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Main Topics & Arguments

- Growth rates before, during & after the 
Great Recession of 2008-09

- Basic features of Emerging Europe’s 
(EE) pre-crisis growth model

- Why the pre-crisis growth model 
cannot be maintained after the crisis

- What new sources of growth can and 
should be tapped by EE
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Emerging Europe: 
IMF Definition 

• Albania, Belarus, Bosnia-Herzegovina,
• Bulgaria, Croatia, Czech Republic,
• Estonia, Hungary, Latvia, Lithuania,
• Macedonia, Moldova, Montenegro,
• Poland, Romania, Russian Federation,
• Serbia, Slovakia, Slovenia, Turkey,
• Ukraine
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Chart 1. GDP Growth in EE, 
1995-2010 (Annual % Change)
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Average Real GDP Growth 
in EE, 2000-2007 & 2009

2000-2007 = + 6%
2009        =    - 6%
Large variability behind these averages.
Interestingly, those with the fastest growth 

before the global crisis – Estonia, 
Latvia, Lithuania, Ukraine – also had the 
largest declines during 2009; this is not 
a coincidence.
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Real GDP Growth Rates, 
Baltics & Ukraine, 2007-2011

Country 2007  2008   2009   2010* 2011**
Latvia 10.0    - 4.6   -18.0 - 4.0     2.7
Lithuania 9.8      2.8   -15.0 -1.6 3.2
Estonia             7.2      3.6   -14.1 0.8     3.6
Ukraine 7.9       2.1   -15.1 3.7     4.1
These 4 had the largest declines in the world 

last year. One lesson: high growth rates, if not 
sustainable, can mean trouble later on

* Estimated ** Forecast
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Common Causes of EE’s 
2009 Plunge

All have been hit simultaneously (though 
in varying degrees) by 3 interdependent 
external shocks:
- the global liquidity & financial crises 
(severe constriction of credit)

- dramatic declines in K inflows
- plunging demand for EE’s exports

(Why the dramatic declines in the Baltics 
& Ukraine? Will discuss in a moment.) 
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A Common Feature of EE 
Before the Crisis (2000-07):

Increased integration into the global 
(especially the EU) economy:
- impressive growth of FT/GDP ratios;
- FDI/GDP ratios up, too; 
- rapid expansion of foreign 
finance/GDP ratios (Chart 2).

To back up the last statement, Chart 2 
shows data for 18 EE economies: 
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Chart 2. Loan Shares of Foreign- 
Owned Banks in EE, 2000, 2006
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Loan Shares of Foreign-Owned 
Banks in EE (Chart 2)

Just prior to  the Great Recession of 
2008-09, foreign-owned banks 
accounted for 2/3rds or more of 
domestic lending in 14 of the 18 EE 
economies! (Charts 2 & 3)

In some CEE countries a very large, in 
some others, only a tiny share of 
lending to households was in foreign 
currency (Chart 4)
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Chart 3. Foreign-Owned Banks 
the Main Credit Source in CEE
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Chart 4. Shares of Foreign-Currency 
Loans to Households, 2003 & 2008
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EE’s Growth Model 
Before the Crisis

The hallmark feature of the model: a significant 
part of the region’s rapid economic growth 
was externally generated or supported:
- Increased trade & financial integration into 
the global (EU) economies
- Excess consumption = large CA deficits, 
financed by rest of the world (large K inflows)

This model is no longer viable, especially 
the continuation of large CA deficits!
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Why Such Dramatic Decline 
in the Baltics & Ukraine?

Large K-inflows (prompted by, and 
supporting, the boom) were channeled 
mainly into the non-tradable sector 
(consumption, banking, construction, 
real-estate- & stock-market speculation)

Large K-inflows allowed these (and many 
other CEE countries) to maintain levels 
of investment much above what could 
be financed from domestic saving.
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Dramatic Declines in the 
Baltics & Ukraine (cont’d)

For these (and for several other EE countries) the 
growth model had  serious inherent problems to 
begin with. Net K-inflows can be partitioned into 
beneficial and dysfunctional segments. “Beneficial” 
flows are those that help the host country narrow the 
development gap with the developed world, mainly by 
improving international competitiveness. 
Dysfunctional flows are those that overheat the 
economy, mainly by raising costs and prices in the 
non-tradable sector, contributing to excess 
consumption, loss of competitiveness, & vulnerability 
to K-flow reversals. 
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EE’s Pre-Crisis Growth 
Model Is Not Sustainable

for two main reasons:
1. Extra large K inflows (from WE) are unlikely 

to continue because WE banks have major 
medium-term problems & because huge K 
will also be needed to finance sovereign debt 
in WE. Dysfunctional K flows have already 
been drastically cut. 

2. The pace of EE’s integration into the global 
economy will be slower owing to  EU’s 
projected weak growth for years (Chart 5)
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Chart 5. Real GDP Growth 
Rates, 2008-2011 (Source: IMF)

Region* Year                         .
2008   2009   2010** 2011***

World 3.0     -0.6       4.2      4.3
Euro area       0.6     -4.1      1.0      1.5
Central/EE     3.       -3.7       2.8      3.4
CIS-Russia     5.3    -3.5       3.9       4.5
Asia (LDC)     7.9      6.6       8.7       8.7
* Average, weighted by PPP GDP      ** Estimate    *** Forecast
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Caution About Interpreting 
Chart 5

1. Huge differences within each group
2. Data issues: WE-EE comparisons are 

problematic because of IMF definition:
– the EU now includes 10 CEE countries
– the Eurozone includes 2 CEE countries
– IMF definition of CEE excludes Czech 

(dev!) & Slovakia and Slovenia 
(eurozone!) and includes Turkey, B-H, 
Croatia, Serbia, Macedonia, Montenegro.
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Proposed Post-Crisis 
Growth Model for EE

Rely much more on internally-generated 
sources of productivity and improved 
competitiveness (not protectionism). Ex:
– Cut the shares of “inactives” in the 

working-age population
– Reduce tax evasion via tax reforms
– Improve government efficiency at all levels
– Fight corruption seriously 

• Dozens of other factors; details in my 
paper and in the GCR
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Reflections and 
Conclusions (cont’d)

• Given the large variability among the CEEs in 
their prospects – in terms of growth rates and 
ability to absorb foreign K flows of various 
types – certain countries may face the 
prospect of too large (and not always of the 
right kind) of K inflows (ex: Poland?). If so, 
this requires (regulatory, structural, fiscal or 
ER) policies to direct and offset (if necessary) 
the inflows’ undesirable effects.
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Reflections and 
Conclusions (cont’d)

• Other countries, in turn, need to gear their 
policies to re-start the inflow of K (of the 
right kind) from the rest of the world.

• The CEE countries need to focus more on 
internally-generated sources of productivity 
growth. In some cases, such policies will be 
needed to purposefully replace K inflows that 
are too large or not of the right kind; in others 
cases, to be able to attract K-flows that are 
badly needed.
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