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The past year has been a difficult one for the transition 
region as growth weakened and the economic outlook 
worsened significantly. Nevertheless, there was no 
wholesale reversal of reforms, and progress has been 
made in some important areas. Policy-makers generally 
remain committed to the principles of markets and 
competition. Trade integration has been enhanced this 
year by the accession of Montenegro and Russia to the 
World Trade Organization. However, there is no sign of  
the major reform drive needed to boost growth rates 
towards their long-term potential.  

A sectoral analysis of reforms and remaining challenges 
shows that most sectors across the region still face 
transition gaps that can be characterised as “medium” 
or “large”. The largest gaps are typically in Central 
Asia and other parts of the former Soviet Union, but 
significant gaps also remain in the more advanced 
countries in central and eastern Europe. Over the past 
year, there have been reform reversals in the energy 
sector in Bulgaria and Romania, both EU members, and 
in Kazakhstan, as well as a downgrade in Hungary in the 
natural resources sector. In all cases, the downgrades 
reflect growing state interference and a move away 
from market forces. However, important progress has 
occurred in other sectors – notably in the financial sector 
where local capital markets have developed further – as 
well as in certain transport sectors.

For the first time in the Transition Report, this chapter 
discusses the reform histories of the southern and 
eastern Mediterranean (SEMED) countries and considers 
their current structural and institutional development. 
The analysis indicates that the region is in “mid-
transition”; trade and capital flows in the SEMED region 
have been predominantly liberalised, and large parts of 
the economy are in private hands, albeit with important 
exceptions. However, while reforms carried out over 
the past two decades have improved the ease of doing 
business, market structure and institutional reforms 
need to be accelerated to enhance competitiveness, 
efficiency and productivity. Subsidies for basic foods 
and fuels tend to be more pervasive in SEMED distorting 
markets and placing heavy burdens on state budgets. At 
the sector level, power and energy stand out as the least 
reformed areas.

cHaPtEr 2
Over the last year the transition region has experienced 
a significant worsening in the external environment. The 
Transition Report 2011 presented a picture of ongoing 
recovery from the global financial crisis while pointing 
to risks from the region’s exposure to the eurozone. 
Since then, as the eurozone sovereign debt crisis 
deteriorated, recovery has stalled in many countries 
that are particularly integrated with the single currency 
area. Growth has slowed down as exports and capital 
inflows declined. Crucially, the region’s banks have lost 
significant external funding as eurozone banks reduced 
cross-border lending and withdrew financing from their 
subsidiaries in transition countries. This has depressed 
credit growth, which in turn contributed to slower output 
expansion.

An empirical analysis relating growth in transition 
countries to the fortunes of the eurozone, Russia and 
the world at large, along with oil prices and volatility in 
global financial markets, confirms that central and south-
eastern Europe is more intertwined with the eurozone 
and eastern Europe and central Asia with Russia. The 
analysis also reveals that Ukraine is particularly exposed 
to developments both in Russia and in the eurozone, 
while Poland appears to be surprisingly resilient to 
changes in its external environment.

The outlook for the region continues crucially to be driven 
by developments in the eurozone crisis and its global 
repercussions, including its impact on commodity prices. 
In the baseline forecast, the region will see a substantial 
slow-down relative to 2011 both in this year and next as 
a result of the crisis. Central and south-eastern Europe 
will experience particularly slow growth and some of the 
countries have entered or will re-enter mild recessions. 
But countries further east have also already started 
feeling the impact of the crisis and are likely to grow 
more slowly as well. Possible further deterioration of 
the turmoil in the euro area poses the largest risks to 
already-slower projected growth in the region for 2012 
and 2013.  
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A eurozone-based “banking union” which would create 
an ECB-led single supervisor and pave the way for the 
direct recapitalisation of failing banks from the European 
Stability Mechanism (ESM) is likely to be crucial for making 
the eurozone more stable. But would it also address the 
deficiencies of nationally based supervision and resolution 
of multinational banks which have plagued financially 
integrated Europe in the last decade? Multinational banks 
have been a force of financial development and growth, 
but they have also exacerbated credit booms, adding 
to the pain of crises – particularly in emerging Europe. 
The prevention and mitigation of these crises has been 
complicated by poor coordination and conflicts of interest 
between the home and host countries of these banks. 

