The Effect of the Global Financial Crisis on Transition Economies 
Abstract: This research offers new insights into the effect of the Global Financial crisis of 2007-2009 on the countries that used to be part of the Soviet bloc by focusing on a cross-regional comparison. Twenty-eight countries are grouped according to different criteria and the corresponding vulnerability of each group is compared. The research links the variability in the groups’ responses to the dependence on trade with the European Union, the degree of the transition and economic freedom, and the sectoral composition of GDP.  The research finds that what is considered to be an advantage for a transition economy during the “normal” times -- high degree of economic freedom and trade liberalization, financial system sophistication, and a well-developed service sector -- became a disadvantage during the crisis. 
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INTRODUCTION
This paper presents the results of an analysis of 28 transition economies during the Global Financial Crisis of 2007-2009. It sheds new light on the effect of the crisis on the countries of the former Soviet bloc. Liberalization of financial systems at the end of the 1980s, beginning of the 1990s and their subsequent integration into global markets had opened up these economies to foreign capital flows and thus stimulated their financial development and economic growth. At the same time, however, financial liberalization and integration promoted greater dependency on exports and capital inflows making these economies more vulnerable to external shocks. Subsequently, the Washington Consensus that stressed interest rate liberalization, trade liberalization, privatization, and deregulation of markets came under attack from within (Williamson 1997). Economists and politicians realized that “making markets work requires more than just low inflation;” it requires a policy framework that would promote competitive markets and at the same time regulate and supervise financial system (Stiglitz 1998). These fundamental issues, neglected by the Washington Consensus, became a reality for many former socialist countries that had struggled to create a proper balance between sound government policies and adequate supervisory and regulatory structure on the one hand and an “invisible hand” on the other.  As a result, liberalization of financial markets and economic integration exposed those countries to greater risks of “catching a virus” from the outside.  The impacts of the East Asian crisis of 1997-1998, the Russian crisis of 1998, and the Global Financial Crisis of 2007-2009 on the transition economies had revealed their particular vulnerability to such external shocks.
Various studies have investigated the propagation mechanisms of financial crises in emerging markets and specifically, in transition economies. Some of them indicate that higher degree of financial openness tends to temper the contractionary effect of financial crises and that the high reliance on international capital flows does not necessarily increase financial fragility in transition economies (Brezigar-Masten et al. 2010; Hartwell 2012). Most researchers, however, confirm that capital withdrawals, bank panics, and trade links are major transmission mechanisms of the crises in the countries of the former Soviet bloc (Chang and Velasco 1999; Calvo 2006; Edwards 2008; Blot et al. 2009). 
In addition, the literature indicates that transition economies, and more generally speaking, emerging markets, are more vulnerable to financial crises than the advanced countries (Shelburne 2008; Reinhart and Rogoff 2009). Hutchison and Ilan (2005), for example, have examined the impact of currency and banking crises on a large set of countries, including 24 emerging economies. They found that real output contracts on average about 8 percent and the impact lasts for two years in those countries, compared to a 2 percent reduction in real output lasting for one year in advanced countries (Hutchison and Ilan 2005). Dell’Ariccia et al. (2008) provide evidence that the effect of banking crises on emerging markets’ real output is about 50 percent greater than on the output in advanced countries. Furceri and Zdzienicka (2011) investigated the impact of financial crises on output for 11 European transition economies. They found that the crises have a profound and long-lasting effect on these economies, decreasing long-term output by about 17 percent. 
The recent financial crisis of 2007-2009 has stimulated further economic research. Some economists have reviewed transmission mechanisms and policy responses in transition economies (Berglöf et al. 2009). Another strand of research offered insights into the reasons behind the variability of the countries’ responses to the crisis. The European Bank for Reconstruction and Development (EBRD) 2010 Report found that the export product structure played a key role, e.g. exporters of machinery were hit the hardest at the peak of the crisis, in winter 2008-2009. This analysis was supported by Gevorkyan (2011) who suggested that the magnitude of the effect of the crisis on the Commonwealth of Independent States (CIS) differed for net-exporting and net-importing countries due to the differences in their exposure to external shocks. 
Most of the studies, however, focus on the effect of the financial crisis on a select number of the countries of the former Soviet bloc, thus presenting a limited regional analysis of the effect of the crisis. European Union members, Commonwealth of Independent States (CIS) members, 
 Central and Eastern Europe (CEE) members,
 and the Baltic region are the typical subjects. None of the studies seems to offer a detailed comparative analysis of the effect of the crisis on separate groups of the countries, according to their sovereignty prior to transition, geographic location, former USSR membership, European Union (EU) membership, and timing of the transition reforms. In addition, the existing body of knowledge seems to overlook some important factors that may put a transition economy at a greater risk during a financial crisis. This research will help fill the gap existing in economic literature. It offers a novel approach by focusing on cross-regional comparisons. Twenty-eight countries of the former Soviet bloc are grouped according to different criteria (European Union membership, former Soviet Union membership, sovereignty prior to transition, timing of the financial reforms, geography, etc.) and the corresponding vulnerability of each group is compared. The research links the variability in the groups’ responses to the European Union membership, the degree of the transition and economic freedom, and the sectoral composition of GDP on the onset of the crisis. 
The rest of the paper proceeds as follows. The next section provides the methodology of dividing 28 countries into 12 non-mutually exclusive groups, following by a discussion of the dependent and independent variables and a model. The subsequent section details the effect of the Global Financial Crisis on the 12 groups and discusses empirical results. Concluding remarks are offered in the final section.

