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Preface

During the period after the great financial crisis before the Covid pandemic hit,
according to most economic indicators, Central and Eastern European Countries
(CEEC) experienced a steady catch up to the European Union’s average. Although
the Covid shock had an understandably negative effect on these emerging economies,
overall, they have proved to be quite resilient, not underperforming more developed
EU countries.1

Then, straight after Covid, Russia attacked Ukraine, and a second serious economic
shock hit the region. As these countries are neighbouring the conflict zone, they
were heavily affected by the events. The current volume explores the effects of the
war on Central and Eastern European EU member states’ economies and their likely
economic outlook after the war. At the time of writing this volume, the war is still
raging, with peace nowhere on the horizon; thus, all information and data available
have to be taken with a pinch of salt. Nevertheless, the main economic facts, trends,
and directions are already clearly visible, making an objective economic analysis
feasible. This is also imperative, as decisions are being made that are likely to have a
long-lasting effect on the region and Europe. Therefore, as far as possible, the studies
are fact and data driven. As it is often the case, economics, policy, and politics are
intrinsically intertwined. In editing this volume, however, we tried to focus solely on
the economy, leaving aside the political side of events.

Chapter 1 of the volume deals with sanctions, i.e., measuring the extent the more
than a dozen sanction packages imposed on Russia have affected CEEC. Surprisingly,
it has been found that beyond energy supply and security, sanctions had some, but
overall limited effects on these economies. Energy related effects, on the other hand,
were mitigated by several factors, but mostly by flexible regimes in the form of
exceptions granted to the hardest hit.

Chapter 2 looks at the overall macroeconomic picture of the CEE economies.
Luckily, the early bleaker expectations were avoided, and the region appears quite
resilient. The impact was mainly growth-related, in most countries taking the form

1 For a detailed analysis, see Mátyás (ed): Emerging European Economies after the Pandemic,
Springer, 2022. In fact, the current book should be considered as a follow-up of that volume.
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of a short but seemingly transitory recession and inflation, which turned out to be
somewhat larger and more persistent than in Western Europe. These effects, however,
were uneven across the CEEC, depending mostly on the fiscal space available and
other country specific factors.

Dramatic changes in energy markets, energy security and its deep and wide-ranging
effect on the CEE economies have been among the most visible and discussed shocks
of the war. Chapter 3 scrutinizes them, along with likely mitigating policy tools, such
as supply diversification, increased energy efficiency, an appropriate legal framework,
and proper targeted incentives.

Another highly tangible effect of the war on the economy and society has been
the surge in inflation. Many countries have experienced the largest inflation spike for
over a generation, which obviously affects the way societies perceive the war. Central
banks swiftly responded with a steady rate increase, gradually taming the alarming
trend, but killing growth, at least in the short term. Chapter 4 presents a detailed
analysis of these events.

Aggravated by the current war, budgets and, more generally, fiscal space have been
under considerable strain since the Covid pandemic. The consequences are serious,
but the stance taken on them is country specific, as the fiscal conditions have been
quite different across the CEEC. Moreover, since some effects manifest themselves
with a considerable lag, it is extremely hard to obtain a clear picture. Definitive
answers are even more difficult to give if we consider the hard-to-predict burdens of
the eventual reconstruction of Ukraine’s economy. Chapter 5 does navigate readers
through the maze of sometimes contradictory and not always up to the minute data
and information, providing an analysis of where we are and where we are heading to.

Chapter 6 deals with external balances. The two most relevant negative shocks
in this area were the deterioration of the current account balances mostly due to the
surge in energy prices and the tightening of the external financial conditions that
lead to substantial capital outflows. The magnitude of these, however, varied with
countries, depending mostly on policy preferences and regimes.

Chapter 7 shows that while global trade slowed substantially in 2022 and 2023,
both exports to and imports from Ukraine to the CEEC increased. Exports to Russia
have also increased due to the obvious price effects. Overall, the terms of trade have
deteriorated for the region, but as energy prices have declined, some considerable
improvement can be noted. However, FDI to and from Russia and Ukraine has been
minuscule, which perhaps comes as a surprise. Since 2022, IT related FDI originating
in Ukraine has had a measurable job creation effect in some CEE economies.

Chapter 8 deals with Europe’s largest refugee crisis since World War II. Although
data is highly unreliable, the numbers are staggering. This represents a veritable
demographic catastrophe for Ukraine. On the other hand, perhaps surprisingly, due
to the positive attitude of governments and welcoming populations, Europe and the
region were able to deal with this exodus relatively smoothly. It is safe to say that,
despite the early burden and costs, the inflow of refugees had a positive effect on the
CEE economies. The eventual return-rate, however, is hard to fathom, and may have
a profound effect on the eventual reconstruction of Ukraine.
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Chapter 9 focuses on the life of refugees, their access to education and the labour
market. Despite the lack of hard data, it is safe to say that although in the early days
they expected a quick return home, after two years of war there is a significant shift
in their intentions. Refugees need a transparent legal framework for the transition
from temporary to permanent residency in order to avoid the ‘inactivity trap’. It
should also be considered that many of the refugees are women with children whose
husbands stayed in Ukraine; beyond language proficiency, their participation in the
labour market is conditioned by affordable housing, childcare, and schooling.

The last chapter in the volume is about the reconstruction of Ukraine. The task is
gargantuan, as it involves not only the ‘reconstruction’ but also the modernization
of the country. There are several major challenges, and the ways to deal with them
are still to be worked out. Some of the most pressing questions are: How to finance
reconstruction? How to deal with Ukraine’s colossal demographic deficit? How to
handle the ‘rapprochement’ and eventual long-term EU integration without seriously
disrupting the internal EU market? At the same time, how to help other EU candidate
countries so they should not feel disenfranchised by the help and support provided
to Ukraine? The success of this decade’s long process will have profound and long-
lasting consequences on Europe’s future. Therefore, we should find procedures to
carry out these tasks in ways acceptable to the people of Europe and Ukraine alike,
on the one hand, and efficient and fully transparent on the other.

Overall, although this war has had a major impact on the CEE economies, some are
much more affected than others, as can be seen throughout the chapters. Nevertheless
most seem to have proved quite resilient. Also, this shock may have speeded up
structural and policy reforms long overdue in some countries and may also promote
green transition.

Let me remark that although there are certain overlaps between the chapters, but
the issues are always addressed from different perspectives and to different depths.
Also, we know that some of our readers may only be interested in some of the topics,
and this approach may help them understand the broader picture as well. Finally, it is
worth mentioning that the manuscript was closed at the end of March 2024, data and
events represent the best of our knowledge at this point in time.

Martin Luther King, Jr once said:
“The ultimate measure of a man is not where he stands in moments of comfort and
convenience, but where he stands at times of challenge and controversy.” Perhaps
this is also true for countries.

Budapest and Vienna, March 2024 László Mátyás
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Chapter 1
Economic Sanctions

Júlia Király and Dóra Győrffy

Abstract The chapter provides a brief overview of the concept, history, and effect-
iveness of sanctions, as well as a stocktaking of the sanctions against Russia and
their potential impact on the central and eastern European economies (CEEE). Given
the limited non-energy trade and financial ties with Russia, individual, trade, and
financial sanctions are likely to have affected the CEEE only to a limited extent. Not-
withstanding the heavy dependence of the region on imports of Russian commodities,
the impact of energy-related sanctions was also mitigated by several factors. First, the
sharp increase in coal, petroleum, and natural gas prices started before the war in
Ukraine, and reversed in the second half of 2022 despite the ongoing announcements
on sanctions. Second, in order to minimize disruptions to supply, sanctions related to
oil included several exemptions for countries with limited alternative options. Third,
against the backdrop of high dependence on Russian imports, no sanctions were
introduced on natural gas. Nonetheless, the assessment of the impact of sanctions
is a challenging task as it requires a distinction between the impact of the war and
sanctions, and thus an understanding of a no-sanction counterfactual scenario under
which there could still be major disruptions to supply, and shocks to prices given the
elevated uncertainty caused by the war.

