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Executive Summary

The past year has been another difficult one for policy-makers  
in most countries of the region. Not surprisingly, the pace of new 
reforms has slowed further. Nevertheless, there have been very 
few examples of reform reversals, highlighting the resilience of 
the reforms introduced in most of the region over the previous 
two decades. The low number of upgrades and near absence 
of downgrades to the EBRD transition indicators support the 
view that the past year has generally been a period of reform 
stagnation (or slow reform at best) rather than reform reversal. 
Only two countries – Poland and Tajikistan – received more than 
one upgrade. 
 This year’s Transition Report takes the first step towards 
reforming the EBRD transition indicators, both to expand their 
sectoral coverage, and to place more emphasis on the quality of 
market-enabling institutions. In addition to presenting a number 
of new sector-level indicators, particularly in the corporate and 
energy sectors, an alternative set of financial sector indicators 
is introduced. Both “old” and “new” transition indicators are 
reported. While the two sets of indicators are highly correlated 
across countries, significant differences arise between traditional 
and new scores in the financial sector. This is mostly attributable 
to the fact that the traditional indicators emphasised financial 
deepening and placed comparatively little weight on the quality  
of regulatory and supervisory institutions. 
 In common with the traditional indicators, the highest sectoral 
scores are typically in central Europe and the Baltic states, followed 
by Turkey, while the lowest scores are uniformly in Central Asia. 
Even in EU member countries, however, significant reforms are 
necessary in some areas, particularly in sustainable energy, 
transport, and some areas of the financial sector.

Over the last year, most countries in the EBRD region have  
started to recover at varying speeds. In some central European 
countries, and most commodity-rich countries in eastern Europe 
and Central Asia, the recovery has been solid, although growth 
remains significantly below its 2005-08 average. In a few cases, 
such as Armenia, Moldova, Poland and Turkey, capital inflows or 
renewed remittance inflows have contributed to growth in 2010. In 
contrast, the recovery in most south-eastern European countries 
is progressing slowly.
 Three main factors contributed to these differences: the 
capacity of transition countries to take advantage of the 

incipient recovery of the world economy through higher exports; 
fiscal policies; and the unwinding of pre-crisis imbalances, 
which continue to weigh on credit growth in many countries. 
Commodity exporters, countries with export concentration in 
intermediate inputs such as machinery, and countries with large 
real exchange rate depreciations during the crisis are benefiting 
disproportionately from the recovery of global trade. In addition, 
the recoveries in Russia and Germany are contributing to a 
return of remittance flows to some of the smaller countries in the 
region. In contrast, capital inflows are generally recovering more 
slowly than in other emerging market countries, with the notable 
exception of Turkey and Poland.
 Looking ahead, the multi-speed recovery is expected to 
continue. Exports will continue to drive growth in most countries 
in the next year, as domestic demand growth generally remains 
muted due to fiscal adjustment. Downside risks arise from the 
international environment, but also from pre-crisis legacies – 
particularly large stocks of foreign currency-denominated debt –  
as well as counterproductive taxation and regulation decisions  
in response to fiscal and sometimes populist pressures.

Developing local currency finance is key to both vigorous and 
less volatile growth in the transition region. Local currency debt 
markets help mobilise domestic savings and make countries less 
dependent on capital imports. And reducing unhedged foreign 
currency borrowing, which continues to be commonplace in most 
banking systems in the region, is critical to making countries less 
vulnerable to a depreciation of the currency.
 However, it is critical to address the causes of unhedged 
foreign currency borrowing rather than just its symptoms. Three 
factors stand out: inflation volatility, which may imply that the 
macroeconomic risks of local currency borrowing are even higher 
than those of foreign currency borrowing; fixed or heavily managed 
exchange rates, which create the perception of low currency risk; 
and a lack of domestic funding sources, which leads banks to  
turn to foreign currency borrowing to fund credit expansion. 
 The extent to which these causes apply varies widely across 
transition countries, and so should strategies to develop local 
currency finance. In some eastern European and Central Asian 
countries, inflation has been traditionally volatile and hard to 
predict. These countries need to reform their macroeconomic 
institutions and policy frameworks before undertaking other  
steps to develop local currency finance. In contrast, countries  
with reasonable track records of macroeconomic stability can  
use several tools, including: allowing more exchange rate  
flexibility; developing local currency bond markets, which with  
few exceptions are still in their infancy; and reforming bank 
regulation to encourage local currency use. 
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Executive Summary