METHODOLOGY AND DATA 
Group classification
Although the term “transition economy” usually refers to the countries of Central and Eastern Europe and the former Soviet Union, there are countries outside of this region that have been shifting from a socialist-type economy toward a free market economy as well. In 2000-2002 the IMF listed 33 countries as transition economies, including among the traditionally defined transition economies such countries as Cambodia, China, India, Laos, and Vietnam (IMF briefs 2000, 2001, 2002). The IMF revised the list of the transition economies later, when 10 countries had joined the European Union (8 in 2004 and 2 in 2007) and thus were considered to have officially completed the transition process (IMF 2007). 
 
This study focuses on 28 countries of the former Soviet bloc that encompass the countries of the Central Europe and 15 former Soviet Union members. The countries are divided into non-mutually exclusive groups according to the following criteria: 
EU membership -- 8 countries joined the EU in 2004 (Czech Republic, Estonia, Hungary, Latvia, Lithuania, Slovak Republic, Slovenia, and Poland) and 2 in 2007 (Bulgaria and Romania)

Sovereignty prior to transition – 5 countries were independent states prior to transition (Albania, Bulgaria, Hungary, Poland, and Romania), 2 countries were part of Czechoslovakia (Czech Republic and Slovak Republic), 15 countries came out of the former USSR ( Armenia, Azerbaijan, Belarus, Georgia, Estonia, Latvia, Lithuania, Kazakhstan, Kyrgyzstan, Moldova, Russian Federation, Tajikistan, Turkmenistan, Ukraine, and Uzbekistan), and 6 countries came out of former Yugoslavia (Croatia, Republic of Macedonia, Slovenia, Bosnia and Herzegovina, Serbia, and Montenegro)
Timing of the financial reforms
 – Early Reformers (1989 – 1992), Laggards (1993-1996), and Late Reformers (after 1998) -- 8, 11, and 9 countries respectively. 
Geographic location – Baltic Region (Estonia, Latvia, Lithuania), CEE minus Baltic Region (all the Eastern European countries west of post-WWII border with the former Soviet Union, countries of the former Yugoslavia), Central Asia (Kazakhstan, Kyrgyzstan, Tajikistan, Turkmenistan, Uzbekistan), Caucasus (Armenia, Azerbaijan, Georgia), CIS minus Central Asia and Caucasus (Belarus, Republic of Moldova, Russian Federation, Ukraine) 

Resource Endowment – four countries have a rich resource base (Azerbaijan, Russia, Kazakhstan, and Turkmenistan)
Twelve groups emerge as a result of the subdivision using the criteria listed above. Table 1 lists all countries in each group. 
TABLE 1. Classification of transition economies

	FSU

 (15)
	Sovereign (5)
	Baltic (3)
	CEE - Baltic 

(13)
	Central Asia (5)
	Caucasus (3)
	ECIS
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	EU