Júlia Király B
International Business School, Budapest, Hungary, e-mail: jkiraly@ibs-b.hu

Dóra Győrffy
Corvinus University of Budapest, Budapest, Hungary, e-mail: dora.gyorffy@uni-corvinus.hu

1

jkiraly@ibs-b.hu
dora.gyorffy@uni-corvinus.hu


2 Júlia Király and Dóra Győrffy

1.1 Introduction

The Russian invasion of Ukraine was followed by an unprecedented number of
sanctions in several areas, ranging from individual restrictions to trade and financial
sanctions. As of February 2024, the European Union (EU) had imposed 13 com-
prehensive packages of sanctions since 23 February 2022, including a number of
economic sanctions aimed “to impose severe consequences on Russia for its actions
and to effectively thwart Russian abilities to continue the aggression" (European
Council, 2024).

Throughout history, countries often resorted to sanctions in order to trigger a change
in the target’s behavior by weakening its economic base, with the ultimate objective
of protecting national interests and - in the case of modern sanctions - international
norms.1 Given their potential to incur significant costs for the target country, sanctions
were described by U.S. president Woodrow Wilson in 1919 as “something more
tremendous than war", and “often referred to in English as ‘the economic weapon’" at
the time (Mulder, 2022). Notwithstanding the sizeable economic costs of sanctions,
however, there is mixed evidence as to whether sanctions are successful at achieving
the desired change in the target’s behavior (Morgan, Syropoulos & Yotov, 2023).
Moreover, the scope and duration of sanctions is often weakened by the sanctioning
country’s concerns over negative spillbacks to its economy.

Following a brief overview of the concept, history, and effectiveness of sanctions,
the chapter takes stock of the sanctions imposed on Russia since the start of the war
in Ukraine, as well as the potential implications for central and eastern European
economies (CEEE), with a few caveats. First, the chapter does not aim to assess
the effectiveness of sanctions. While the public debate often focuses on whether
sanctions against Russia have ‘worked’, the discourse is sometimes misleading and/or
premature. Specifically, the effectiveness of sanctions should be assessed against
their stated objective, i.e., to “thwart Russian abilities to continue the aggression"
in this case (European Council, 2024). As of late-2023, however, it is premature to
assess whether the strategy of sanctioning countries would eventually achieve their
goal. Second, the chapter focuses on the potential impact on the CEEE as opposed
to the impact on Russia. While the weakening of the Russian economy as a result
of the sanctions could also affect the CEEE indirectly, the limited non-energy trade
and financial ties between most CEE countries and Russia suggest modest effects on
the CEEE via this channel. Third, the quantification of the impact of sanctions on
the CEEE is a challenging task as it would require a comparison with a no-sanction
counterfactual scenario, i.e., a scenario under which no sanction had been imposed
and there was a credible commitment to not impose any sanction on Russia following
the invasion of Ukraine.2 Even in the absence of sanctions, however, there could

1 In the context of sanctions during the interwar period, Mulder (2022) argues that “in the eyes
of many internationalists" sanctions “also had a moral and legal purpose: to punish the crime of
aggression".
2 The latter is key as an expectation of the introduction of sanctions could trigger movements in
markets (e.g., commodity prices) even before the first mention, the official announcement, or the
time when the sanction becomes effective.
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be major disruptions to trade and supply chains and shocks to prices amid high
uncertainty caused by the war. As such, the main objective of the chapter is to
highlight potential channels through which sanctions could have affected the CEEE.3

Against this backdrop, the chapter provides an overview of the individual, trade, and
financial sanctions imposed on Russia.4 Restrictive measures on private individuals
and entities took the form of travel bans and asset freezes, with no significant impact
on the CEEE. Sanctions affecting the financial sector affected the region mostly
through the exposure of these banks to the CEEE, though not to a significant extent.
Although there were several restrictions on non-energy trade, including bans on
exports and imports, most CEE countries had moderate trade relations with Russia.

Given the heavy reliance on imports from Russia, the main channel through which
the CEEE have been affected is energy trade. One of the earliest energy-related
measures announced by the EU was the ban on imports of Russian coal. Although
coal prices increased sharply in the first half of 2022, the impact of sanctions on the
CEEE was mitigated by several factors, including the relatively low reliance on solid
fossil fuels in total energy supply, the fact that the increase in coal prices can only
partially be attributed to sanctions, and the quick reversal of the spike in prices.

Shortly after the announced restrictions on coal, the EU also unveiled an eventual
ban on imports of Russian petroleum products, followed by the intention to prohibit
maritime transportation of Russian-origin oil above a certain price cap in the fall
of 2022. Despite the high reliance on Russian oil of CEE countries, the economic
impact of sanctions was mitigated by a number of factors. Specifically, the surge
in oil prices started well before the war in Ukraine, and the sharp increase in the
first half of 2022 reversed during the remainder of the year despite further sanction
announcements. Also, in order to minimize disruptions to supply, the EU’s sanctions
included exemptions for landlocked countries with limited alternative options, as
well as for countries with capacity constraints.

In light of the heavy dependence on imports of Russian natural gas and the limited
access to alternative sources of gas, the EU did not impose any sanction on imports of
Russian natural gas. Supply, however, was affected by several developments, including
Russia’ decision to require payments for gas to be made in rubles by ‘unfriendly’
countries (i.e., a ‘counter-sanction’), the suspension of gas flows via certain pipelines,
as well as the explosion of the Nord Stream pipelines. Nonetheless, most CEE
countries adjusted to the shock relatively smoothly, including by securing alternative
sources via new liquefied natural gas (LNG) terminals and interconnectors. Moreover,
the mild winter in 2022 and lower industrial consumption mitigated demand for
natural gas, thereby contributing to the adjustment. Similarly to coal and oil prices,
the spike in natural gas prices reversed in the fall of 2022.

3 The assessment of the impact of the war in Ukraine is more straightforward, as it does not
necessitate a distinction between the war and sanctions in terms of their impact. For the implications
of the war for energy and trade, see Chapter 3 and 7, respectively.
4 Throughout the chapter, the focus is on sanctions imposed by the EU, as in general they are binding
for the CEE countries. As highlighted later, however, there are several country-specific exemptions
from these restrictions.



4 Júlia Király and Dóra Győrffy

In the first part of the chapter, we provide a general overview of sanctions
(Section 1.2), focusing on the concept behind them (Section 1.2.1), their history
(Section 1.2.2), and effectiveness (Section 1.2.3). This is followed by the stocktaking
of sanctions on Russia and implications for the CEEE (Section 1.3), covering
individual restrictions (Section 1.3.1), energy trade (Section 1.3.2), non-energy trade
(Section 1.3.3), and developments in the financial sector (Section 1.3.4). Finally,
Section 1.4 concludes.

1.2 General Overview of Sanctions

1.2.1 The Concept of Economic Sanctions

Sanctions could be defined as “the constellation of laws, authorities, and obligations
laid out in a piece of legislation, government decree, UN resolution, or similar docu-
ment that restrict or prohibit what is normally permissible conduct and against which
performance will be assessed and compliance judged", with the types of sanctions
including diplomatic/political, military, technological, and economic (Nephew, 2018).
Focusing on the latter, the classic work by Hufbauer, Schott, Elliott and Oegg (2007)
defines economic sanctions as “the deliberate, government-inspired withdrawal, or
threat of withdrawal, of customary trade or financial relations” to ensure changes
“in the target state’s political behavior”. This definition contains the most important
elements necessary to understand sanctions: the objective of sanctions, the sanctioning
and the sanctioned entity, and the nature of sanctions.5

The overarching objective of modern sanctions is related to “the enforcement
of norms and the international legal and economic imagination behind them", i.e.,
“to protect international norms" (Mulder, 2022). In order to achieve this, economic
sanctions aim to ensure changes “in the target state’s political behavior” (Hufbauer et
al., 2007), by damaging “the target’s ability to obtain and use economic resources"
(Nephew, 2018).6 An additional goal of inflicting punishment (Nephew, 2018) and
retributing wrongful actions (Hufbauer & Jung, 2021) has also been emphasized
in the literature. While this could be interpreted as a ‘moral’ consideration, it also
aims to serve as a deterrent for other actors (Hufbauer & Jung, 2021). Finally,
although technological sanctions form a different category, they also have economic
implications in the long run, by impairing “the technological development of a
country, either in specific ways [...] or more generally" (Nephew, 2018).

