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The EBRD’s region is emerging from the crisis. It is doing so more 
hesitantly than other emerging market regions, predominantly 
because its pre-crisis imbalances were larger and are taking 
longer to unwind. The speed of recovery varies widely: some 
countries are undergoing sharp rebounds, while others, 
particularly in south-eastern Europe, are only just starting to 
recover. In 2011 the EBRD is expecting positive – albeit in some 
cases modest – growth in all of its countries of operations for  
the first time since 2007.

What conclusions should policy-makers in the region draw from 
the crisis? The depth and length of the recession, and the sense 
that they were causally related to the preceding boom period, 
have led to calls for a “new growth model”. The concerns that 
prompt these calls are the right ones, but the conclusions go too 
far. The “old” growth model is one of internationally integrated, 
private-sector driven economies supported by market-enabling 
government institutions. This system has been fundamentally 
successful. Incomes did converge with those in the West during 
the last decade: even with the effects of the crisis, purchasing 
power adjusted output per capita in the transition region is almost 
twice as high this year as it was 10 years ago. This success 
reflects all aspects of the growth model – including the effect  
of financial integration, as shown in last year’s Transition Report: 
Transition in crisis.

That said, it is clear that the transition region’s growth model – 
or at least its implementation – suffered from significant flaws. 
Some weaknesses we were aware of, others have been thrown 
into sharp relief by the crisis. Two decades of transition had 
taught us the importance of market-supporting institutions, but 
the weaknesses of financial regulation and supervision and the 
vulnerabilities of exports to the global crisis surprised us. In some 
sectors, particularly in the financial sector, our efforts to measure 
the quality of these institutions proved inadequate. Partly for this 
reason, Chapter 1 of this year’s Transition Report unveils a new 
set of sectoral transition indicators, including a new, expanded 
set of indicators for the financial sector, which gives much more 
prominence to the institutional aspects of transition.

How exactly, then, should the transition region’s growth model  
be adapted? Fundamentally, reform must serve two objectives.

The first is to make growth less volatile. While pre-crisis policies 
were successful in generating high growth, they did so, in many 
countries, at the price of enormous risks in the form of large 
current account deficits and excessive private borrowing, 
predominantly in foreign currency, which in turn caused bubbles  
in sectors such as construction and retail. These bubbles have 
now burst.

The second objective is to reinvigorate and rebalance the  
drivers of long-term growth. This is in response partly to the 
expectation that capital flows cannot be assumed to flow back  
into the transition region in the same way they did pre-crisis. 
Hence, the region will need to seek alternative sources of growth.

For the most part, however, the need for a new growth agenda  
(if not a new growth model) comes in response to a problem that 
has little to do with the crisis. Aside from rapid capital inflows 
and a credit boom – factors that cannot persist to the same 
degree, nor would we wish them to – growth in the last decade 
was fundamentally the result of impressive export growth and 
trade integration into the world economy. This needs to continue, 
and become the main driver of growth in the post-crisis period. 
However, achieving this will not be easy. As argued in Chapter 4, 

the drivers of export growth in the pre-crisis decade were: cost 
competitiveness; trade agreements and tariff reductions; and 
strong trading partner demand. But today’s unit labour costs 
are much higher than 10 years ago – a natural consequence of 
convergence and labour market integration; average tariff rates 
are now in the single digits; and slower world growth is forecast  
for many years ahead.

Partly because of this sense that the “low-hanging fruit” feeding 
growth had been plucked, the 2008 Transition Report: Growth 
in transition argued that policy-makers in the region needed to 
pay more attention to fundamental drivers of growth such as 
education, competition and diversification. These messages apply 
with equal if not greater force after the crisis. At the same time, 
it is now especially important to focus on reforms that specifically 
improve the trade-off between fast growth and volatile growth.  
For these reasons, this year’s Transition Report focuses on two 
main reform areas.

The first reform area concerns the development of domestic 
capital markets and local currency finance. Financial development 
is a source of growth; at the same time, greater reliance on 
local savings makes economies less vulnerable to swings in 
international capital flows. More local currency lending, particularly 
to unhedged borrowers, will make economies less vulnerable to 
sudden exchange rate depreciations. While the threat of mass 
bankruptcies resulting from unhedged foreign exchange exposures 
was ultimately contained during the crisis, this required both 
tight macroeconomic policies that had large output costs, and 
large-scale international crisis lending. Chapter 3 analyses the 
causes of the widespread use of foreign currency in the region, 
and concludes that the remedies are complex – involving not only 
capital market development but also macroeconomic reforms, and 
regulation – and to a significant extent must be country-specific.

The second area of reform is the improvement of the business 
environment. This has been a mainstay of the growth agenda in 
the transition region and beyond, but the challenge has always 
been to be more specific about what aspects of the business 
environment are most critical, and how to improve. This year’s 
Transition Report takes up this challenge, at least in part.  
Chapter 4 analyses what aspects of the business environment 
matter the most for export growth. Chapter 5 presents a novel 
approach to extracting the top concerns of firms from the Business 
Environment and Enterprise Performance Survey (BEEPS), which 
the EBRD and World Bank last conducted in 2008-09, and tries  
to link them to country policies.

In recovering economies, where memories of the crisis are 
still fresh, conditions for reform should be favourable. But the 
opportunity could be missed. Renewed capital inflows in some 
countries and preoccupation with short-term concerns in others 
tend to foster complacency about deep reform. Lack of progress 
risks generating new bubbles and leaves the region vulnerable to 
the whims of the world economy. Even if recovery is in evidence in 
the region, the external downside risks, not least those emanating 
from advanced Europe, are still substantial.

Complacency would threaten not only recovery, but also long-term 
growth. There can be no return to the region’s pre-crisis dynamism 
without new reform. The challenge for policy-makers is not just to 
ensure that the future becomes safer, but to do so in a way that 
sustains convergence in Europe.
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