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Agenda Item 3: Communications from the General Secretary, John Monks


Central Eastern Europe: Now facing the social and employment consequences of both the crisis and its `cure` 
Introduction
As we have identified previously (Galgoczi, 2009), the major factors of vulnerability for CEE countries in the crisis were the following:
-	macroeconomic imbalances (deficits in current account, government debt, household debt and corporate debt);
-	chronical dependence on external financing (in forms of FDI, credits (banks and IFI-s), financial investments (government and corporate bonds, other financial assets);
-	deep and one-sided economic, trade and financial integration with the EU15 that made them highly dependent on the Western economic cycle;
-	effects of labour mobility (return migrants in crisis, shrinking remittances);
-	collapse of raw material and energy prices for those countries that depend on the export of such goods (Russia, Ukraine and some CIS states). 

We also concluded that for the CEE member states of the EU the imbalanced character of their EU integration (with de facto single market without effective financial risk management and social integration) underlined their vulnerability at times of the unprecedented crisis.

Greece has now replaced Eastern Europe in the headlines about financial turbulences, rescue packages and austerity measures. Most CEE economies have already reached the bottom of the economic downturn, budgets seem to be on consolidation course, stock markets are soaring and have recovered to pre-crisis level. Their CDS spreads (showing the risk of sovereign debt default) are in most cases more favorable that those of the Eurozone member Greece, credit ratings are being upgraded. CDS spreads of the Czech Republic, Slovakia and Slovenia price even smaller risk for an eventual debt default than in the case of the UK.

The current situation shows signs of macroeconomic consolidation in almost all of the above aspects although it still takes a long time until these economies recover from the shock. As it is true for all the countries the consolidation is uncertain and fragile depending on a lot of unforeseeable factors. The brutality of the crisis in form of mass unemployment and cuts in the social system has however its full effect on workers and employees. Even if the fragile upturn holds on, it is to be expected that slower growth, high unemployment and social tensions will characterize the next years throughout the CEE region. It is also clear that the high growth that was characteristic for the region before the crisis will not return in the foreseeable future. The debt-driven growth model that contributed to the growth dynamic of most CEE countries (to variable extent) in the past is not sustainable in the future. Export driven growth will be dependent on the performance of the core EU economies, especially of Germany (more particularly German manufacturing industry). Workers are paying now for the excesses of the financial markets, for the irresponsible lending practices by banks and for policy failures of the past years. 

The economic downturn and its social implications in CEE countries
Economic performance in 2009 showed the biggest setback of GDP seen in recent history with the Baltic states having witnessed the highest contraction up to 20%, while the EU27 as a whole saw a decline of 4.5%. Ukraine has also seen a dramatic downturn with a 15% GDP decrease (in the last quarter of 2009 GDP started to recover slightly).  


By this enormous contraction of economic performance most countries are back at GDP levels where they were 4-5 years ago. In case of Latvia this also means that its level of GDP is back on the pre-transformation level of 1990.



The impact on the labour markets is devastating, especially in case of the Baltic states, where unemployment levels grew up to four times of their pre-crisis level. Even in countries where unemployment did not follow the full dynamic of the economic downturn, as in Hungary and the Czech Republic (with an increase between 30 and 40%) the unemployment rate surpassed the 10% mark. 



This also means poverty – in work poverty – has reached alarming levels, especially in the Baltic states with 30-40% of the employed effected. 


The role of the EU and IMF

While most EU15 countries have set on a wide range of public resources to offset the effect of the crisis (stimulus packages, labour market schemes) that generate more government deficit, countries in CEE in the deepest crisis were forced to apply brutal fiscal tightening with pro-cyclical stabilisation policies.  
Europe and the world seem to abandon neo-liberal economic doctrine, but this is still the medicine offered to CEE countries as crisis management.

European policy responses to the crisis in central eastern Europe were neither timely nor satisfactory, and the European Union has left the initiative to the International Monetary Fund. The most dramatic and immediate effects of the crisis on central eastern European countries were caused by the paralysis of the financial markets and would have required immediate intervention.