same three main business environment concerns, namely:  
skills availability, corruption and tax administration. Poor physical 
infrastructure and crime are also among the top concerns, 
particularly further east in the transition region. 
 This chapter shows how countries can address these 
deficiencies by drawing on the experiences of their transition 
peers, both at the present time and over the past 10 years. 
For example, Georgia can provide its peers at a similar level of 
development with ideas on fighting corruption and Estonia on 
improving tax administration. Regression analysis of constraint 
determinants can provide further pointers for alleviating business 
obstacles. Its results suggest, for example, that despite the 
rise of mobile telephony, landline availability still matters; that 
transparent implementation of tax rules may matter more than 
just simpler documentation or less tax preparation time; and 
that removing skill bottlenecks is more important than generic 
increases in education spending.

The Transition Report’s country assessments pages give an 
overview of the main macroeconomic and structural reform 
developments over the past year, as well as an outline of the key 
challenges facing each country. They serve as a compact overview 
of mostly factual information about countries in the region and 
provide a handy guide to some of the main issues of interest to 
investors, analysts and policy-makers.
 The structure of the pages has changed this year, with greater 
emphasis on the main challenges ahead, both at the country-
wide and the more specific sectoral levels. For each country, the 
assessment starts with three key developments and challenges, 
highlighting the most significant events and taking a view on the 
top policy priorities. The next section covers macroeconomic 
performance and summarises the short-term outlook and the 
key risks. A short table of key macroeconomic indicators follows. 
More detailed data, both on selected economic indicators and on 
structural and institutional changes, are published on the EBRD 
web site.
 The rest of the assessment is devoted to structural reform 
issues. A short paragraph gives a big picture overview of the state 
of transition, reflecting the effect of cumulative reforms introduced 
over the years. The assessment goes on to summarise the main  
structural reform developments since the middle of 2009, covering  
some or all of the main sectors – corporate, energy, infrastructure 
and finance. Lastly, the assessment outlines three structural 
reform priorities, reflecting the analysis of sectoral reforms and 
challenges outlined in Chapter 1.

During 2000-08, growth in the transition region was driven  
mainly by buoyant capital inflows and domestic demand. As 
a result, export growth was often outpaced by import growth, 
leading to large external deficits in many countries. After the 
crisis, a return to this “growth model” looks neither feasible nor 
desirable. Instead, the region must invigorate exports in order 
to restore growth without the associated external imbalances. 
Analysis shows that there is a close link between exports and 
innovation in transition countries, and hence between export 
performance and growth in the long term.
 As the chapter documents, export growth – albeit overshadowed 
by even faster import growth – does in fact have a respectable 
track record in the transition region: between 2000 and 2008, 
its share in world exports almost doubled from 5 per cent to 
nearly 10 per cent, and it also became more diversified, with 
growing intra-regional trade and exports to non-traditional trading 
partners. However, this growth was based on factors that cannot 
be guaranteed to continue in the coming decade, including low 
initial unit labour costs and reductions in tariff barriers to low levels. 
Invigorating exports will hence require additional policy effort. In 
addition to supportive macroeconomic and labour market policies, 
progress in two areas is critical: non-tariff barriers, which must 
either be reduced or which firms must learn to navigate better; and 
improvements in the business environment that are closely linked 
to competitiveness. This includes, in particular, facilitating customs 
procedures, reducing corruption and improving the rule of law.

Improving the business environment is a cornerstone of the 
post-crisis growth agenda. But which aspects of the business 
environment matter most to firms? And how can policy-makers 
in the region address them? In principle, the EBRD-World Bank 
Business Environment and Enterprise Performance Surveys 
(BEEPS), in which firms in the transition region rate the main 
obstacles to doing business every three years, should help  
answer these questions. But in practice, the views expressed  
in the BEEPS are difficult to compare across firms and countries, 
and they are not easy to relate to objective differences in 
institutions and policies on the ground.
 One way to overcome these difficulties is to focus on relative 
obstacle ratings by firms, which removes firm differences in 
reference points and “tendencies to complain” from the data.  
This approach reveals that many transition countries share the 
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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.

Erik Berglöf Chief Economist
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