Historically, sanctions tended to be imposed by the international community
such as the United Nations, but the identity of the sender has become increasingly

5 As noted in the definition, sanctions can also take the form of a threat, which might bring about
the desirable consequences (Bergeĳk, 2021).
6 In terms of the ‘desired’ change in behavior, Hufbauer et al. (2007) identify five goals: modest
policy change, major policy change, regime change, disruption of military adventure, and the
impairment of military potential.
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heterogeneous over time (Bergeĳk, 2021). While the U.S. had been the dominant
sanctioning country until the turn of the century, China, the EU, and Russia have
become increasingly active since then, and non-state actors have also started to push
for sanctions (Hufbauer & Jung, 2021). The target of sanctions is usually a state,
while sanctions against designated individuals or entities are relatively new, with the
aim of targeting perpetrators of wrongful behaviour, thereby minimizing collateral
damage (Hufbauer & Jung, 2021).

Economic sanctions primarily affect trade – typically in the form of restrictions on
imports and/or exports –, and finance, including commercial finance, international
aid, and development assistance, as well as access to target-country assets within
the sender’s control (Hufbauer et al., 2007). More recently, the array of sanctions
has grown, including pressure on private companies’ behaviour, cyber warfare, and
private litigation (Hufbauer & Jung, 2021).

1.2.2 A Brief History of Economic Sanctions

Although the history of sanctions goes back to ancient Greece with Pericles’s
Megarian decree enacted in 432 BC, their extensive use as a method of coercion
started only after World War 1 (WW1) (Hufbauer et al., 2007). By introducing the
possibility of sanctions into Article 16 of the Covenant of the League of Nations,
the designers of the post-WW1 world order aimed to transform the experience
of economic blockade against the central powers into a peacetime coercion tool.
Given the potentially devastating impact of a full economic blockade on the target
state’s civilian population, the original objective was to use economic sanctions as
a threat rather than actual policy, which made sanctions a kind of predecessor for
the post-World War 2 (WW2) nuclear deterrent (Mulder, 2022). Following a steady
increase after WW2, the number of new sanctions increased sharply over the past
two decades (Figure 1.1).

Over time, both the scope of sanctioning countries and the type of sanctions
changed. During the Cold War, trade and arms sale sanctions proliferated initiated
mainly by the U.S., which was the dominant sanctioning country as it unilaterally
imposed one third of total sanctions and was also active in multiple sanctioning
coalitions (Morgan et al., 2023). Following the end of the Cold War, sanctions
remained a critical element of global governance, as they were still viewed as a
cheaper and easier tool of international coercion than sending in armed forces (Karns
& Mingst, 2010). Also, in order to avoid the high humanitarian costs of general
sanctions, new methods of targeted or ‘smart’ sanctions (typically travel and financial)
had been devised, which aim to punish specific individuals and groups (Morgan et
al., 2023). Since the early-1990s, the increase in the number of sanctions was partly
related to the EU and the UN becoming more active. In the second half of the 2010s,
however, the U.S. intensified its sanctioning activity, accounting for more than 40
percent of global sanctions in 2019 (Felbermayr, Kirilakha, Syropoulos, Yalcin &
Yotov, 2022). Finally, the reasons for sanctioning have also broadened over time,
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Fig. 1.1: Global sanctions (number of new sanctions)
Data: Syropoulos, Felbermayr, Kirilakha, Yalcin and Yotov (2023), authors’ calcula-
tions
Note: For previous versions of the database, see Felbermayr, Kirilakha, Syropoulos,
Yalcin and Yotov (2020); Kirilakha, Felbermayr, Syropoulos, Yalcin and Yotov
(2021).
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including not only aggression but also the restoration of democracy, fight against
nuclear proliferation, terrorism, as well as human rights violations (Karns & Mingst,
2010).

1.2.3 The Effectiveness of Sanctions

Establishing whether sanctions are effective is a methodologically difficult endeavour.
The objectives of sanctions are not always well-established, while the policy change
following the introduction of sanctions could actually be the result of other factors.
There are also cases when sanctioning does not take place as the threat of sanctions
already induces policy change.

The pioneering research of Hufbauer et al. (2007) finds that only 34 percent of
174 post-WW1 sanctions can be considered at least partially successful. Those with
modest goals such as the release of prisoners had a 51 percent success rate, while more
ambitious objectives such as regime change or the disruption of military adventures
were associated with a success rate of 31 and 21 percent, respectively. Focusing on
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the post-Cold War period and including threats along with actual sanctions, Schneider
and Weber (2019) find a somewhat higher success rate of 57.5 percent.

While empirical findings largely depend on sample selection and model specific-
ation, the survey by Kaempfer and Lowenberg (2007) highlights a few factors that
could increase the chances of sanctions’ success, including political and economic
weakness, a democratic political system in the target country, strong pre-sanction ties,
as well as high costs for the target. At the same time, high costs for the sanctioning
countries, assistance to the target by third countries, and the ambitiousness of the
targeted policy change hinder success. These findings reinforce the importance of
asymmetry in the working of sanctions – a lesson learnt from the interwar period
(Mulder, 2022): sanctions imposed by large countries on small, dependent economies
have the greatest chance to succeed, while large, less democratic countries with strong
allies are less likely to be affected by sanctions.

In a recent survey of economic sanctions, Morgan et al. (2023) emphasize
differences in methodologies across research disciplines: while economists evaluate
the economic costs of sanctions, political scientists look for policy change as a
measure of success. This difference strongly impacts the assessment of sanctions.
Specifically, economists found a strong negative economic impact of sanctions on
trade, foreign direct investment, growth, and poverty rates in the target state (Morgan
et al., 2023). In contrast, political scientists found that the objectives of sanctions
are met only in a fraction of cases, as economic hardship in the target state does not
necessarily yield policy change (Morgan et al., 2023).

The effectiveness of sanctions largely depends on the process of implementation
and enforcement. For example, finding the right type of sanctions, building a
coalition of sanctioning countries, and discouraging sanction violations require strong
sanctioning capacity, as well as careful planning and monitoring that cannot be
done on an ad hoc basis (Early, 2021). There is also a need to convince the private
sector to voluntarily comply with the sanctioning regime, especially in the case of
extraterritorial sanction provisions (Early, 2021). The consideration of enforcement
underscores the need that sanctioning be seen as a process, with each actor adapting
to changing circumstances – the sender to enforce the sanction, and the target to
neutralize them. This also highlights the importance of context, thereby making
case study research indispensable in understanding and improving the mechanism of
sanctions (Bergeĳk, 2021).

Finally, the history of economic sanctions has also shown that sanctions have major
unintended consequences. Focusing on the interwar period, Mulder (2022) notes that
these limitations include not only the collateral damage to the civilian population
but also the spread of policies that induced a growing fragmentation in the world
economy. The interwar history of sanctions also showed that sanctions are effective
when used against smaller states, and much less so against large, authoritarian powers.
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1.3 Sanctions on Russia and Implications for the CEEE

The first international sanction targeting Russian individuals or entities since the
Cold War was the Sergei Magnitsky Rule of Law Accountability Act in 2012, which
allows visa restrictions and asset freezes on perpetrators of human rights violators
(Aslund & Snegovaya, 2021). The occupation of Crimea and the Donbas in 2014 was
followed by further sanctions, including the prohibition of business with occupied
areas, and personal sanctions on individuals involved in the occupation and election
interference. Aslund and Snegovaya (2021) argue that while sanctions did not lead to
the withdrawal of Russian forces from the occupied territories, they are estimated to
have lowered Russian GDP growth by around 2.5-3 percentage points per year.

In 2022, Russia was hit by an unprecedented number of sanctions. As President
Putin signed decrees on the recognition of “the independence and sovereignty of the
so-called Luhansk People’s Republic (LNR) and Donetsk People’s Republic (DNR)
regions of Ukraine" and the ordering of Russian troops to the separatist territories on
21 February 2022, a series of sanctions was announced within three days, including
an executive order by the U.S. administration banning investment and trade with
these regions, travel bans, and asset freezes by the EU on five individuals, and the
first major sanctions package by the EU (Bown, 2023). Following the invasion of
Ukraine on 24 February 2022, further sanctions were introduced (Figure 1.2). As of
February 2024, the European sanctions had been announced in 13 different packages
between 23 February 2022 and 23 February 2024, with the stated objective being
“to weaken Russia’s economic base, depriving it of critical technologies and markets
and significantly curtailing its ability to wage war” (European Council, 2023). The
packages approved by the EU include several measures, including individual (asset
freeze and travel bans) and economic (trade and financial) sanctions (Figure 1.2).

In the remainder of the section, we provide a brief overview of the individual and
economic sanctions (energy trade, non-energy trade, and financial sector), as well as
their potential impact on the CEEE.

