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Let me begin by giving a quick overview of the main points I wish to make
today, and then time permitting, I will go into more detail about the specifics. I will
concentrate on the economic situation in the transition economies of south-east
Europe (SEE) and the Commonwealth of Independent States (CIS) but will also say
some things about the EU new member states (NMS) given the longer-run historical
similarities and some similarities doing the recent economic and financial crisis.

These regions were the most negatively impacted by the financial crisis.
Russia’s minus 7.9 GDP decline in 2009 was the largest contraction of any of the G20 countries. The central Asian economies of the CIS, however, were an exception to
this as all of them were able to achieve positive economic growth in 2009. Poland, the
largest NMS economy, also had positive growth. In a recent analysis of the
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Millennium Development Goals (MDGs) covering these economies a basic
conclusion was that for many of these targets, progress has been set back about three
years; that being that the value of the indicator will be in early 2011 about what it had
been in early 2008. 1 Although this has been a very serious crisis with some large GDP
declines, it is not even close to the severity of the economic decline experienced in the
1990s during the transition from planned to market economies.
The region benefited enormously from external assistance provided by
numerous multilateral organizations including the International Monetary Fund
(IMF), the European Bank for Reconstruction and Development (EBRD), and the
European Union. As is generally the case, this assistance was contingent on the
countries agreeing to implement certain policies or achieving certain targets. The IMF
having received considerable criticism for the severity of its conditionality for the
Asian economies during the 1998 crisis relaxed considerably its conditionality.
Nevertheless its policies generally required some tightening of the existing
macroeconomic policy of the recipient country. Many of these programs, especially
those for NMS were done jointly with the European Union. Generally it seems that
the EU pushed for stronger conditionality than the IMF in these joint programs. 2 The
Vienna Initiative was notable in that it got a commitment from the external parent
banks not to drain liquidity out of its branches (or subsidiaries) in the impacted
economy as a precondition for its assistance.
Currently (i.e., October 2010), GDP in many of these European emerging
economies remains below their peaks in 2008 and unemployment is likely to above
pre-crisis levels for a considerable amount of time, maybe 2013 or even longer.
Investment levels remain depressed and credit growth more generally has been low.
As with the advanced economies there is some question as to whether the problem is
primarily with weak demand for loans or is constrained on the supply side by fragile
banking systems. As in much of the world, the economic momentum during the early
part of 2010 has faded but there is unlikely to be a double-dip recession. However,
there are number of the economies that have yet to get out of the first dip and are
likely to continue to experience negative growth in 2010. This includes Croatia,
Kyrgyzstan, Bulgaria, Latvia, Romania and maybe Montenegro. All of the European
emerging economies are expected to have positive growth in 2011 and the CIS may
be one of the few regions where growth in 2011 may be higher than in 2010.

1

See Robert C. Shelburne and Claudia Trentini, After the Financial Crisis: Achieving the Millennium
Development Goals in Europe, the Caucasus and Central Asia, UNECE Discussion Paper 2010.1,
April 2010.
2
Susanne Lutz and Matthias Kranke, The European Rescue of the Washington Consensus? EU and
IMF Lending to Central and Eastern European Countries, London School of Economics Europe in
Question Discussion Paper No. 22/2010, May 2010.
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There are a number of considerations that could impact the recovery in 2011.
The banking systems were significantly impacted during the crisis although they,
unlike the western European banks, owned very few of the U.S. subprime mortgage
securities that were at the heart of the crisis. In a number of cases, governments had to
provide deposit guarantees during the crisis that were not legally mandated, and have
had to recapitalize some banks. There may be a need for some further
recapitalizations in some countries such as Kazakhstan or Ukraine. Something that is
quite worrisome is the high level of nonperforming loans in many of these economies.
In many cases these are in the range of 5 to 10 per cent of loans which is considerable,
but they are almost 20 per cent in Latvia, Georgia and Ukraine 3 In some cases it is
thought that even these high reported figures underestimate the true problem through
inadequate reporting. However, if the recovery can proceed as expected and the
appropriate actions are taken this need not lead to a new crisis.
There was significant concern during the crisis about the fact that the banking
systems in many of the NMS and SEE had a high level of foreign ownership. There
was the potential that the parents could have drained liquidity out of these economies
to store up their parent operations. However that did not happen and foreign
ownership proved to be a stabilizing influence. To some degree this was due to the
assistance these financial systems received from the IMF; EBRD, World Bank, and
the European Investment Bank under the Vienna Initiative.
One unknown at this point is the likelihood of a sovereign default in one of the
peripheral eurozone countries (Portugal, Ireland, Greece, Spain – the PIGS). A
sovereign default would weaken the west European parent banks and that would
directly impact the financial systems in central and south-east Europe. In addition a
sovereign default would likely have a number of significant impacts on the eurozone
economies and that would spread east through trade and capital flow linkages.
3