 (10)
	Early Reformers

(8)
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(9)
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Data
The data on real GDP and transition indicators for 28 transition economies were obtained from EBRD Reports (1996, 2006 – 2011). The transition indicators were developed by the EBRD in the 1994 Transition Report to quantify the country-specific progress in transition. The scores are reported each year as part of the Transition Report and they has been redefined and amended since the original report. They are measured on a scale from 1 to 4, where 1 represents little or no progress in reform and 4 means that a country had made major advances in transition in a particular aspect. The 2005 and 2006 scores were based on the progress achieved in the following areas: large-scale privatization, small-scale privatization, governance and enterprise restructuring, price liberalization, trade and foreign exchange system, competition policy, banking reform and interest rate liberalization, securities markets and non-bank financial institutions, and infrastructure. 

The Freedom Index data came from the Wall Street Journal and the Heritage Foundation that have tracked economic freedom in 183 countries since 2000. The index ranges from 0 to 100, where 100 represents the maximum freedom. The ten component scores are then averaged to give an overall economic freedom score for each country. The data on the size of agricultural and service sectors were obtained from the World Bank (2006). The number of years under the communist regime and the resource abundance data came from De Melo, et al.(1997). 
Dependent variable

The model uses an output gap to evaluate the effect of the financial crisis on 28 transition economies. The value of the dependent variable (nGDP09-06) is measured by the difference between normalized real GDP index in 2009 and 2006 (2006=100). The author used EBRD statistics to normalize the indexes and calculated the differences. Higher values of nGDP09-06 are associated with better response to the crisis.
Independent variables
The two variables that are intended to capture the effect of the extent of transition and economic freedom at the onset of the crisis on the effect of the crisis on the transition economies are Freedom Index (FRDI) and Transition Indicators score (TI). The transition from a planned economy to a free-market economy has been a cornerstone of the structural changes that took place in the former socialist block at the end of the last century. These changes affected economic, social, and political strata, liberalizing factors of production and products markets and opening up the economies for international trade and global finance. The speed and the scope of these structural transformations and changes differed from country to country and from region to region. Some countries were more successful in abandoning state socialism, while others were sluggish in implementing the main features of the capitalist system (privatization, price liberalization, financial market reforms, etc). Thus, on the onset of the global 2007-2009 crisis, the transition economies varied greatly in terms of the extent of the transition and the degree of economic freedom. The extent of the transition and the degree of economic freedom that the country enjoyed prior to the crisis are the two most important determinants of the impact of the global crisis on the economy. During the time of the crisis, liberalization of product, factors, and capital markets, coupled with an exposure to foreign resources and capital became a serious disadvantage for the countries that were “closer” to the capitalist system and thus were more vulnerable to the external shock, especially a financial one that originated in the world’s largest economy, the USA. 
The variable SERV (Service sector as percentage of GDP in 2006) captures the effect of the composition of GDP at the onset of the crisis on the effect of the crisis. During the transitional phase, having a large service sector is certainly an advantage for an economy that is on the way from a planned economy to a market-based one. The scale of the service-producing units (travel agencies, immigration agencies, repair shops, etc.) in general is smaller than that of the manufacturing units and does not involve expensive capital equipment and machinery. Therefore, it is easier to implement structural reforms (privatization, price liberalization, etc) in those countries that rely more on services. At the time of the crisis, however, a large service sector becomes a disadvantage. First, the countries that derive a considerable portion of their GDP from tourism (like Bulgaria, Czech Republic, and the Baltic Countries) would be affected by a decrease in demand due to an increase in unemployment and a decline in income both domestically and internationally. Second, countries that have more developed financial sectors would be affected by the financial crisis via traditional transmission mechanisms. It would be more likely that domestic banks of these countries have a portion of their portfolios invested in sub-prime mortgages or mortgage-backed securities (e.g. Eastern European countries). In addition, the countries that have a larger fraction of foreign banks would suffer from a more serious credit crunch as these banks withdraw the funds to make-up the losses in the U.S. or Western European countries. 
The variable RES (Resource base) is a dummy variable that captures the effect of the abundance or scarcity of natural resources on the ability of the economy to withstand a financial shock. It is 1 if the country has an abundant resource base, 0 otherwise. Four countries have the value of 1 -- Azerbaijan, Russia, Kazakhstan, and Turkmenistan. Transition economies differ significantly in terms of their size and location, which determined their resource bases. Russia, with almost 17 million square km of land, was by far the largest entity in terms of geographic area and the most extreme case of favorable physical resource endowments. With the exception of Kazakhstan, the rest of the transition economies were much smaller in size and more dependent on foreign sources for raw materials and products, especially energy. Eastern European countries, on the other hand, were in close proximity to their Western counterparts and thus were relatively more open to trade and western ideas even during the socialist period.
 
