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Agenda Item 6:  The way out of the crisis in Europe
The Executive Committee is requested to take note of the attached documents:
· PERC Note

· ETUC Executive Committee, March 2009: “The Crisis – Developments in Europe”

· IL0 304 GB: “The financial and economic crisis – A decent work response”
The way out of the crisis in Europe

1. The economic crisis is affecting every country in the PERC region and the following PERC note is based on a recent publication by the Centre for European Reform (Economic crisis and the Eastern partnership by Tomas Valasek) and on work done by the ETUI.  It is intended to stimulate discussion and reports on national situations.
Eastern Europe: from `emerging Europe` to `submerging` Europe?
2. The contagion generated by the US sub-prime mortgage market was spread through different channels of opaque financial instruments around the whole world. The main effect was that ‘toxic assets’ in the books of financial institutions have caused huge losses at financial institutions and the previously abundant liquidity has turned into a credit crunch paralysing the entire banking system, not only in the US and Europe, but worldwide. The contagion has engulfed the European banking system and the dramatic effects of the financial crisis on the European economy have surprised everybody. As late as the Lehman Brothers bankruptcy in mid September 2008, the effects of the US crisis on Europe were still seen as moderate. 
3. Eastern Europe and the new member states seemed to have been not effected by the spreading financial turmoil as their financial institutions were not involved in the opaque financial transactions characteristic for the US and most western banks.
4. Still the fundamentally changed economic and financial climate has highlighted the vulnerability of this region with individual countries differently exposed to its consequences. 

The exposure of Eastern Europe to the crisis
5. The fundamentals underlying the spread of the crisis, however, were chronic imbalances in the world economy, within the Euro area and within the national economies of many member states. This is also true to Eastern Europe, albeit to varying extent with regard to particular countries.
6. Imbalances were also the underlying reason, why Eastern Europe and the New Member States suddenly found themselves deeply effected. They were hit hard within a short time due to a series of factors that highlighted how previous growth became unsustainable once the external environment took a turn for the worse.
7. In the past few years it was taken for granted that a convergence process between developing transformation economies and the developed West takes place. The catching up process of these economies was financed from outside in form of foreign direct investments, in form of credits and other financial transfers. Their average growth rates over the last decade were characteristically between 4 and 5 per cent, with Slovakia and the Baltic states attaining a growth dynamic of up to 10 per cent in some years. Other eastern European countries with their growth rates were characteristically placed between the two country groups. Productivity was soaring and national currencies (those not pegged to the Euro) were undergoing a real effective appreciation process. There were few doubts about the sustainability of this process, as a similar development took place in the sixties in Japan, in the seventies in South Korea and the European integration process was explicitely based on the idea of convergence.

Factors of vulnerability
8. Soon after the crash of the Lehman Brothers in mid September 2008 it turned out that Eastern Europe and the new member states were especially vulnerable to the economic crisis. 
9. There are several reasons for this and we make an attempt to briefly address these one by one in the following sections.
 Financial turbulences - the logic of the financial markets 
10. The high level of external financing - in case of certain countries accompanied with high debt levels - made these countries dependent on the available abundance of investment capital and high risk-taking attitudes of investors. After the shockwaves of the credit crunch and the bankruptcies in the US and the western European financial system, confidence and risk taking of investors suddenly evaporated. Foreign investors turned their back to state treasuries of emerging economies and daily debt financing has become suddenly difficult. National currencies were shaken as examples of the Russian Rouble, the Ukrainean Hrivnia, Polish Zloty, Hungarian Forint, Czech Koruna, Romanian Leu showed. Credit rating of state bonds were downgraded and country risk indicators deteriorated sharply resulting  high interest rate margins and soaring default risk values. Default risk of state bonds is priced by credit default swap speads (see table 1) that price the probability of state insolvency that in case of Ukraine is estimated to 39%.  State bonds of Latvia, Belarus, Bosnia-Herzegovina, Azerbaidjan and Ukraine are rated as `junk bonds` (the rating B and under, as indicated in Table 1). These developments triggered further devaluations of regional currencies (not only those of the effected countries) launching a vicious circle.
11. It is a further factor that as a consequence of the stabilization and economic stimulus packages of the developed economies together with the growing risk aversion of investors, money flows to their financial markets and flees from the emerging markets. According to the Royal Bank of Scotland, the amount of state bonds issues in the G7 economies would grow from 1000 bn USD in 2008 to 3000 bn USD in 2009. Capital extraction on emerging markets surges to levels not seen in the last decades.
Table 1