The figures from Renaissance Capital (based upon official statistics using national definitions) as of
September 10, 2010 are somewhat lower: Russia 6.3 per cent, Kazakhstan 33.7 per cent, Ukraine 11.6
per cent and Georgia 15.7 per cent.
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In terms of the fiscal situation, most of the European emerging economies
responded to the crisis initially with a strong fiscal stimulus. However, after the
sovereign default scare with Greece back in early 2010, these economies like most of
the western European economies have begun to cut back quite quickly and
prematurely in my opinion. For those under IMF programs that was the case even
before the Greek crisis. Another consideration for a number of the NMS is their need
to satisfy the Maastricht criteria for euro accession. Although the events of the last
several years have provided some evidence that euro accession has some real
downsides most of the NMS are still targeting accession sometime in the next several
years. Thus they need to get their deficits and debt under control. The European
emerging economies like their western European counterparts and unlike most
emerging economies do have a significant demographic problem regarding aging.
Thus they cannot postpone consolidation too far into the future because the
underlying situation is only likely to deteriorate. Some reforms have already been
made such as raising the retirement age in Ukraine and some of the NMS. The
situation is less pressing in the central Asian economies which have relatively higher
population growth rates.
Monetary policy has generally been supportive of growth but nominal interest
rates have remained considerably higher than in the advanced economies. Higher
inflation is one reason but an equally important one has been the need to support their
currencies. Although depreciations would have a stimulative effect by increasing net
trade, the high level of foreign currency-denominated debt has limited the desirability
of a depreciation since it would have significant balance sheet effects for domestic
residents and businesses.
The external economic environment is obviously quite important and
especially the extent of the recovery in western Europe since that is the destination for
over half of the exports for most of these economies. Currently the growth outlook for
western Europe is quite weak so that is likely to constrain growth in the European
emerging economies. Germany is an important exception and its rather strong
recovery, if sustained, should provide a powerful growth impulse for the central
European economies in its economic orbit (i.e., Czech Republic, Hungary and
Slovakia). The prices of oil and gas are major considerations for a number of CIS
countries; current oil prices close to $80 barrel are reasonably high and should support
solid growth in the CIS as this is higher than the level throughout most of the 20002007 period in which these economies grew briskly.
For a number of the European emerging economies, but especially the central
Asian economies, Armenia and Moldova, remittances are a very significant
component of gross national income. Remittances, especially from Russia fell by
about 30 per cent during the peak of the crisis and were a major channel by which the
crisis spread to some of these economies. Remittances appear to be recovering and the
recoveries in some of these economies are dependent on this.
Let me now go into a little more detail about some of these points.
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This map provides the annual growth rates for 2009 which was the nadir of the
crisis. Most of Asia and the middle–east were able to maintain solid growth although
it did decline somewhat from the pre-crisis level. The picture was more mixed in
Africa and Latin America, and North America and western Europe experienced GDP
declines in the 2 to 4 per cent rage. However, most of the European emerging
economies had declines greater than five per cent and in several such as the Baltics,
Ukraine, and Armenia the decline was greater than 10 per cent. Thus although these
economies did not create the crisis nor did they even own subprime assets, they were
the most negatively impacted.

However as this slide shows, the Great Recession (in blue) of 2007-2010 was
nowhere as severe as the transition recession (in red) of the 1990s. Most of the CIS
economies will be back to 2008 levels of GDP by early 2011; during the transition
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crisis it took almost 20 years for the countries to get back to their level of output in
1989. The current crisis, however, was deeper and will be longer than that associated
with the Russian currency and sovereign default of 1998. 4

This graph shows that between 2000 and 2008 the economic performance of
the transition economies (in red) was roughly similar to average for all emerging and
developing countries (in blue). However, during the crisis GDP fell lower in the
transition economies than anywhere else. Most of the world experienced a growth
decline of about six percentage points when comparing the change in growth prior to
the crisis to that in 2009. In the transition economies, however the decline was
approximately 15 percentage points (i.e., from positive 8 to minus 7). Thus by this
crude measure the negative impact on the transition economies was approximately 2.5
times greater than in the rest of the world.