Hungary and Latvia – followed by Romania – had to turn to the IMF by the end of 2008 for an emergency loan in order to fend off the immediate consequences resulting from the financial turbulence and financing bottlenecks. Starting in September 2008, IMF negotiated emergency loans with several countries affected by the global crisis for amounts of up to $17 billion. The biggest concentration of emergency loans has been in central and eastern Europe and former Soviet Union: 9 countries up to the end of 2009.



The altogether €7.5bn IMF-EU rescue package for Latvia was bound to adverse conditionalities with up to 40% wage cuts in the public sector.

In the case of Hungary, the €20bn emergency credit package (€12.5bn IMF; €6.5bn EU; and €1bn World Bank) encompassed conditions for budget spending cuts, including pensions and social allowances, to meet a 3.9 per cent government deficit target. While it is reasonable to raise conditions of sound finances for countries with a problematic past fiscal record and unsustainable public finances, but the lack of differentiation and the rigidity of the application is threatening the objective of the whole operation. 

Other financial support schemes were also initiated outside the framework of the EU, including a pledge of up to €24.5bn during 2009 and 2010 by the European Bank for Reconstruction and Development, the European Investment Bank and the World Bank in support of banking sectors and bank lending to enterprises in emerging Europe.

The speeding-up of access to the resources of the European Social Fund was a useful measure but, given the magnitude of the crisis, cannot be regarded as any more than a symbolic gesture. The decision by the European Union to increase crisis support to non-euro members was welcome in general, it was however bound to adverse conditionalities. As the ETUC document to the Executive Committee (ETUC, 2009) stated:
“In exchange for foreign currency loans, countries are forced to cut anything that is social: wages, social spending, workers’ rights, public services. Moreover, access to the Commission’s €25 billion balance of payment fund is conditional upon respecting the IMF adjustment programme. European funds are being used to help the IMF to cut down the social dimension in Europe.”


The case of Latvia
It is worth it to look at the case of Latvia in more detail, as it demonstrates the dramatic effects of the crisis and the brutal consequences of the conditions of the bail-out for the population.  
Latvia in 2007 still had an economic growth of 10,3% (with a current account deficit of 22%), in 2009 it will witness a close to 20% collapse of its GDP, by which the income level of the country will be back on the level of 1990. Latvia is the second poorest EU country and the country with the lowest level of social expenditure in the entire EU. In 2009 unemployment rose over 16%, work in poverty is close to 30%. More than 50% of employees receive a net wage that does not exceed the subsistence minimum. 20% of workers receive the 256 € minimum gross wage or even less. 

Under such circumstances Latvia had to turn to the EU and the IMF for a bail-out loan in the following composition:
· €7.5 billion package; €3bn already disbursed
· EC: €3.1 billion
· IMF: €1.7 billion (Stand-By Arrangement) 
· Nordic governments: €1.8bn 
· World Bank: €0.4 billion 
· Others: €0.5 billion

The conditionalities of the €7.5bn IMF-EU package for Latvia speak for themselves: up to 40 per cent cut in wages in public administration, in public services and pensions. In view of the deteriorating growth prospects and the likely failure to meet the agreed 5 per cent budget deficit target, further cuts were held to be necessary in order to gain access to another tranche of the loan.

According to the Letter of Intent to the IMF, Latvia undertakes to cut the 2010 budget up to 8,5% or 500 m. LVL.
With the consecutive downgrading of the growth prospects for Latvia the government deficit condition of the disposability of the credit line had been modified: from 5% of GDP to 7%, then to 10%, whereby the IMF and the EU having shown some flexibility. 
The modified deficit path for Latvia had been agreed according the following:
· 2009 – 10%
· 2010 – 8.5%
· 2011 – 6%
· 2012 – 3%

All this means severe cuts in public spending, in administrative costs, wage cuts in public sector, pension cuts, but also tax increases. The measures include the following: 
· Substantial cuts in administrative budgets (closure and merger of agencies);
· Wage cuts in the public sector up to 40%, steps to harmonize wages across ministries and institutions;
· Mix of further across-the-board cuts, and structural reforms;
· Mid-2009 pension cuts (10 percent general, 70 percent for working pensioners) - ruled unconstitutional by the Constitution Court of Latvia;