Financial indicators for selected CEE countries

	Country
	GDP/capita 2008, USD PPS
	S&P credit rating
	Current account deficit, % of GDP, 2008
	Export share in GDP, 2008
	5-year CDS(

	Belarus
	12,344
	B+
	7.3
	62.1
	

	Bulgaria
	12,372
	A
	24
	61.0
	617

	Czech Rep
	25,757
	AA
	3.5
	80.1
	309

	Estonia
	20,754
	AA
	10
	72.0
	700

	Hungary
	19,830
	A
	6.5
	80.2
	574

	Latvia
	17,801
	BBB
	14
	46.6
	1,001

	Lithuania
	18,855
	A+
	12
	59.0
	833

	Poland
	17,560
	A+
	5
	42.3
	387

	Romania
	12,698
	BBB+
	12
	34.4
	719

	Serbia
	10,911
	BB-
	
	22.2
	

	Slovakia
	22,242
	AAA
	6
	90.5
	222

	Slovenia
	28,894
	AAA
	6
	70.5
	206

	Ukraine
	7,634
	CCC+
	6.5
	45.0
	3,899


* 5 year credit default swap spreads in basis points

Source: The Economist, March 6, 2009 based on IMF, Moody`s and the Financial Times, 27th February 2009 based on Thomson Datastream
The role of western banks in the region
12. Over 80% of the banks of Central and Eastern European countries are affiliates of Western banks. These banks were eager to grant credits on mass scale to the population and to enterprises in all countries of the region, often denominated in foreign exchange. Western banks made extraordinary profits in the region with profit levels more then twice as high than in their home countries and were expecting continued expansion in the region. Ironically, this was still the case when the financial crisis was already around the corner. An analysis of the Deutsche Bank (Deutsche Bank, 2007) dated as  December 2007 has seen huge growth perspectives for the central-east (a credit expansion with a yearly average of 23% until 2011) and south-east European banking sector 9corresponding credit expansion of 17%) and claimed how underdeveloped it still was with low aggregated credit volumes (85% and 75% correspondingly) when compared to their GDP considering usual levels in the West (for the Eurozone: 230%).

13. Now the situation is that their engagement in eastern Europe has become a `toxic asset` for western banks. Eastern borrowers must repay $400bn in debt owed to western banks this year. Western headquarters (themselves in troble) were reluctant to bail out their eastern affiliates and even to continue credit provision.
Foreign direct investment
14. In most of the region growth and modernisation was largely driven by foreign direct investment, supplemented in the Baltic states by credit financed consumption and the construction sector.
15. According to recent estimates FDI flows to the region would be reduced from 393 billion USD in 2007 to around 220 billion USD in 2009 (Institute of International Finance).
16. In several new member states consumption was financed to a large extent by credit denominated in foreign exchange. With the continuing paucity of domestic capital ‘catching up economies’ are reliant on external financing; together with high current account deficits this made them especially vulnerable to financial market turbulence. 

Economic and trade integration with the West
17. Moreover, the economies of the new member states are integrated with the European and the world economy to a greater extent than most EU-15 economies and so are highly dependent on external demand. 
18. Beyond the impact of macroeconomic turbulence, the new member states from Central and Eastern Europe (CEE), and specifically the so-called Visegrad Four (V4) countries – the Czech Republic, Hungary, Poland and Slovakia – are particularly affected by the crisis because of their high level of economic and trade integration with Western Europe, especially Germany. 
19. The large automobile production capacities established in the Visegrad countries are highly dependent on the economic cycle, but also on their parent companies in Western Europe (in a few cases in Japan, Korea or the US). The electronic components industry, especially contract manufacturers, are even more exposed to economic cycles. As these industries constitute a large part of the reshaped industrial landscape in the new member states they are vulnerable to external shocks. Developments in Germany are crucially important for the CEE new member states as most industrial investments and most of their industrial exports involve Germany. A downturn in Germany has immediate effects for most new member states.
20. A factor that seems to have somewhat balanced the negative external effects for the new member states is their high growth levels in previous years, which have helped to maintain domestic demand for a certain period (though this does not apply to Hungary). It is noteworthy in this context that while new car orders were plunging in Western Europe by the end of 2008, in Poland and Slovakia they still showed double-digit growth. Furthermore, given the lower cost levels in the new member states, their production facilities still offer cost saving opportunities for Western multinationals and thus may benefit from the relocation of certain activities in response to the crisis. On balance, however, the negative effects are dominant, concentrated, as already mentioned, in the automobile and electronics industries, with a particularly high share in the economies of the Czech Republic, Hungary and Slovakia.