Current official banking union proposals address these 
problems only in part, and may introduce some new 
complications. Bank resolution would still be handled by 
national authorities. Apart from continued coordination 
problems in resolving failing multinational banks, this  
could lead to moral hazard, since national authorities  
may not have the incentives to minimise fiscal losses  
when resources for recapitalising banks are available at  
the European rather than the national level. Furthermore,  
non-eurozone members could not access the ESM even  
if they opt into the single supervisory mechanism,  
putting the banking systems of these countries at a 
potential disadvantage.

A number of extensions or modifications to the proposed 
banking union may alleviate these and related concerns. 
In the absence of a European resolution authority, cross-
border stability groups involving the European Central  
Bank (ECB) and the authorities of both home and host 
countries of multinational banks could help improve  
crisis management and develop burden-sharing models.  
To assuage concerns that the ECB might not be as 
concerned about local stability as national supervisors,  
the latter should be given a strong voice in the governance 
of the ECB’s supervisory function, and retain certain  
macro-prudential instruments. Lastly, countries receiving 
ESM support could be required to share banking-related 
fiscal losses up to a pre-determined level.

Non-eurozone countries that opt into the supervisory 
mechanism should also have access to the possibility of 
direct recapitalisation by the ESM. In addition, intermediate 
options could be considered for European countries that 
either cannot or do not want to become full members of  
the banking union. This could include an “associate 
member status” through which non-eurozone countries 
would benefit from ECB liquidity support but not from  
fiscal support, and sharing of supervisory responsibility  
for multinational groups between the ECB and host  
country authorities. 
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At the start of transition many old economic ties within 
and between countries in the former communist bloc 
were severed. However, economic fragmentation 
quickly gave way to the forces of regional integration 
initiatives, both among transition countries and with 
new trading partners in the West. One of the latest 
developments in regional economic integration is 
the creation of the Common Economic Space of the 
Eurasian Economic Community. In November 2009 
Belarus, Kazakhstan and Russia agreed to establish a 
customs union. Further steps have since been taken 
towards deeper economic integration between these 
countries. New supranational institutions have been 
created and future geographical expansion of the 
union is being discussed. 

There are many potential benefits of regional 
integration, including trade creation within the region, 
facilitation of exports to the rest of the world, more 
efficient markets across member countries, and an 
opportunity to build stronger economic institutions.  
The chapter considers the extent to which these 
benefits are likely to apply in the new customs union, 
drawing on early evidence on the impact of the 
customs union on trade, non-tariff barriers and export 
structure.

Common external tariffs introduced in 2010 had some 
impact on regional trade flows but the magnitude of 
this impact is small. Much of the rapid growth in trade 
between the three countries is explained by post-crisis 
recovery trends. The lowering of non-tariff barriers 
within the customs union also played a role. There is 
evidence that the benefits from reducing non-tariff 
barriers and improving cross-border infrastructure are 
much larger than from changes in tariffs.

The structure of exports from Belarus, Kazakhstan 
and Russia suggests that regional economic 
integration has the potential to act as a springboard 
for exports to the rest of the world. Goods first 
exported within the regional bloc are likely to later 
be exported to other destinations. Lastly, the quality 
of institutions in countries within regional economic 
blocs tends to converge, either towards the average 
or towards the higher level, in particular in the case 
of those blocs with deeper institutional integration. 
Within the Eurasian Economic Community there 
is currently little variation in terms of quality of 
institutions. However, the Community represents 
an opportunity to create supranational institutions 
with strong governance that have demonstration 
effects and could trigger demand for better domestic 
institutions.