1.3.1 Individuals and Entities

Individual sanctions, targeting those “responsible for supporting, financing or im-
plementing actions which undermine the territorial integrity, sovereignty and inde-
pendence of Ukraine or who benefit from these actions” in the form of travel bans
and asset freezes, had been applied to more than 1,700 individuals and 400 entities
(e.g., banks, firms in the defense sector and aviation), with =C21.5 billion of assets
frozen in the EU as of February 2024 (European Council, 2024).7 The impact of
the travel ban on tourism and the effect of asset freezes on the CEEE are likely to
have been marginal. The extent, however, differs across countries. In Bulgaria, for

7 For the latest list of individuals and entities subject to sanctions, see EUR-Lex (2024).
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Fig. 1.2: New sanctions on Russia (number of sanctions)
Data: Bown (2023), authors’ calculations
Note: Trade sanctions include restrictions on exports, imports, and trade support.
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example, Russian visitors accounted for around 10 percent of tourist arrivals before
the war (IMF, 2022a).

1.3.2 Energy Trade

Europe’s heavy reliance on imports of Russian energy dates back to the post-WW2
period. Following the construction of the Druzhba (Friendship) pipeline, first oil
reached Czechoslovakia, Hungary, and Poland in the early-1960s. Over the next two
decades, the Bratstvo (Brotherhood) and the Yamal pipelines gave rise to the steady
flow of Russian natural gas. As a result, Europe’s pre-war trade ties with Russia
had been dominated by energy-related products. In 2021, for example, mineral fuels
constituted 62 percent of the EU’s imports from Russia (European Commission,
2023).

Against this backdrop, energy-related sanctions were not imposed by the EU
in the immediate aftermath of the Russian invasion of Ukraine.8 Nonetheless, in
early-March 2022, the EU announced ambitious plans to reduce its reliance on
imports of Russian energy, as the Versailles Declaration aimed to – among others –

8 In contrast, the U.S. announced a ban on imports of Russian coal, oil, and LNG on 8 March 2022.
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“phase out our dependency on Russian gas, oil and coal imports as soon as possible”
(European Commission, 2022). Specifically, the plans included an expedited reduction
in reliance on fossil fuels and increasing role for renewables, the diversification of
supplies and routes, the development of a hydrogen market, the improvement of the
interconnection of European gas and electricity networks, as well as the improvement
of energy efficiency.

The adoption of the Versailles Declaration was followed by the introduction of a
series of sanctions, albeit to a different extent across fossil fuels. In addition to bans
on imports of certain Russian fossil fuels, the sanctions also included restrictions on
exports and investments targeting the Russian energy sector. For example, the EU’s
4th package, announced in March 2022, aimed to “prohibit new investments in the
Russian energy sector, as well as a to introduce a comprehensive export restriction
on equipment, technology and services for the energy industry” (Council of the EU,
2022g).

In the remainder of the section, we take stock of sanctions on coal, oil, and natural
gas, as well as their impact on the CEEE. Notwithstanding the difficulties associated
with the quantification of a no-sanction counterfactual scenario, energy-related
sanctions did not seem to have a significant impact on the CEEE for several reasons.
First, following a steady increase in 2021, energy prices skyrocketed after the Russian
invasion of Ukraine but before the announcement of energy-related sanctions by
the EU. Also, while energy price volatility remained elevated, the surge in prices
proved temporary, with coal, gas, and oil prices returning to their pre-war level by the
end of 2022. Second, there were no major supply disruptions, as (i) most countries
succeeded in securing alternative routes or sources; (ii) countries having limited
access to alternative energy sources and routes were exempted from sanctions, with
the potential to even benefit from the discount on Russian energy in some cases; and
(iii) there were no sanctions on natural gas in which case the region had the largest
dependence on Russian imports. Third, some sanctions, including those on exports
of machinery and equipment or technology to Russia, would affect the capacity of
the Russian energy sector only in the medium and long run, therefore there were no
spillback effects on the CEEE in the short run.

1.3.2.1 Coal

The Russian invasion of Ukraine was followed by an announcement by the EU in
April 2022 on banning imports of Russian coal as of August 2022, as part of the 5th
package of sanctions (Council of the EU, 2022a). Against this backdrop, coal prices
surged in the first half of 2022 (Figure 1.3). Rising prices, however, cannot fully be
attributed to sanctions.

Indeed, coal prices increased sharply already in the second half of 2021 on
the back of a shift in demand from gas towards coal triggered by the increase in
natural gas prices and the post-pandemic recovery in demand, especially from China
(International Energy Agency, 2022). Following a temporary drop in late-2021, coal
prices rose further in early-2022, driven by concerns around natural gas supply due
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Fig. 1.3: Coal and natural gas prices (USD)
Data: MarketWatch (2023); World Bank (2023), authors’ calculations
Note: Coal prices are based on Coal (API2) CIF ARA (ARGUS-McCloskey) Con-
tinuous Contract. API2 is the benchmark price for coal imported by Europe. Coal and
natural gas prices are expressed in terms of USD per tons and mmbtu, respectively.
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to tensions between Russia and Ukraine, and – reportedly – Covid-19-related staff
shortages at the Russian railways used to transport coal (Bloomberg, 2022c). After
the start of the war, coal prices skyrocketed, with API2 prices increasing by around
20 percent on the day of the invasion and doubling over the next few days, reaching a
historic peak of USD458/t in early-March. In other words, the first wave of the surge
in coal prices took place even before the announcement of sanctions on Russian coal.

Following some normalization throughout March with the end of the heating
season, coal prices increased sharply again until mid-2022. First, as the sanctions
announced by the U.S. and the EU led to uncertainty around coal supplies, countries
explored alternative sources of coal. In the first half of 2022, for example, coal
imports at Antwerp-Rotterdam-Amsterdam (ARA) increased by a third, partly thanks
to increased coal from Australia, Colombia, and the U.S. (Bloomberg, 2022b). Second,
given that the EU ban was to become effective only in August 2022, demand for
Russian coal increased with the aim of increasing inventories. Third, the surge in
natural gas prices was again associated with an increase in demand for coal.

The impact on coal prices, however, differed across different types of coal and
proved transitory. Specifically, the shift in demand from Russian coal to other coal
resulted in a significant discount on Russian coal prices. For example, “Russian coal
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at Baltic ports was sold at a 41 percent discount to ARA (Amsterdam Rotterdam
Antwerp) prices in March, widening to a 67 percent discount in July” (International
Energy Agency, 2022). Also, the surge in coal prices proved short-lived, with API2
prices decreasing to below USD200/t at the end of 2022 and below USD100/t in
May 2023 (Figure 1.3). This could be related to several factors. For example, there
was uncertainty around the execution of the ban by the EU. While sanctions were
supposed to “prohibit EU operators from transferring coal and providing services –
such as financing and insurance – to all shipments of such products originating in
Russia”, an EC guidance issued in September 2022 indicated that the transfer of
goods, including coal, to countries outside the EU “should be allowed to combat food
and energy insecurity around the world” (Bloomberg, 2022a). Also, as natural gas
prices normalized, the need to substitute coal for natural gas also declined.

Fig. 1.4: Imports of solid fossil fuels, 2021 (percentage of total)
Data: Eurostat (2023f), authors’ calculations

0%

10%

20%

30%

40%

50%

60%

70%

80%

90%

100%

LT BG EE HR PL RO LV SK HU CZ SI

RU US PL Other

The impact of developments in the coal market on the CEEE was relatively modest.
Although the source of imports of solid fossil fuels had been predominantly Russia in
most CEE countries before the war (Figure 1.4), solid fossil fuels typically constituted
a relatively modest share in total energy supply (Figure 1.5). A notable exception
is Poland where coal played an important role. Nonetheless, Poland announced a
unilateral ban on imports of Russian coal in April 2022 (i.e., before the EU ban
became effective). Reportedly, this was followed by some coal shortages, prompting
Poland to suspend the ban on the use of lignite for heating (Reuters, 2022b). In
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contrast, most CEE countries were less affected, given their low reliance on solid
fossil fuels in total energy supply (e.g., Baltics, Croatia, Hungary, Romania).