4

For a good and short reappraisal of the 1998 Russian crisis and the policy lessons from it, see Brian
Pinto and Sergei Ulatov, Russia 1998 Revisited: Lessons for Financial Globalization, Economic
Premise, No. 37, October 2010.
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This next graph provides the real growth rates of the main sub-regions of the
UNECE. Prior to the crisis the CIS was growing considerably faster than the other
regions but in many cases GDP was still below 1989 levels and was therefore more of
a bounce-back rather than representing a solid sustainable growth path. South-east
Europe had been growing at about the same rate as the NMS; this is a bit surprising
since one might expect EU accession to have provided more of a boost. Growth in
Turkey has been unusually volatile. The advanced economies had been growing
relatively slowly. All the sub-regions suffered large declines in 2009 but the CIS was
the worst hit; the latter however has bounced back reasonably well. Although growth
in North America and western Europe is expected to return to something similar to
their pre-crisis levels, the expectation is that growth in the CIS, SEE and the NMS
will remain below the pre-crisis levels for next few years. I might add that the
situation in the advanced economies is not as sanguine as this suggests, since although
growth has returned, GDP levels remain about 10 per cent below trend and growth at
the trend level is not able to absorb the unemployment created (from job layoffs and
new entrants) over the last three years.

Next let us examine these growth forecasts in more detail, beginning with
south-east Europe. The first column represents the 2010 forecast; given that the year
is almost over most of the forecasts from different institutions are reasonably close
and not presented. 5 The next four columns provide different forecast for 2011; the
first is the UNECE forecast we have provided to DESA (which they will undoubtedly
modify), then there is the IMF forecast just released (i.e., October 2010), an average
forecast from some major financial institutions as provided by Consensus Economics,
and in the last column is the EBRD forecast from this summer. I will not comment on
these further, but during the discussion period those of you from south-east Europe
can give your forecast and we can discuss the different rationales.

5

One significant difference between the UNECE 2010 forecast and the IMF is for Montenegro; the
UNECE is expecting low but positive growth while the IMF has forecast growth of -1.8 per cent.
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Let me now move to the CIS. Reasonable growth is expected for 2010 with
only Kyrgyzstan likely to have negative growth. 6 Note that although growth declined
significantly during the crisis Kyrgyzstan was able to still have positive growth in
2009. The difficulties in 2010 come from the political upheaval experienced over the
summer; this was only marginally related to the economic crisis. Overall the UNECE
forecast is fairly close to the recent IMF forecast with Georgia being the only country
where there is a difference of more than two percentage points.

One of the most important mechanisms that transmitted the crisis to the
European emerging economies was their rapid decline in exports. As this graph shows

6

During the discussion that followed this presentation, Alexander Apokin of the Center for
Macroeconomic Analysis and Short-term Forecasting (in Moscow) reported that their forecast for
Russian real GDP growth in 2010 had recently been revised downward to 3.9 per cent.
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the exports of the CIS declined greater than for any other world region. 7 By the first
quarter of 2009 CIS exports had declined by approximately 40 per cent.

This slide provides quarterly (non-seasonally adjusted) merchandise trade for
the four major European regions: the EU-15 (EU prior to 2004), the 12 EU new
member states, south-east Europe, and the CIS. Trade in the EU-15, NMS and SEE
had been growing at a roughly similar rate prior to the crisis and also declined and
rebounded by a roughly similar amount. Trade had been growing faster for the CIS
prior to the crisis, fell much steeper than for the other three regions. Export growth
resumed in all four regions in the third quarter of 2009 and has tapered off somewhat
since. 8 The fairly rapid bounce-back is somewhat typical for the way trade changes
have occurred in previous downturns.

7

Note that the region defined as “Others” also declined sharply; this group contains a number of oil
exporters.
8
Note that the changes in this last slide as based on quarter on quarter changes while in the slide before
it was based upon year on year changes.
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For many of the CIS the decline in trade resulted from price declines as
opposed to large quantity declines. 9 This slides shows the large terms of trade change
experienced by the economies in transition during 2009.