· Introduction of a progressive living space tax for everybody and at the same time to increase also land-tax; 
· decrease support payments for farmers and to cancel refunding of excise-tax for petrol used for agricultural work;
· to cancel indexation of pensions as well as to increase pension age from 62 to 65 years;
· to increase the rate for mandatory social insurance payment by 4% (at present  employers pay 24,09% but  employees  9%);
· proposal of establishing of mandatory third-party health insurance which actually means a new tax for every employee;
· to introduce divident tax in amount of 15% (also for bank deposits)
· the income tax from January 2010 to be increased from  23% to 26%;

If earlier mentioned measures will not give any successful result, then:
· the Government is ready to increase VAT from 21 to 23 (even to 24) % in spite of the fact that last year’s VAT increase from 18 to 21% was not successful;
· To establish progressive income tax fixing at a disproportionately low level – e.g. 300 LVL or 427 €;

The Latvian government did not consult social partners and the society regarding the elaboration of the budget consolidation plan. The Letter of Intent with the IMF was signed at the end of June 2009 but social partners got that information from media in mid September.

Conclusions
Even if the IMF showed some flexibility and itself goes through a learning process, the effects of these measures are devastating for a country that anyway had the lowest level of social safety net in the EU. 
It was clear that the magnitude of the downturn and the unsustainability of the past growth model require substantial corrections and sacrifices, but the attached social sacrifices are not only deeply unjust but eat up the future perspectives of the country (education, health care).
Although the IMF showed some flexibility with the application of its conditionalities, as:
In some cases IMF supported tax measures promoted by unions to finance employment measures (Serbia) or promoted progressive income taxes in the place of “flat tax” (Latvia). In one case (Bosnia) IMF defended collective bargaining rights threatened by government’s austerity programme. The IMF has stated lately that social expenditures should be given priority, but in a context of reduced state expenditures overall.
It did not respect the major demand of trade unions to support counter-cyclical economic policies in all countries.
Although it has relaxed deficit limits in many countries where economic decline proved to be much worse than predicted (e.g. Ukraine: 0% to 8.6% of GDP), the general philosophy of the programme remained the same.
Although the IMF has accepted to meet with unions in countries receiving emergency loans, but in most cases not before the loan was finalized.

The reliance of the EU on the IMF is itself evidence of political weakness; an indirect admission that Europe lacks Union-wide financial institutions with sufficient clout to deliver effective bail-outs. Considering the IMF’s record with regard to the consequences of its bail-outs in developing countries, even if the recently undergone learning process is taken into account, the conditionalities of the provision of such support pose risks to these countries’ mid-term development and cannot be seen as based on values in line with European values.

The lack of European-level co-ordination of national financial support measures, the one-sidedness of the European integration especially for non EMU members showed the fundamental failure of the European institutions to tackle a crisis of this magnitude.  The absence of clear rules for cross-border crisis management and burden-sharing raises uncertainty about the entire EU project. As the example of Greece now shows an emergency financial mechanism is lacking even within the Eurozone.
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Increase in the number of unemployed by Q2 2009,  
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IMF Support for European Countries Affected by the Global Crisis

(As of August 2009)



July 2009



$1.57 billion

Bosnia and Herzegovina



May 2009 – Flexible Credit Line



$20.6 billion

Poland



December 2008



$2.1 billion

Iceland



December 2008



$2.35 billion

Latvia



November 2008



$16.4 billion

Ukraine



May 2009



$17.1 billion

Romania



January 2009



$0.5 billion

Serbia



January 2009



$2.5 billion

Belarus



November 2008



$15.7 billion

Hungary

Approval Date IMF Loan Size Country


image1.png
v

ITUC CSI IGB




image2.emf
3

Change in output, 2008Q1 to 2009Q2
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A lost decade? When Was Current GDP first achieved

Source: EuostatQuarterly National Accounts. Notes: This Graph shows when the current level of seasonally adjusted real GDP per 
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