Fig. 1.5: Total energy supply, 2021 (percentage of total)
Data: Eurostat (2023a), authors’ calculations
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1.3.2.2 Oil

Shortly after the sanctions announced on Russian coal, the EU’s 6th package, unveiled
in late-May 2022, included an eventual ban on imports of Russian petroleum products
(European Council, 2022). Compared with solid fossil fuels, the reliance of the CEEE
on oil and petroleum products was much higher. Specifically, oil and petroleum
constituted around 20-30 percent of total energy supply in most CEE countries
(Figure 1.5). Moreover, it was almost entirely imported from abroad (Figure 1.6),
with a relatively large reliance on Russian imports, albeit to a varying extent across
the CEEE (Figure 1.7). For example, Russian imports amounted to around 60-75
percent of total imports in Lithuania, Poland, and Slovakia, and less than 10 percent
in Bulgaria, Croatia, and Slovenia (Figure 1.7). Given the large overall reliance of the
region on Russian oil, sanctions had the potential to affect the CEEE through higher
prices and supply disruptions. The final impact, however, seemed rather limited for
several reasons.

At the time of the announcement of the EU’s 6th package, Brent oil price was
USD126 up from USD101 on the day of the invasion (Figure 1.8). The surge in oil
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Fig. 1.6: Total oil supply, 2021 (percentage of total)
Data: Eurostat (2023a), authors’ calculations

-150

-100

-50

0

50

100

150

200

250

LT SK SI EU27 HR BG LV HU CZ PL RO EE

Net imports Change in stock Primary production Other

Fig. 1.7: Imports of oil and petroleum products, 2021 (percentage of total)
Data: Eurostat (2023e), authors’ calculations
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prices, however, started well before the war in Ukraine. Following the pandemic-
related drop in oil prices to below USD10 in the spring of 2020, the gradual global
economic recovery was associated with a steady increase in oil prices to close to
USD80 by the end of 2021 and USD100 by the start of the war in late-February 2022.
While sanctions on oil and petroleum were not announced by the EU until late-May,
Brent prices reached a peak of USD138 two weeks after the start of the war on the
back of concerns around supply disruptions. Notwithstanding high volatility and
another spike in May and June 2022, the announcement of the EU’s 6th sanctions
package was followed by a gradual decline in oil prices throughout the second half of
2022.

Fig. 1.8: Crude oil prices (USD per barrel)
Data: World Bank (2023); Statista (2023), authors’ calculations
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This gradual decline took place despite further announcements on sanctions in
the fall of 2022. In early September, the G7 countries announced their intention
to implement “a comprehensive prohibition of services which enable maritime
transportation of Russian-origin crude oil and petroleum products globally” above a
certain ‘price cap’, with the aim of “preventing Russia from profiting from its war
of aggression, to supporting stability in global energy markets and to minimising
negative economic spillovers” (HM Treasury, 2022). In October, the EU’s 8th package
adopted the price cap and further restrictions related to the “maritime transport” of
Russian oil (from December 2022 and February 2023 in the case of crude oil and
refined products, respectively) (Council of the EU, 2022b). By the time the European
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Council agreed on the level of the crude oil price cap at USD60 per barrel in December
2022,9 Urals was already trading below the cap (Figure 1.8).10 Nonetheless, a decree
signed by Russian President Putin in December banned Russian oil exports from
February 2023 in the case of contracts complying with the price cap.

Why did oil prices decline continuously despite the introduction of new sanctions?
First, prices overshot in the immediate aftermath of the invasion on account of concerns
around supply disruptions. Significant disruptions, however, did not materialize as
a few countries were exempted from the sanctions, the U.S. released oil from the
Strategic Petroleum Reserve (Axios, 2022), and sanctions led to global trade diversion,
thereby limiting the decrease in global supply. As regards the latter, Kilian and Patel
(2023) note that “Russia was not only able to divert crude oil originally destined for
Europe and its allies to countries not participating in the embargo but was able to
raise its overall oil tanker export volume by as much as 40 percent”, with China, India,
and Türkiye benefiting the most from the shift. Also, “the fact that the USD60 price
cap on Russian crude [. . . ] was too high to be binding undoubtedly helped reduce
the frictions in the tanker market, as did India’s decision to proceed without Western
insurance and Russia’s move to expand its own tanker fleet”. Second, global demand
decelerated in the second half of 2022 against the backdrop of higher commodity
prices, tighter global financial conditions, and a slowdown in oil demand from
China amid Covid-19-related lockdowns (on the latter, see U.S. Energy Information
Administration, 2022). Indeed, Kilian and Patel (2023) argue that “the price of oil in
2022 was driven first and foremost by global demand”.

In addition to higher prices, major supply disruptions could have affected CEE
economies, especially those with a larger reliance on imports of Russian oil and
limited alternative options. For example, landlocked countries such as Czechia,
Hungary, and Slovakia had no direct access to maritime transport, leading to a high
reliance on Russian oil through the Druzhba pipeline. In order to minimize the risk
of potential disruptions in these countries, the EU’s 6th sanctions package included
specific exemptions, including for crude oil delivered by pipeline to Czechia, Hungary,
and Slovakia given that they, “due to their geographic situation, suffer from a specific
dependence on Russian supplies and have no viable alternative options” (European
Council, 2024). Given their capacity constraints (e.g., in terms of refinery), Bulgaria
and Croatia were also exempted in the case of seaborne crude oil and vacuum gas oil,
respectively. In addition, the package also allowed for the possibility of “emergency
measures” in the presence of “sudden interruptions of supply”. Nonetheless, there
were increasing efforts to reduce reliance on Russian oil. Czechia, for example, aimed
for higher supply via the Transalpine Pipeline, connecting the country to Austria,
Germany, and Italy (Upstream, 2023).

The possible impact of sanctions on the CEEE was also affected by the fragment-
ation of the oil market. While the pre-war period was characterized by the strong
co-movement of and minor differences among different oil price benchmarks (Brent,
Dubai, WTI, and Urals), the shift in demand from Russian to other oil was associated

9 See Council of the EU (2022d).
10 The EC also agreed on a price cap of USD45 and USD100 barrel on discount (fuel oil) and
premium (diesel) petroleum products, respectively, in February 2023 (Council of the EU, 2023a).
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with a discount on Urals prices (Figure 1.8). Specifically, Urals was trading at a
discount relative to Brent in the range of USD20-30 in the second half of 2022. As
a result, countries that continued to rely on imports of Russian oil (e.g., those that
were exempted from the import ban) could have benefited from the discount on Urals.
This, however, was sometimes offset by an increase in pipeline fees (Reuters, 2023a).

1.3.2.3 Natural Gas

Compared with coal, and oil and petroleum products, the dependence on imports of
Russian natural gas was significantly higher across Europe. Specifically, natural gas
constituted around 10-35 percent of total energy supply in the CEEE (Figure 1.5).
Moreover, countries relied primarily on imports to meet their gas demand needs
(Figure 1.9), except for Romania given its large domestic gas production. Imports
of natural gas were predominantly from Russia, with six CEE countries receiving
at least around 70 percent of gas imports from Russia in 2021 (Figure 1.10). Also,
the vulnerability of some CEE countries was exacerbated by the lack of access
to alternative sources of gas, including pipelines to other gas exporting regions
(Azerbaĳan, North Africa, Norway) or LNG. A few exceptions included the Baltics,
Croatia, and Poland (Figure 1.11). Taking into account country characteristics,
Di Bella et al. (2022) estimate that the adjustment to a full shut-off of Russian
natural gas would have taken place through a 10 percent demand compression,
leading to an output loss in the range of 0.6-6.5 percent in the most vulnerable
group of CEE countries (Czechia, Hungary, and Slovakia) given their high reliance
on Russian imports and the limited availability of alternative routes. In Hungary,
for example, non-Russian sources of gas were “limited by transmission capacity
constraints (Croatia, Romania) and production constraints (Central Asian suppliers)
(IMF, 2023a). In contrast, the potential loss of output was estimated in the range of
0.2-2.4 in the rest of the CEEE.

Against this backdrop, the EU did not impose any sanction on imports of Russian
natural gas following the invasion of Ukraine (CNN, 2023; Politico, 2023). This also
fits the historical pattern: Högselius (2013) note that “military aggression mattered
little for Western European’s preparedness to expand East-West energy relations”.
First, “Austrian minister of transportation Ludwig Weiss and Soviet gas minister
Alexei Kortunov inaugurate[d] the Soviet-Austrian gas trade on September 1, 1968”
ten days after the “Warsaw pact forces had invaded Czechoslovakia” (Högselius,
2013). Second, negotiations for gas through the proposed Yamal pipeline started in
the spring of 1980, i.e., a few months after the Soviet invasion of Afghanistan. Third,
an agreement on the Nord Stream 2 pipelines was announced in June 2015, only a bit
more than a year after the Russian annexation of Crimea (Reuters, 2015).