The declines in the exports of these economies were in almost all categories.
This slide shows Russian exports in 2009 and their change from 2008 as well as their
average annual change in the four years before that. Obviously note that Russian
exports are concentrated in the fuel sector with exports of manufactures accounting
for only 17.6 per cent of total exports in 2009. Note also that manufactures exports
have been growing slower than for the other sectors, thus little progress has been
made in diversifying the Russian economy. For the year, Russian exports declined by
39 per cent in 2009. The declines occurred in all sectors except for food (SITC 1).
However, as I said, the declines were primarily in terms of prices for the nonmanufactures and for quantities for the manufactures.

9

For a detailed discussion of trade developments in these economies see, Robert C. Shelburne, The
Global Financial Crisis and Its Impact on Trade: The World and the European Emerging Economies.
Presented at the Azerbaijan/ UNCTAD Diplomatic Academy on Key Issues on the International
Agenda, Baku, Azerbaijan, August 3, 2010.
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Let me now move to the adjustments that have occurred in the current
accounts for these economies. The average (aggregates in the slide are non-weighted
averages) current account balance for five sub-regions of the European emerging
economies is given in this slide. Prior to the crisis, all of these economies except for
the CIS-resource rich economies were running large and unsustainable current
account deficits. For south-east Europe and the NMS these were exceptionally large
being over ten per cent of GDP; in 2008 they averaged 20 per cent in south-east
Europe. It was widely acknowledged that these current account deficits had created a
real vulnerability for the region. 10 This vulnerability proved to be a chief reason the
region was so negatively impacted by the crisis. 11
These current account imbalances (both the surpluses and deficits) narrowed
quite significantly and rapidly once the crisis hit. The average for the NMS moved
from approximately 12 per cent in 2007 to roughly balance in 2009. The adjustment in
the current account deficits of the Baltic economies has been exceptionally large. The
surpluses for the CIS-resource rich declined from 15 per cent in 2008 to only 3 per
cent in 2009. As growth has picked up the imbalances have increased slightly. We
have seen from a number of the presentations presented over the last two days that
many of the imbalances and vulnerabilities that existed before the crisis have or are in
the process of retuning. However that is not the case for the large imbalances in the
NMS and SEE. On the slide, I have marked 2007 and 2013 with the pink lines. For
the three CIS sub-regions their forecast current account in 2013 (based upon recent
IMF forecast) is almost identical to that in 2007. However for the NMS and SEE their
current account deficits remain reasonably low and would appear to be sustainable.
This is of course due to the expectation that capital inflows to these regions will be
10 Robert C. Shelburne, Current Account Deficits in the EU New Member States: Causes and
Consequences, Intereconomics: Review of European Economic Policy, March/April 2009, Vol. 44 (2),
p. 90-95. Also Robert C. Shelburne, Current Account Deficits in European Emerging Markets.
UNECE Discussion Paper No. 2008.2.
11 Robert C. Shelburne, The Global Economic and Financial Crisis: Regional Impacts, Responses, and
Solutions: The ECE Region (Europe, North America, and the CIS), in The Global Economic and
Financial Crisis: Regional Impacts, Responses and Solutions, New York: United Nations, 2009, chapter
II, pp. 29-44.
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considerably smaller in the future than they were before the crisis. This will require a
structural change in their underlying growth models from an emphasis on externally
financed consumption and investment to domestically financed export production.
Thus not all of the old vulnerabilities are likely to return.

Let me now turn to unemployment and start with the NMS. Unemployment
had declined quite slowly after the transition recession and remained quite high in
some at the beginning of the century. However there was a solid downward trend in
the few years prior to the crisis. As can be seen in the slide the unemployment rates
increased in all of the economies in 2009; in the three Baltic economies the rates
almost tripled from approximately six per cent in 2007 to 18 per cent in 2010. Even in
Poland that did not experience a recession has unemployment of about 10 per cent.
The worst appears to be over and from this point on the unemployment rates are likely
to slowly decline but it may be 2013 or even 2015 for the Baltics before the rates
decline back to their pre-crisis levels.
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In south-east Europe unemployment was higher (then in the NMS) prior to the
crisis and often quite high as for The former Yugoslav Republic of Macedonia and
Bosnia and Herzegovina. With the crisis their rates increased and have now peaked
and are likely to slowly decline over the coming years. The increases during the crisis
look smaller for SEE than for the NMS but that perception is due largely to the
different scales on the vertical axes.