The variable YEARS (number of years under the communist regime) is designed to capture the relationship between the rigidity of the system and its resilience during a financial shock. The number of years of central planning affected the depth and strength of the administrative structure and the size of the private sector. Poland, for example, where the administrative system was in existence for a little more than 40 years, on the onset of transition had the largest private sector. On the other hand, most of the former republics of the Soviet Union had very tiny private sectors, which made it extremely difficult for those regions to introduce profit incentives and efficient management of resources, since those concepts were virtually nonexistent during more than 70 years of socialist rule. The longer the country was under the system of central planning, the greater was the crisis impact. 
EMPIRICAL RESULTS
We analyze the impact of the Global Financial Crisis of 2007-2009 and its immediate aftermath in two ways. The first one presents the major macroeconomic changes that took place in various groups of transition economies. This provides an overview of their downturns and subsequent recovery. The second offers an econometric analysis of the key factors affecting the variability in decline of economic activity and the resulting output gap. 
Cross-Regional Analysis

Most transition economies, with the exception of the Baltic region and the European Union members, were spared the effect of the crisis until the first quarter of 2008. Resource abundant countries of Central Asia and Russia were performing exceptionally well due to the surge in oil and commodity prices in 2007 and early 2008. By the end of the 2008, however, the whole region was in decline. Oil and commodity prices plummeted, affecting national income in those countries that relied mostly on raw materials (Russia, Kazakhstan, Azerbaijan, Turkmenistan), though those countries were still performing better than the rest of the region. Caucasus region that had experienced the highest rate of growth (mainly export-led) out of all transition economies groups in the pre-crisis period (more than 15 percent growth rate, on average) now was in a severe downturn due to a decline in demand for exports. Industrial output growth declined drastically and became negative in the Baltics. Gross fixed capital formation dried up completely in 2008 and became negative in 2009 in all regions except for Central Asia. During 2009, the transition region experienced an average contraction of more than 5 percent, with the Baltics being hit the hardest, suffering a contraction of 14-18 percent (the World Bank, 2011).  Among Eastern European countries, the only ones that experienced positive economic growth were Poland and Albania, possibly due to flexible exchange mechanisms that allowed their currencies to depreciate. Central Asia also maintained a positive rate of economic output. Most of the impact of the crisis was manifested in a sharp contraction in exports due to a severe drop in global demand. The only countries that maintained trade surpluses and current account surpluses through 2008 and 2009 were the countries with an abundant resource base, especially Russia (EBRD report 2010). 
In 2010, due to the fast response from the national governments, many of which borrowed significantly to finance escalating fiscal deficits, most of the transition economies started to recover. The speed of the recovery, however, varied across the countries and the regions as some countries still continued to feel the economic aftershocks. The FSU region and especially Central Asia were displaying more dynamic growth numbers than most of Eastern Europe'. The recovery in those regions was mostly driven by net exports fueled by favorable terms-of-trade for the region’s exporters of energy, metals, and cotton. In 2010, prices on fuels, metals, and cotton had increased by 40 percent, 49 percent, and 46 percent respectively, from the previous year. Cotton prices reached historical highs in 2009/2010, benefiting Central Asia region. The world’s price of crude oil increased from an average of $62 in 2009 to around $78 per barrel in 2010, which contributed to a robust recovery of the Russian economy, and thus created beneficial spillovers to the other countries of the former Soviet Union as remittances from Russia started to rise (Gevorkyan 2011). Poland, Czech and Slovak Republics, Hungary and, to some extent, Romania, benefited from an increase in global demand for machinery (EBRD Report 2010). This increase in net exports lowered current account deficits across the region and in some cases even created surpluses. 
Regression Analysis