In the absence of sanctions on Russian gas imports by the EU, a full shut-off never
happened. Imports of Russian gas, however, were disrupted by several developments.
Following the decree by Russian President Putin in late-March 2022, which required
payments for gas to be made in rubles by ‘unfriendly’ countries, Gazprom suspended
exports of natural gas to Bulgaria and Poland in April given their refusal to pay in
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Fig. 1.9: Total natural gas supply, 2021 (percentage of total)
Data: Eurostat (2023a), authors’ calculations
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Fig. 1.10: Imports of natural gas, 2021 (percentage of total)
Data: Eurostat (2023d), authors’ calculations
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Fig. 1.11: Imports of liquified natural gas, 2021 (percentage of total)
Data: Eurostat (2023d), authors’ calculations
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rubles (CNN, 2022b). This illustrates the importance of ‘counter-sanctions’ imposed
by the sanctioned country on the sanctioning ones. Gazprom also suspended gas
flows through the Yamal pipeline in May (CNN, 2022a), and then via Nord Stream in
mid-2022, with the latter due to maintenance. Moreover, this was followed by the
explosion of the Nord Stream pipelines in September 2022. Finally, Russia announced
in September 2022 that it would not fully resume natural gas shipments to Europe
until sanctions are lifted.

Notwithstanding the major disruptions to the supply of Russian gas, most CEE
countries adjusted to the shock relatively smoothly. First, the Baltics and Poland
made significant efforts to reduce their dependence on Russian gas following the
Russian annexation of Crimea in 2014, including through new LNG terminals and a
pipeline from Norway. Second, several countries succeeded in securing alternative
routes or sources, including “LNGs and Azeri gas through existing infrastructure
via Greece and Turkey" in Bulgaria (IMF, 2022a), as well as new interconnectors
between Czechia and Germany (Reuters, 2022a), and Slovakia and Poland (European
Climate, Infrastructure and Environment Executive Agency, 2022). Third, reportedly,
gas continued to flow to Hungary, with Gazprom even considering “the possibility of
supplying extra contractual volumes of natural gas to Hungary in 2023 and applying
a deferred payment for these supplies” (Reuters, 2023b). Finally, demand for gas was
relatively modest thanks to lower industrial consumption and the mild winter. As
regards the latter, Neely and Dunn (2023) calculate that temperature in December
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2022 and January 2023 was higher than the historical average in each CEE country’s
capital.

Fig. 1.12: Natural gas prices (USD per mmbtu)
Data: World Bank (2023), authors’ calculations
Note: Natural gas prices are based on the Netherlands Title Transfer Facility (TTF)
in Europe, the spot price at Henry Hub, Louisiana in the U.S., and the LNG import
price in Japan. Mmbtu stands for metric million British thermal unit.
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In addition to supply disruptions, the Russian invasion of Ukraine was also followed
by skyrocketing gas prices even in the absence of sanctions in mid-2022 (Figure 1.12).
As Blanchard and Pisani-Ferry (2022) argue, even without sanctions, Russia had
a strong incentive to adjust its export policy with the aim of maximizing revenues
in order to be able to finance the war. Indeed, as Russia changed its gas export
strategy, gas prices started to increase sharply in 2021, and futures prices indicated
an expected increase by close to 60 percent in 2022 even before the invasion (IMF,
2022c). Blanchard and Pisani-Ferry (2022) note that Russia would normally face an
intertemporal trade-off given the low short-run and the high long-run elasticity of
demand for natural gas: although it could maximize revenue by increasing prices in
the short run, importing countries would then have an incentive to discover alternative
sources, thereby lowering revenues in the long run. The war, however, altered this
trade-off by creating an even greater need for higher revenues in the short run and
lowering the prospects of future revenues in anticipation of potential sanctions and
diversification attempts of importing countries.
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Similar to coal, and oil and petroleum prices, the sharp increase in gas prices
was followed by a moderation to their pre-war level by the end of 2022. In other
words, concerns around supply amid a series of disruptions caused ‘only’ heightened
volatility and a temporary surge in prices in mid-2022.

1.3.3 Non-energy Trade

Restrictions on non-energy trade, including bans on exports and imports of certain
goods and services, were part of the early response of the EU to the Russian invasion
of Ukraine. The EU’s 1st package, for example, already included “an import ban on
goods from the non-government controlled areas of the Donetsk and Luhansk oblasts,
restrictions on trade and investments related to certain economic sectors, a prohibition
to supply tourism services, and an export ban for certain goods and technologies"
(Council of the EU, 2022c). As part of the following packages, the export ban was
gradually extended to cover further goods, including certain technology (e.g., quantum
computers and advanced semiconductors), types of machinery and transportation
equipment, aviation and space industry goods and technology (e.g., aircraft engines),
maritime navigation goods and radio communication technology, several ‘dual-use
goods’ (e.g., drones), luxury goods, and civilian firearms (European Council, 2024).
Moreover, a ban on imports from Russia was introduced on several goods, including
gold, cement, asphalt, wood, paper, synthetic rubber and plastics, seafood, liquor,
cigarettes, and cosmetics (European Council, 2024).

In addition to restrictions on the trade of goods, some services have also been
sanctioned. Specifically, the EU’s 6th sanctions package, announced in June 2022,
included the prohibition of accounting (auditing, bookkeeping, tax consulting), public
relations, and business and management consulting services (European Council, 2024;
Council of the EU, 2022e). The prohibition was widened to include architectural and
engineering services, IT consultancy services, and legal advisory services in October
2022 as part of the 8th package (Council of the EU, 2022b) and “the provision of EU
advertising, market research and public opinion polling services, as well as product
testing and technical inspection services" in December 2022 as part of the 9th package
(Council of the EU, 2022h). Finally, a number of restrictions was introduced in the
transport sector, including the prohibition of Russian “road transport operators from
entering the EU, including for goods in transit", the ban of Russian carriers to have
access to EU airports and overfly EU airspace, and the closure of EU ports to Russia’s
merchant fleet (European Council, 2024).11

The impact on the CEEE was mitigated by the low level of trade relationship with
Russia (Figure 1.13). Specifically, exports of goods to Russia amounted to less than
2 percent of GDP in the CEEE at the onset of the war, with the exception of the

11 Nonetheless, there were a few exemptions. For example, the closure of ports “does not affect
vessels carrying: energy; pharmaceutical, medical, agricultural and food products; humanitarian aid;
nuclear fuel and other goods necessary for the functioning of civil nuclear capabilities; and coal"
(European Council, 2024).
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Fig. 1.13: Non-commodity trade, 2021 (percentage of GDP)
Data: Eurostat (2023b, 2023c), authors’ calculations
Note: Non-commodity trade refers to trade excluding coal, lignite, crude petroleum,
natural gas, coke, refined petroleum products, metal ores, and other mining and
quarrying products. The share in total trade shows the sum of non-commodity exports
and imports with Russia relative to the sum of total exports and imports.
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Baltics. Similarly, imports were less than 1 percent of GDP in most CEE countries.
Trade ties were also negligible when expressed as share of total trade, with the
sum of exports to and imports from Russia constituting 1-3 percent of international
trade. Moreover, certain goods were not sanctioned. Most notably, there were no
restrictions related to food supplies and fertilizers in order to protect food security and
affordability (European Council, 2024). Also, against the backdrop of the potential
to cause supply chain disruptions, several critical raw materials were exempt from
sanctions (Investigate Europe, 2023).12 Finally, there were also signs of possible trade
diversion, as the drop in exports to Russia was accompanied by a surge in exports to
Central Asia in some countries (Brooks & Fortun, 2023).13

12 In order to increase and diversify the supply of raw materials, the European Commission proposed
a European critical raw materials act in 2023, identifying 34 critical raw materials (Council of the
EU, 2023b).
13 The authors, however, note that the results “should not be read as indicating an obvious violation
of export controls" given that they analyzed aggregate-level export data.
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1.3.4 Financial Sector

The EU’s 3rd sanctions package, announced between 29 February and 2 March
2022, included the prohibition of “the provision of specialised financial messaging
services, which are used to exchange financial data (SWIFT)" to seven Russian
banks; investments, participation in, or contribution to projects co-financed by the
Russian Direct Investment Fund; as well as the sale, supply, transfer, or export of
“euro denominated banknotes to Russia or to any natural or legal person, entity or
body in Russia, including the government and the Central Bank of Russia, or for
use in Russia" (Council of the EU, 2022f). As a result of the exclusion of banks
from SWIFT, Russian banks could not engage in international transactions via this
messaging service. As part of the 6th package, announced on 3 June 2022, this was
extended to three additional Russian financial institutions (Council of the EU, 2022e).