Macroeconomic situation 
21. The ‘hard landing’ that is visible in Figure 1 refers mostly to those economies with unsustainable past growth strategies, characterised as ‘bubble growth’. 
22. The most dramatic downturn is to be seen in Latvia, where above 10% GDP growth in 2007 is likely to turn into a decrease of 6.9% by 2009. Previous high-growth economies, such as Estonia, Lithuania and Ireland, are also expected to be hit hard, with a projected drop in GDP of 4-5 % in 2009, while the 2.8% negative growth forecast for the UK also represents a huge setback. Other major economies are expected to experience a downturn of around 2%, with the Euro area GDP set to fall by 1.9% and the EU27 by 1.8% in 2009 (European Commission 2009). This is a dramatic change compared to the 2007 performance, but also in comparison with the prognosis of the Commission nine months ago.

Figure 1: GDP growth 2007 vs Forecast 2009
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Data Source: European Commission (2009).


23. Symptomatic of the economic downturn is the slump in industrial production in Europe. The latest national data paint a bleak picture. Year-on-year industrial production figures for October already show a dramatic contraction of industrial activity across Europe. Italy, France and the UK all showed year-on-year decreases of between 6 and 7 per cent. In November 2008 Czech industry suffered an unexpectedly serious downturn with a decrease of 17.4 per cent on the previous year. 
According to the latest Eurostat figures, euro-area industrial output contracted by 7.7 per cent in November 2008 compared to the same period of the previous year. 
Employment creation

24. Employment creation had been very weak in the region even in the boom years, now jobs are disappearing on mass scale.

Figure 2
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25. The affiliates of multinationals that have been severely affected by the fall in demand, with order books suffering double-digit setbacks by autumn 2008, have started to apply similar measures to their mother firms. Volkswagen, Audi, Dacia-Renault, Fiat, Ford, General Motors, Skoda and Suzuki have instigated temporary production breaks and cutbacks at their new member state affiliates. Car part suppliers, including Bosch, Michelin and a large number of local suppliers, were hit even harder. 
26. Large-scale redundancies have commenced. In the case of larger firms these have affected vulnerable groups of employees, first of all, temporary agency workers, migrant workers, workers on fixed-term contracts (or on probation) and commuters. In the case of SMEs and suppliers, dismissals were, from the beginning, the major means of adjustment, and regular employees were equally affected. 
27. The new member state affiliates of Western multinationals have adopted measures similar to those applied by their Western European parent companies, but with a heavier hand and less based on negotiation, as we will see in the overview that follows. In case of temporary production breaks, either the normal holiday reserves are used or, in many cases, people were sent home on basic pay. Compensation tends to come from companies’ own resources, subject to negotiations with works councils and/or trade unions, if employee representation exists at all or there is a collective agreement. 
28. In more serious cases lay-offs have already been announced (see Tables 1 and 2). Lay-offs are regulated by labour law, within the framework of which a minimum level of severance pay is provided for. Beyond this, collective agreements – where they exist – are applied and works councils and trade unions are involved in managing the measures. As in the case of lay-offs they negotiate on concrete measures and compensation packages.
None of the countries in question have specific labour market policy measures equivalent to the German ‘Kurzarbeit’ or the French ‘chômage partiel’. 
29. `The ingredients of past success – opening up to trade and investment and selling local banks to west European ones – have left these countries vulnerable. The EU, which acted as an anchor for reform, has lost clout and credibility."

In other words, faith in the vision of a Europe whole and free is in danger of eroding. The crash of '09, not unlike previous historical calamities, is calling into question the future of a united Europe.`  Can This be answered?
The “Eastern Partnership”
30. In two months, at a summit in Prague on May 7th, the European Union will launch a new policy for Eastern Europe – an 'eastern partnership'. It will increase EU assistance to the region, open the EU’s markets to the neighbours’ goods and gradually remove visa requirements, among other things. The idea is to give the neighbouring countries stronger incentives to adopt European norms and rules, to integrate their economies with the EU's, and thus to make the region more prosperous and stable. The concept is sound – but the initiative as well as the EU’s overall policy for Eastern Europe will suffer unless the EU takes more visible steps to assist its neighbours through the economic crisis.

