In Tajikistan, economic growth remained strong at 6.5 per cent year-on-year in 2011 Q1,
and is expected to average 6 per cent in 2011, driven by strong regional growth, high
aluminium and cotton prices and growing remittances. Inflation accelerated from around 5
per cent in mid-2010 to nearly 15 per cent in May 2011, mostly driven by rising
international fuel and food prices, leading to concerns about food security.
Turkmenistan continues to experience a buoyant economic expansion with economic
growth in 2011 still expected to be around 10 per cent. This is mainly driven by ongoing
large public construction projects and increased gas exports to China and Iran. Given that
many prices remain administered, annual average inflation is expected to remain relatively
low at around 5.5 percent. Medium-term growth prospects are good, but the economy
remains highly dependent on oil and gas.
Uzbekistan’s economy appears to have been unaffected by the crisis, with an official growth
rate above 8 per cent in 2009 and 2010, driven mostly by favourable external conditions and

•

expansionary fiscal policies. However, GDP growth slowed down somewhat to 7.6 per cent
during 2011 Q1 and is expected to average 7 per cent during 2011.
Mongolia has continued to benefit from a mining boom, with GDP growth estimated at 6.1
per cent in 2010 and 9.7 per cent year-on-year in the first quarter of 2011. Growth is
expected to reach 9 per cent in 2011 and 12 per cent in 2012, reflecting record-high copper
prices and substantial mining-related FDI inflows, which totalled 26 per cent of GDP in
2010 and are expected to continue for a number of years. Inflation decelerated sharply to 4.2
per cent in May 2011 but may rise again as fiscal policy remains highly procyclical.
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Figure 2. Currencies and financial market indicators (daily frequency)
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Figure 3. Indicators of real activity: GDP and industrial production
Real GDP, y-o-y change, %
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Industrial production, index, 2005=100, seasonally adjusted
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Figure 4. Indicators of real activity: retail sales and confidence indexes
Retail sales, y-o-y change, %

Source: National authorities via CEIC data service.
Consumer confidence, seasonally adjusted balances, defined as the difference (in percentage points of total answers) between positive and
negative answers
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negative answers
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Figure 5. Indicators of real activity: CPI and unemployment
CPI, y-o-y change, %

Source: National authorities via CEIC data service.
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Figure 6. Financial sector indicators: deposits by currency
Local currency total deposits, stocks. January 2008 = 100

Source: National authorities via CEIC data service.

Foreign currency total deposits, stocks (FX adjusted) /1. January 2008 = 100

/1Composition of assumed FX Baskets (€ : $ weights): 100:0 for Bulgaria, Latvia, Lithuania, Poland, Serbia; 90:10 for Croatia and Romania;
50:50 for Albania, Armenia, Bosnia, Czech Republic, Estonia, FYR Macedonia, Georgia, Hungary, Moldova and Turkey; 20:80 for Ukraine;
15:85 for Russia, 10:90 for Kazakhstan, 0:100 for Azerbaijan and Tajikistan and 30:40:30 as a €-$-RUB basket for Belarus.
Source: National authorities via CEIC data service.

Figure 7a. Financial sector indicators: foreign and local currency lending
Contribution to private sector growth (year-on-year, in %)

Source: National authorities via CEIC service.

Figure 7b. Financial sector indicators: new credit to private sector
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Figure 8. Financial sector indicators: private sector credit by currency components
Local currency private sector credit, amounts outstanding. January 2008 = 100

Source: National authorities via CEIC data service.
Foreign currency private sector credit, amounts outstanding (FX adjusted). January 2008 = 100
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