In addition to the exclusion from SWIFT, individual sanctions were also imposed
on certain Russian banks, including Sberbank. Against this backdrop, Sberbank
ceased its operations in the region, including via the sale of its units to Hrvatska
postanska banka in Croatia and Nova Ljubljanska Banka in Slovenia, as well as the
revoking of its license by the central bank in Hungary (S&P Global, 2023). As such,
the share of domestic banks in the banking sector increased in the CEEE.

In general, the direct exposure of CEE banks was limited to Russia (see, for
example, IMF, 2022a, 2022b, 2022d, 2022e, 2023b). In Romania, for example,
“resident banks’ exposure to domestic corporates with majority-Russian capital" was
as low as 0.05 percent of their total exposure to non-financial corporates (IMF, 2022d).
Similarly, the exposure of resident banks to Russian borrowers was less than 0.5
percent of total loans in Bulgaria (IMF, 2022a). In terms of the presence of CEE
banks in Russia, OTP Bank of Hungary operates a subsidiary in Russia. The overall
impact on the group of the subsidiary’s deteriorating profitability following the start
of the war in Ukraine, however, had been manageable as of late-2023. As noted by
OTP Bank (2023), Russian assets and net loans amounted to 3.1 and 3.3 percent,
respectively, of the consolidated total assets and loans at the end of 2022, and even
“under an unexpected and extremely negative scenario of deconsolidating the Russian
entity and writing down the outstanding gross intragroup exposure as well, the effect
for the consolidated CET1 ratio would be -71 bps". Finally, an indirect impact could
operate via the Russian exposure of parent banks to the extent they change the funding
of their CEE subsidiaries. As of late-2023, however, there was no evidence of any
significant impact.

A special case in point is the International Investment Bank (IIB), a Russian-
controlled multilateral institution. Following the start of the war, Bulgaria, Czechia,
Romania, and Slovakia quit the institution, while Hungary ended its membership after
the sanctioning of top officials of IIB by the U.S. in April 2023 (Reuters, 2023c).14
Given the limited operations of the IIB in the region, this did not have any major
impact on the CEEE. Nonetheless, it could entail some costs for former member

14 Poland quit the IIB in 2000, while the remaining CEE countries never became its members.
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countries given the uncertainty around the recovery of their paid-in capital as of
late-2023 (Direkt36, 2023).

1.4 Conclusions

Given the limited non-energy trade and financial ties with Russia, we argued that
individual, trade, and financial sanctions are likely to have affected the CEEE only to
a limited extent. Notwithstanding the heavy dependence of the region on imports of
Russian commodities, the impact of energy-related sanctions was also mitigated by
several factors. First, the sharp increase in coal, petroleum, and natural gas prices
started before the war in Ukraine, and reversed in the second half of 2022 despite
the ongoing announcements on sanctions. Second, in order to minimize disruptions
to supply, sanctions related to oil included several exemptions for countries with
limited alternative options. Third, against the backdrop of high dependence on
Russian imports, no sanctions were introduced on natural gas. Nonetheless, we also
highlighted that the assessment of the impact of sanctions is a challenging task as it
would require an understanding of a no-sanction counterfactual scenario under which
there could still be major disruptions to supply and shocks to prices in the context of
elevated uncertainty caused by the war.

In terms of the design of sanctions, a key takeaway for policymakers is that
flexibility in the form of exemptions for those with limited alternative options could
minimize short-run disruptions and economic costs. The exemptions in the case
of crude oil delivered by pipeline, for example, alleviated the pressure on Czechia,
Hungary, and Slovakia. Similarly, costs can be mitigated by preemptive policies,
such as measures aimed at diversifying supplies and this reducing the country’s
dependence on single-origin imports (e.g., the efforts of the Baltics and Poland to
reduce their dependence on Russian gas following the Russian annexation of Crimea
in 2014, including through new LNG terminals and a pipeline from Norway), as well
as by a quick response to changing circumstances (e.g., LNG in Bulgaria, and new
interconnectors between Czechia and Germany).
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Chapter 2
Economic Growth & Resilience

Péter Benczúr and István Kónya

Abstract This chapter looks at the overall macroeconomic and social situation of
the CEEE at the onset of Russia’s aggression on Ukraine and over the consecutive
18 months. Given its close proximity to the Covid-19 crisis, we interpret these
shocks together as a twin crisis and draw parallels with the 2008-12 Global Financial
Crisis (GFC). Unlike during the GFC, most of the CEEE seems to have recovered
from the first phase (the Covid-19 shock) quickly. Under the surface, one can
nevertheless discover important vulnerabilities and imbalances, in energy prices
and supply security, the build-up of inflationary pressures and a decreased fiscal
space. Though the status of the resilience capacities of the CEEE in early 2022
was still better than before the GFC, it was a bit weaker than before the Covid-19
shock. Moreover, through their fossil energy imports, the CEEE had a substantial
direct exposure to Russia. At the onset of the Ukraine shock, there were widespread
fears of catastrophic consequences for industry, households in the winter, and further
massive increases in energy prices. Such doomsday scenarios did not materialise, as
European countries reacted more flexibly to both the quantity and price shock than
anticipated. While in the majority of the CEEE the Ukrainian war lead to either a
recession or a slowdown of the recovery from Covid, the recession is fairly shallow
and seems to be mostly transitory. Overall, the main consequence of the war seems to
be inflation, with a heterogeneous impact on the population. This may increase social
pressures further, and coupled with increased societal polarisation, it may jeopardise
the green transition. Finally, the war will have important geopolitical repercussions.
With stronger geoeconomic and geopolitical competition, globalisation patterns may
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change, which will surely affect the CEEE that are highly integrated into the world
economy.

2.1 Introduction

The economic shock of the Russian aggression of Ukraine (which was in fact preceded
by already creeping energy prices) hit all countries of the world as they were only
recovering from the previous shock, the socio-economic consequences of the Covid-
19 pandemic. Having close ties to Russia, especially in terms of energy imports, EU
countries and the CEEE even more, had to face a particularly severe challenge.

At a first look, the situation may resemble the EU’s double dip crisis of 2008-12 (the
global financial crisis, GFC), where the originally global financial crisis evolved into
an EU specific sovereign debt crisis. Looking more closely, however, one finds that
the CEEE’s Covid-19 economic shock was substantially smaller and less long-lasting
than the onset of the 2008 GFC. As predicted already in the summer of 2021 (see
Figure 1.16 of Benczúr & Kónya, 2022, Chapter 1 in Matyas, 2022), most economic
indicators have returned to their 2019 pre-crisis values before the second shock hit
(i.e., by 2021-22). This was not the case in the GFC. It rarely happened that variables
have recovered by the time the second wave hit: they may have started to recover but
then the second wave caused a further decline (a double dip), or the second wave hit
while conditions were still deteriorating due to the first wave.

Tables 2.1 and 2.2 show the maximum impact (drop or peak) and the speed of
recovery (the number of years after which a variable has returned to its pre-crisis value)
for three major economic and five important social variables, and their combined
overall behaviour (Section 2.4 will present more detailed dynamics of some of these
variables).

The tables show that the biggest GDP drop in the GFC was larger than in the
Covid-19 shock, with the exception of Bulgaria, Czechia, Austria and Poland. The
speed of recovery (the number of years after which GDP has returned to its pre-crisis
value) was even more clearly slower in the GFC than after Covid-19. The same
statements remain true also for household gross disposable income and employment
– one can even add that most countries managed to avoid any drop of household
income.

In the social domain, the impact of the GFC was quantitatively smaller than
in the economic domain, but recovery was often rather slow. Income inequality
and unmet health needs did not show a visible crisis impact under the GFC. The
social impact of the Covid-19 shock was rather contained, though the annual figures
often hide a marked within-year impact and recovery. Though it was often feared,
neither inequality nor poverty have increased substantially, pointing to good crisis
management and overall resilience.