In the CIS unemployment had been on a downward trend prior to the crisis,
increased in 2009 and 2010 and is likely to slowly decline afterwards. Georgia is an
outlier due to some degree to the uncertainty caused by its conflict with Russia.
Given the very large declines in GDP in some of these economies, the increases in
unemployment were quite surprisingly small. Another surprise was the rapid decline
of unemployment in Russia, which began in the second quarter of 2009.
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This point is emphasized in the following chart were I have compared the
increases in unemployment in the three main areas of the UNECE from their pre-crisis
levels. Of the three, the decline in GDP was the smallest in the US (in blue) but it had
the biggest increase in unemployment due principally to its flexible labor markets.
The CEE+CIS region experienced the largest GDP declines but had the smallest
increase in unemployment. 12 As can be seen it may be 2015 before unemployment in
the eurozone and the European emerging economies returns to their pre-crisis levels.

12

During the discussion that followed this presentation, Alexander Apokin of the Center for
Macroeconomic Analysis and Short-term Forecasting (in Moscow) stated that Russia had several
programs including something similar to Germany’s short-time program to limit unemployment during
downturns.

15

Let me now summarize the inflation outlook for the region starting with southeast Europe. Prior to the crisis rates had been on a downward path and were quite low
except for Serbia. As the crisis hit, rates went up in most economies during 2008; this
year also had the global commodity price booms which increased food and fuel costs
in these economies. During the most serious part of the crisis in the middle of 2009
inflation rates declined and even became negative in The former Yugoslav Republic
of Macedonia and Bosnia and Herzegovina; both of whom have exchange rates
essentially fixed against the euro. Serbia, which has a flexible rate that deteriorated,
was somewhat of an outlier with somewhat higher rates but they were nevertheless
not excessively large. Albania also has a flexible rate regime and experienced a
depreciation of about 10 per cent in 2009 but nevertheless has had both stable and low
inflation.

In the CIS inflation prior to the crisis was consistently higher than in Europe
averaging around 10 per cent. As in SEE inflation increased in 2008 with the
commodity boom and declined in 2009 as the crisis reduced economic activity. The
forecast for this year is 7 per cent and 8 per cent for 2011. As you can see the inflation
rate in Russia (solid red line) is in the middle of the pack and that in Ukraine slightly
above.
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Prior to the crisis the currencies in those economies with flexible rates had
been slowly appreciating. This was probably the result of Balassa-Samuelson effects
whereby as they were growing faster than the eurozone economies their initially lower
price levels were converging to eurozone levels. After the collapse of Lehman
Brothers in the fall of 2008 and the perceived widespread risks in eastern Europe and
the flight to the safety of the US dollar, these currencies experienced a significant
depreciation. This chart provides the euro-Polish zloty rate; between the summer of
2008 and the spring of 2009 the zloty depreciated by almost 30 per cent. Although a
depreciation provided some export stimulus it also created some significant and
undesirable balance sheet effects for individuals and firms that had foreign currencydenominated debt. As the overall global economic situation began to stabilize in mid2009 the zloty began a slow appreciation although it still remains slightly below the
pre-crisis rate. 13 The other flexible currencies in the NMS and SEE followed a
roughly similar path.

13

More specifically, the zloty per euro rate was 3.6 at the end of 2007 and is in October 2010 about 4.0.
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The exchange rate story in the CIS was roughly similar. In this chart I have the
values for Russia, Ukraine, Kazakhstan and an aggregate for the remaining CIS.
Currently the currencies for Russia and Kazakhstan are nominally about 20 per cent
below their levels at the end of 2007, however with their higher inflation rates the real
depreciation is much less. Ukraine, which was one of the most negatively impacted
countries during the crisis (and is currently under an IMF program), experienced the
largest depreciation and its currency remains almost 40 per cent below (in nominal
terms) the pre-crisis level. As this slide and the previous ones show, the concerns
currently being expressed by a number of emerging markets about surging capital
inflows and appreciating currencies is not something that characterizes these regions.