In order to analyze the key factors behind the variability in the impact of the financial crisis on the output gap in the transition economies, two OLS regressions were run independently. One equation relates the real output gap to the service sector, degree of economic freedom, resource endowments and number of years under planned socialism. 
 nGDP09-06 = 112.58 – 0.81SERV – 0.71FRDI + 4.64RES – 0.28YEARS


t = 

-4.17

-2.98

0.87

-1.72

R² = 0.68; adj. R² = 0.63

Replacing FRDI (Freedom Index) with TI (Transition Indicators) improved the fit slightly and yielded the following results:

nGDP09-06 = 104.75 – 0.77SERV – 9.92TI + 6.65RES – 0.39YEARS


t = 

-4.04

-3.21

1.30

-2.31

R² = 0.69; adj. R² = 0.64

The findings are summarized in Table 2. No severe multicollinearity or heteroskedasticity problems were detected in any of the regressions.
	Table 2. Dependent variable: Percent change in real GDP from 2006 to 2009

(Standard errors in parentheses)

	
	(1)
	(2)

	Services as a share of 2006 GDP
	-0.809**
	-0.773**

	
	(0.232)
	(0.257)

	Freedom Index
	-0.709**
	

	
	(0.233)
	

	Abundant natural resources 1/0
	4.644
	6.648

	
	(4.916)
	(5.267)

	Years under communism
	-0.285
	-0.394

	
	(0.219)
	(0.202)

	EBRD Transition Indicators score
	
	-9.925**

	
	
	(3.166)

	Constant
	112.578***
	104.753***

	
	(25.800)
	(22.681)