31. The crisis hit Eastern Europe hard. There have been currency devaluations.  Many governments’ bonds have “junk” status and this makes market financing of debt impossible.  Local banks were sold to western ones which have been in retreat. 
32. The economic crisis poses a three-fold challenge to the EU's eastern policy. The first risk is that of rising nationalism and protectionism on both sides of the EU’s borders, which is hampering economic integration. The European Union and Ukraine are negotiating a new free trade agreement but senior EU officials say that Ukraine has become more protectionist since the crisis broke out. The EU, too, is far less open to eastern workers and visitors these days. The member-states are unwilling to ease visa requirements for the partner states, fearing an influx of illegal workers. If the EU and its partners fail to deepen economic integration and make travel to the EU easier, the eastern partnership’s main goal – a gradual alignment of the partner states with the EU – will be in trouble.  Moreover, migrant workers are often the first victims losing jobs on a mass scale.  Ukraine, for example, expects at least 3 millions returning migrants. 
33. The second risk stems from the perception that the EU is not doing enough to help the eastern partners through the crisis. This was highlighted by the EU Summit on February 28 appearing to refusing aid to new member states.  President Vladimir Voronin of Moldova recently dismissed the eastern partnership-related grants as “candy”, suggesting they were not serious enough to warrant attention. It is not the eastern partnership's purpose to bail out the partners' economies. It has only a modest financial component; its grants amount to a few hundred million euro, and are meant mainly to help improve governance and expand people-to-people contacts. There are other tools the EU can use to assist its eastern neighbours through the crisis, like the International Monetary Fund, which recently made a $15 billion emergency loan to Ukraine. But Voronin’s words signal a broader problem for the EU’s eastern policy: the EU is not perceived to be helping its eastern neighbours; they see the IMF with tough rules which hit public and welfare spending but not Europe. And perceptions are important: if the EU’s eastern partners think that the EU is failing them at the time of their greatest need, most of the goals of the eastern partnership will come to nought. 
34. The third risk relates to the economic weakness of many new EU member-states in Central Europe. It is they who, along with Sweden, have most strongly advocated greater EU engagement with its eastern neighbours. And in the EU, which has many diverse members and interests, an initiative only succeeds when a strong state or a group of states devote serious time and attention to winning EU-wide support for it. But will the new member-states push for more financial assistance for Eastern Europe? It could of course mean keeping less of the much-needed money for themselves. Will they have the energy to fight the political battles in Brussels with EU governments less interested in Eastern Europe? Some new member-states like Latvia are reducing diplomatic staffs across Europe, and they will find it difficult to pursue multiple foreign policy goals simultaneously. Also at risk are the myriad of small grants which the new member-states' governments give to non-governmental groups in the neighbouring countries, and the training programmes they organise for East European administrators or journalists. These programmes are as important as the eastern partnership itself: they expand the circle of people in the Eastern Europe who have a vested interest in closer relationship with the EU. So it matters that these activities are now at risk because of recession-related budget cuts. 
35. The economic crisis represents a crisis of sorts for the EU's eastern policy. But there are ways of minimising the damage or even turning a problem into an opportunity.
36. Some EU government-financed initiatives for eastern neighbours will no doubt fall victim to the economic crisis. But instead of all Central European governments cutting all their training or advisory programmes, can they pool some of the initiatives. For example, rather than recalling advisors who are helping to key Ukrainian ministries, the new member-states could agree to withdraw some and co-finance the remaining ones. The same should apply to training programmes in the EU for East European administrators and to the very useful conferences organised in Latvia and Estonia to raise the profile of the EU’s eastern initiatives: some will be cut but there ought to be ways to share resources to save the remaining ones. 
37. The top priority for the EU’s eastern policy, however, must be to take steps to more visibly help its eastern neighbours through the economic crisis. It is not true, as president Voronin suggested, that European aid to the east is peanuts – the IMF, in which EU member-states play a strong role, gave a $15 billion loan to Ukraine, and a further $2 billion loan to Belarus. But the EU appears to compare unfavourably with the greater amounts which Russia is willing to spend on bailing out Eastern Europe (it has set aside $7.5 billion for the task). 
38. The situation calls for creative solutions. The EU should not compete with the IMF or Russia in providing balance-of-payment loans directly to governments.  But the EU could expand its €25 billion emergency fund for the new member-states to include the eastern neighbours as well. And it should use the money to co-finance IMF assistance with targeted loans or grants to soften the social impact of the economic crisis. 
39. The EU should also speed up the payment of its eastern partnership grants. They are small compared to the amounts disbursed through loans but if targeted well, could have real impact. The EU should direct them towards helping the most vulnerable parts of East European societies and towards regions hardest hit by the crisis. 
40. Building EU-wide support for these proposals will not be easy. All EU governments, including the most prosperous ones, are going to run up massive debt in the coming years. Money will be in very short supply, so the member-states will be reluctant to expand assistance to Eastern Europe, especially to governments like in the Ukraine which are badly divided. 
41. But the EU has no choice.  Neighbours are looking for help to stave off the crisis and lessen the social tensions it will create. The EU should become 'the friend in need'.
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