Let me next make a few observations about the severity of the crisis in the
European emerging economies. Prior to the crisis a number of really significant
vulnerabilities had developed in many of the NMS. This included extremely large
current account deficits, large amounts of short-term external debt (i.e., bank loans),
rapid credit growth which was especially problematic given that banks had quite
limited credit histories for many of its borrowers, a high percent of foreign currency
denominated loans, 14 fixed exchange rates in some, and housing and asset bubbles. 15
The one fundamental vulnerability often associated with currency crisis which these
economies did not have was either large deficits or high levels of sovereign debt. 16 If
there had been no global subprime crisis these economies would have probably
14

A large proportion of the banking systems in many of these (non-CIS) economies were foreign
owned and although during this crisis this probably was more of an asset than liability, the vulnerability
created by the high level of foreign currency denominated debt was often the result of this foreign
ownership as the subsidiary banks borrowed from their parents in foreign currency and had a
preference for loaning this out in foreign currency so not as to create a foreign currency risks for
themselves.
15 For a discussion of the developing housing market bubble in eastern Europe, see Robert C.
Shelburne and Jose Palacin, The Private Housing Market in Eastern Europe and the CIS, UNECE
Discussion Paper No.2005.5, December 2005; and, Robert C. Shelburne and Jose Palacin, Is There an
East European Housing Bubble?, Global Economy Journal, Vol. 6 (3), 2006.
16
Robert C. Shelburne, A Note on the Changing Nature of Financial Vulnerability in the Transition
Economies, an UNECE background note, 2007.
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experienced some form of regional crisis (like Asia in the late 1990s). However, the
current crisis has been more severe than a hypothetical regional one would have been
since these economies were also hit with a collapse in exports due to the economic
slowdown in western Europe. The economic declines in the Baltic economies have
been especially large with multi-year (2007-2010) GDP declines of over 20 per cent.
These are almost equivalent to the declines experienced by the US during the Great
Depression. What has been remarkable is the speed in which the large current account
deficits in these economies were eliminated and the speed by which real wages are
falling under a situation of fixed exchange rates.

In a recent paper by Blanchard, Das and Faruquee (Brookings Papers on
Economic Activity, 2010), they attempt to explain the severity of the crisis in
countries based on some commonly accepted vulnerabilities. This slide shows shortterm external debt, as can be seen the European emerging economies are some of the
worst in regard to this variable with the Baltics being by far the worst. Clearly there is
a relationship between short-term external debt and the severity of this crisis.
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The story is much the same with current account deficits. There is a
relationship between these deficits and the severity of the crisis and the NMS had
some of the worst deficits.

This slide shows that in one-half of the NMS household loans were largely
denominated in foreign currencies. Based upon these vulnerabilities, it is clear that the
NMS were a train wreck waiting to happen. I should note that these developing
vulnerabilities were highlighted in the UNECE’s Economic Survey of Europe way
back in 2005 but were not addressed and were allowed to deteriorate further over the
next three years. 17
17

See chapter 1 of the UNECE, Economic Survey of Europe, 2005, No. 1, United Nations,
Geneva.
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Now, in my view the situation was almost exactly the opposite in regards to
Russia. For me the severity of the crisis in Russia can not be explained by its precrisis fundamentals and the overall response of the Russian authorities to the crisis as
it developed seems reasonable. Thus the severity of the crisis in Russia is somewhat
of an anomaly. Other than the Baltic economies, Russia was probably the worst
impacted country in the world. This was the case in the Blanchard, Das and Faruquee
(Brookings Papers on Economic Activity, 2010) analysis sited earlier. 18 In 2007 the
Russian government had a surplus of 7.4 per cent of GDP, public debt was below 10
per cent, and the current account had averaged a surplus of 10 per cent of GDP over
the prior eight years. That is not to say that there were no vulnerabilities. For example
credit growth had been extremely high averaging over 40 per cent yearly over the
2001-2007 period. The banks had obtained a high proportion of these funds from
overseas borrowing at short maturities and had made long-term loans. And on the
supply side, the economy was highly concentrated in the volatile energy sector.
Nevertheless when these variables are put into a cross-sectional regression to explain
the severity of the crisis, there is always a large residual for Russia.