	R-squared
	0.681
	0.694

	N
	28
	28

	* p<0.05, ** p<0.01, *** p<0.001


The regression analysis suggests that both, the degree of economic freedom and the extent of transition from planned to a market system at the onset of the financial crisis are important factors in our understanding of the effect of the crisis on the transition economies. The results indicate that the higher the degree of economic freedom in 2006 was, the greater was the impact of the crisis. The coefficient of FRDI is -0.71 in the first equation and is significant at 1 percent level. In addition, the higher the extent of transition in 2006 was, the greater was the impact of the global crisis. The coefficient of TI is -9.92 and is significant at a 1 percent level (one-tail test). 
These results are consistent with our hypothesis that economic freedom, financial market liberalization, and deregulation, the pillars of the Washington Consensus, made the transition economies more vulnerable to the financial crisis. Most of the financial institutions in the countries of the former Soviet bloc had neither toxic financial assets nor complex derivative instruments on their balance sheets. Thus, the balance-sheet transmission mechanism of the crisis lacks explanatory power. The extent of the transition from a closed planned economy to the open market economy and the degree of economic freedom that the country enjoyed prior to the crisis seem to be the two most important determinants of the impact of the crisis. Baltic countries, as well as the European Union members became leaders during the transition phase. They were most successful in establishing their securities markets, reforming their banking sectors, and building a chain of non-bank financial institutions. They also enjoyed the highest level of price and interest rate liberalization, privatization, and deregulation of financial markets. Their EBRD Transition Indicators and the Heritage Foundation Freedom Indices were the highest ones among all other transition economies groups on the onset of the crisis. Free markets, however, exposed these economies to greater risks during the crisis, turning the blessings into a curse.
The results also indicate that the longer the country was under planned socialism, the greater was the impact of the Financial Crisis. The coefficients are -0.28 and -0.39 and are significant at the 5 percent significance level. All transition economies had one feature in common – they all had to deal with a burden from the past, namely a state-controlled production chained fueled by a rigid and state-maintained financial system during the socialist regime. However, the degree of the rigidity, as well as the scope and the depth of the penetration of the planned socialism, was different in each country/groups of countries and mainly depended on the number of years the economy existed under such conditions. The results show that on average, those countries that stayed longer under socialism, were less resilient to the crisis; and vice versa – the longer the country was under the system of central planning, the more likely it would have political constraints in a decision-making process to design policies that soften an external shock. 
Resource base does not seem to be a very significant determinant of the intensity of the crisis. Although the estimations indicate that the more abundant the resource base in 2006 was, the smaller was the impact of the crisis; yet the coefficients are not significant. The results also show a statistically significant effect of size of the service sector in the expected direction. The coefficient of SERV ranges from -0.77 to -0.81 (depending on the specification), which means the higher the service share was, the lower was the difference between real GDP in 2009 and 2006 (and therefore the greater was the impact of the crisis). The coefficients are significant at 1 percent level in all equations estimating the impact of the crisis. The results indicate that the resource abundant countries were less impacted by the Global Financial Crisis not because of the particular primary resource but rather because all those economies had a very large agricultural sector, which provided a cushion for the fall in GDP. Agriculture can cushion the impact of the financial crisis in several ways. First, a significant agricultural sector can provide food security for the rural population. In addition, in many of the transition economies, especially in Central Asia and Caucasus, agriculture is mostly of a small scale and therefore is fueled by an informal or ‘shadow’ finance. Under such conditions, there is no connection between the financial sector and investment in agricultural sector. Farmers are more likely to obtain credit via their friends and family. Thus, the credit crunch of the 2007-2009 had a smaller impact on the economies that relied heavily on agriculture. 
CONCLUSIONS 
One of the most important questions that the global financial crisis raised among researchers is why the countries’ responses were so different. It is clear that the variability in the effect of the crisis on economic performance (production, employment, credit flows, etc) must be traced to the difference in economic standing prior to the crisis, but there is much disagreement about which initial conditions matter. The focus of this study is the effect of the Global Financial Crisis of 2007-2009 on 28 countries that used to be part of the former Soviet bloc. Five criteria are used to divide the countries into 12 (not mutually exclusive) groups: European Union membership, sovereignty prior to the transition, timing of the financial reforms, geographic location, and resource endowment.  
The study finds a lot of variability in the groups’ responses to the crisis and explores the underlying reasons of it. It is true that in some countries large current account deficits, external debt burdens, a weak banking sector and weak financial soundness indicators were responsible for most of the effect of the crisis. However, these macroeconomic and financial fundamentals cannot be used to analyze the variability in the effects among all the transition economies. Most of the financial institutions in transition economies did not have toxic financial instruments on their balance sheets. In addition, their financial systems lacked the sophistication and intricacy to be substantially affected by the activities in derivative markets. This paper, while exploring the effect of the crisis on different groups of countries, at the same time links this effect to some initial conditions that existed in those economies at the onset of the crisis. Specifically, it suggests that the countries that enjoyed higher degree of economic freedom and greater extent of the transition were more vulnerable to the financial crisis. In addition, heavy reliance on a financial sector made a country even more vulnerable to the crisis. The results also show that natural resources and the agricultural sector can serve as a buffer during critical times. The Baltic countries and other European Union members, leaders in the transition process, were hit the hardest. They introduced monetary reforms, privatization, and price liberalizations sooner and more successfully than other countries did and thus integrated politically and economically into Western Europe faster and to a larger extent. On the onset of the crisis their trade was directed toward Europe and the United States and they attracted a large volume of foreign direct investment. While in ‘normal’ times all these elements of transition would describe a story of success (and it did for more than a decade), in the time of crisis the blessings became a curse. Lacking raw materials and a substantial agricultural sector and relying heavily on service sector and foreign capital inflows, the three Baltic States, as well as other European Union members (except Poland) were lacking the necessary shock-absorbing mechanisms.
The results of this study call forth a broad argument of a trade-off between the benefits and costs of financial deregulation and trade liberalization. While this paper does not reject the fundamentals of the Washington Consensus, it attempts to broaden the analytical scope of policy- making and suggests that the policy-makers should be aware of the risks associated with economic liberalization, deregulation, and free markets, especially in the countries that had advanced those fundamentals of capitalism relatively recently. 
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�CIS includes 12 out of 15 former Soviet Union Republics -- Armenia, Azerbaijan, Belarus, Georgia, , Kazakhstan, Kyrgyzstan, Moldova, Russian Federation, Tajikistan, Turkmenistan, Ukraine, and Uzbekistan – all but the Baltics (Estonia, Latvia, Lithuania)


� CEE includes all the Eastern European countries west of post-WWII border with the former Soviet Union, countries of the former Yugoslavia, and the 3 Baltic states.


� Stock market inception as a proxy of the starting date


� It is important to note that the three Baltic countries retained the trade relations with their Western neighbors even after they were integrated into the Soviet Union. Most of these “trade” transactions, however, were black market activities.
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