18

Their metric was the degree to which growth in 2008Q4-2009Q1 was believed what had been
forecasted by the IMF in April 2008.
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The Russia government had some very large reserves which had been put
aside for addressing this very type of situation and they seemed to use those reserves
in a prudent manner. As the crisis developed and its access to global capital markets
declined, it used its reserves to limit the depreciation of the ruble. This was not money
wasted on fighting speculation but funds that went significantly to domestic entities
who desired to replace their foreign currency denominated loans with domestic
currency loans. If this had not happened, these entities would have experienced even
larger balance sheet effects once the inevitable depreciation occurred. Thus the
government used its funds to help keep the private sector solvent. In retrospect one
can argue that the government should have been even more supportive of the private
sector by providing even more guarantees/bailouts/ or interventions, but in the early
part of the crisis no one knew how deep and long it was going to last and therefore it
was prudent not to spend all of ones reserves. The Russian government had a fairly
large fiscal expansion as the federal budget went from a surplus of 7.4 per cent of
GDP in 2006 (5.4 per cent in 2007) to a deficit of -5.9 per cent of GDP in 2009 with a
further deficit of -3.5 per cent of GDP anticipated for 2010. The deficit resulted more
from a decline in tax revenues than to new spending, but the net effect is nevertheless
highly expansionary. Thus it is far from the case that mismanagement by the Russian
government was an important reason for the severity of the crisis. 19
Both domestic and foreign investors seem to view Russia as being somewhat
different and prefer to reduce their exposure there during difficult times, more so than
in other emerging economies. Because of the perceived higher risks to investing it
Russia, its firms price/earnings ratios are only about half of the emerging market
average. The currently surges of capital inflows into many of the emerging
economies is not something Russia needs to be concerned about.

19

Fiscal expansion, including also the growth of non-discretionary items unrelated to the exceptional
anti-crisis measures, has increased the oil price at which the budget balances to around $100/bbl. This,
together with the drawdown of the accumulated reserves, makes the economy more vulnerable in the
future to the weakening of energy prices.
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Due both to the consequences of the crisis as well as longer-run fundamentals,
economic growth in Russia in the coming years is unlikely to reach the levels
experienced before the crisis. Russian real growth will be lucky to average 5 per cent
over the remaining part of the decade after increasing by 7 per cent in the 2002-2008
period. In the medium run, crisis related factors may dominate; this includes a
financial system that remains impaired and slow real growth in the EU which
accounts for over half of Russian exports. In the longer run, demographic problems
cloud the Russian outlook. Not only is it a rapidly aging society, but its working age
population is expected to fall by over a million per year for the remaining part of this
decade. Of course the oil price remains critical; the current $80 a barrel is quite
respectable and higher on average than that during the period of rapid growth from
2002 to 2008. Russia’s prospects could improve if it can become a more dynamic
innovative economy; to finally achieve WTO accession in 2011 and implement the
planned structural reforms would be significant steps.
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Besides hoping to attract more FDI and create high-tech innovative
economies, some of the other key challenges facing the economies in transition (EiT)
include the need to diversify their exports both in terms of its commodity structure
(i.e., away from commodities) and geographically (i.e., more towards rapidly growing
Asia), and address the frozen political conflicts which exist in many of these
economies especially those in the Caucasus and central Asia. The demographic
problems I mentioned concerning Russia are present in most of the economies in
transition; unfortunately there is no easy policy solution for this problem.

Finally, given that the economies in transition were the most negatively
impacted region of the world during the Great Recession, let me summarize what I
think were the main lessons to be gathered from that experience. Somewhat
depressing from the viewpoint of economic policy making, they are not new lessons
but represent what was known well before the crisis. Foreign capital flows are
volatile, especially portfolio and bank loans; therefore a country must limit its
exposure to these. The current discussion about capital controls is sensible and long
overdue. Anytime credit growth is rapid, it usually means that loans are being made to
unworthy borrowers buying into asset bubbles, so credit growth needs to be limited to
reasonable levels. Although foreign currency denominated loans can provide longterm financing when there is no market for domestic currency loans, there are
sufficient downsides so that they should be kept to a reasonably small proportion of
the market. Their existence limits monetary and exchange rate policy during crisis
periods as governments have to worry about balance sheet effects. Flexible exchange
rates are an important policy instrument for limiting inflows during the boom phase
and adjusting to sudden stoppages of inflows. Fiscal policy is extremely important in
downturns especially when monetary policy becomes inoperative. However debt
concerns can limit its use when it is needed the most. Thus limiting deficits during the
boom times is the best way to insure that the government will have the ammunition it
needs when the time arrives. Given that crises usually involve some concern about the
solvency of the financial system, having a strong regulatory framework can limit the
mischief this sector can get itself into. Finally, the transition economies that were the
most cut off from the world economy in central Asia were the least impacted by the
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crisis. However, it would be wrong to conclude from this that limiting integration into
the world trading system is a sensible approach.
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