Apart from the exception of some countries and variables, it seems as if the CEEE
have recovered from the Covid-19 shock. Looking deeper, however, one can discover
important additional vulnerabilities in the context of energy and food prices and



2 Economic Growth & Resilience 35

Table 2.1: Impact and recovery: economic and social variables
Data (in order of appearance): Eurostat (2023k), Eurostat (2023u), Eurostat (2023d),
Eurostat (2023aa), Eurostat (2023n), Eurostat (2023s), authors’ calculations
(1) N indicates that the variable has not yet returned to its pre-crisis level, while ..
indicates a missing value
(2) Imp. indicates the maximum impact during 2008-12 and 2020-21. A worsening
is indicated by a negative value for GDP, household gross disposable income,
employment, and a positive value for all the social variables. Rec. is the number of
years after which a variable has returned to its pre-crisis value.
(3) GDP is chain linked volumes, in national currency. HH GDI is Gross disposable
income of households in real terms per capita. Employment is total employment from
20 to 64 years (Eurostat, 2023d for the GFC, Eurostat, 2023aa for the Covid period).
Inequality is the income quintile share ratio (S80/S20). Poverty is people at risk of
poverty or social exclusion.
(4) The drop for household income in Slovakia happened only in 2011-14.

GDP HH GDI Employment Inequality Poverty

GFC Covid GFC Covid GFC Covid GFC Covid GFC Covid

Imp. Rec. Imp. Rec. Imp. Rec. Imp. Rec. Imp. Rec. Imp. Rec. Imp. Rec. Imp. Rec. Imp. Rec. Imp. Rec.

EU -4.3 6 -5.6 3 -2.3 8 0.1 0 -1.9 8 -1.0 2 0.0 0 0.0 0 1.4 9 0.6 N

AT -3.8 3 -6.5 3 -2.3 N -3.1 N -0.4 2 -2.0 3 0.1 3 -0.1 0 -1.4 0 0.8 N

BG -3.3 3 -4.0 2 3.1 0 .. .. -7.8 9 -1.6 3 0.0 0 -0.1 0 4.5 6 0.4 2

CZ -4.7 6 -5.5 3 0.1 0 -0.6 2 -2.0 5 -0.6 3 0.1 5 0.1 N 0.1 5 -0.6 0

EE -14.6 6 -1.0 2 -12.4 7 2.4 0 -10.3 9 -1.4 3 0.4 N 0.0 0 1.6 N -0.9 0

HR -10.5 10 -8.5 2 -9.4 9 -0.1 2 -6.8 10 0.2 0 0.0 4 0.0 3 1.5 5 0.1 3

LV -18.1 9 -2.3 2 -18.7 7 2.5 0 -11.1 10 -2.0 N 0.1 2 0.1 3 5.9 6 -0.6 0

LT -14.8 6 0.0 2 -10.8 5 7.3 0 -7.7 7 -1.5 3 1.2 3 -0.3 0 5.7 6 -1.0 0

HU -6.6 6 -4.5 2 -4.3 6 -0.4 2 -1.6 4 -0.1 2 0.4 N -0.1 0 5.3 9 -0.6 0

PO 2.8 0 -2.0 2 4.6 0 1.0 0 -0.7 6 0.4 0 -0.1 0 -0.3 0 -2.7 0 -0.9 0

RO -9.2 6 -3.7 2 -7.8 7 1.6 0 -0.9 4 0.1 0 -0.4 0 0.1 3 -1.0 0 -0.5 0

SI -8.0 9 -4.2 2 -6.3 9 3.7 0 -4.7 9 -1.1 2 0.1 12 -0.1 0 1.1 7 0.6 2

SK -5.5 2 -3.3 2 -0.4 3 0.6 0 -4.2 8 -1.0 3 0.5 10 -0.1 0 0.0 4 0.8 N

supply security. Equally importantly, the seemingly quick and successful recovery
from the previous shock did put a significant burden on policies and (fiscal) policy
space and has created new imbalances.

The Russian aggression in Ukraine has also led to important geopolitical turbu-
lences and consequences, with many EU countries reconsidering their energy supply
partners and overall energy mix. This has further accelerated the already ongoing
green (and other) transitions, which were also emphasised in the resilience arm
of the Next Generation EU program (European Commission, 2020a), RePowerEU
(European Commission, 2022b) in particular.

This chapter sets out to provide a deeper look at the pre-crisis situation in the
CEEE, covering also the aftermath of the Covid-19 shock and how it phased into the



36 Péter Benczúr and István Kónya

Table 2.2: Impact and recovery: economic and social variables cont.
Data (in order of appearance): Eurostat (2023bb, 2023p, 2023v), authors’ calculations
(1) N indicates that the variable has not yet returned to its pre-crisis level, while ..
indicates a missing value
(2) Imp. indicates the maximum impact during 2008-12 and 2020-21. A worsening is
indicated by a negative value for the overall economic effect, and a positive value
for all the social variables. Rec. is the number of years after which a variable has
returned to its pre-crisis value.
(3) NEET is young people neither in employment nor in education and training, in the
age group of 15-29 years. Long-term unemployment refers to a duration of at least
12 months, in the age group 15-74. Unmet health needs is self-reported, covering
the reasons of too expensive, too far to travel or waiting list, in the population of 16
years or over. The impact of the overall measures is the unweighted average of the
corresponding economic and social variables’ impact, while the recovery time is the
median value.
(4) The long-term unemployment series starts only in 2009, hence the corresponding
GFC measures use this as the last pre-crisis year.

NEET Long-term unempl. Unmet health needs Economic: overall Social: overall

GFC Covid GFC Covid GFC Covid GFC Covid GFC Covid

Imp. Rec. Imp. Rec. Imp. Rec. Imp. Rec. Imp. Rec. Imp. Rec. Imp. Rec. Imp. Rec. Imp. Rec. Imp. Rec.

EU 0.7 10 0.3 3 1.8 9 0.1 3 0.8 8 0.3 N -2.8 8 -2.2 2 0.9 9 0.3 3

AT 0.2 7 0.3 N 0.1 10 0.6 3 -0.1 0 0.0 0 -2.1 3 -3.8 3 -0.2 3 0.3 3

BG 1.5 10 0.3 3 3.8 10 -0.2 0 -4.8 0 0.0 0 -2.7 3 -2.8 2.5 1.0 6 0.1 0

CZ 0.5 9 0.3 N 1.0 7 0.2 3 0.4 8 -0.1 0 -2.2 5 -2.2 3 0.4 7 0.0 3

EE 1.6 11 0.3 3 3.8 5 0.7 N 1.0 N -2.5 0 -12.5 7 0.0 2 1.7 N -0.5 0

HR 1.6 N 0.2 3 5.1 8 0.4 3 0.0 0 0.3 3 -8.9 10 -2.8 2 1.6 5 0.2 3

LV 1.7 8 0.4 N 4.8 6 -0.3 0 6.2 7 1.0 2 -16.0 9 -0.6 2 3.7 6 0.1 2

LT 1.2 7 0.5 N 4.7 7 0.7 N -2.6 0 1.0 N -11.1 6 1.9 2 2.1 6 0.2 N

HU 0.7 7 0.4 2 1.3 5 0.2 N -0.5 0 0.1 N -4.2 6 -1.7 2 1.4 7 0.0 2

PO 0.7 10 0.3 3 1.6 7 0.2 N 3.0 9 -1.5 0 2.2 0 -0.2 0 0.5 7 -0.4 0

RO 1.5 N 0.8 N 1.1 8 0.0 0 1.1 5 -0.2 0 -6.0 6 -0.7 0 0.5 5 0.0 0

SI 1.0 13 0.1 2 2.5 13 0.0 0 0.0 0 1.9 N -6.3 9 -0.5 2 0.9 12 0.5 2

SK 0.9 10 0.2 2 3.3 8 0.0 0 0.9 N 0.5 N -3.3 3 -1.2 2 1.1 10 0.3 2

second, more severe economic shock around early 2022. As such, it also serves as a
general introduction to most of the consecutive chapters, which explore the events,
developments, and policy reactions in more depth. Our analysis here intentionally
proceeds in a rather parallel fashion to Benczúr and Kónya (2022) (Chapter 1 of
Matyas, 2022). We first look at the status and vulnerability of these economies as
they have just emerged from the pandemic shock (Section 2.2): what was their overall
economic stance and did they have more or less imbalances than before the previous
crisis? The section also looks at exposure to Russia and Ukraine. Section 2.3 continues
with a quick look at how the resilience capacities of CEEE weathered the Covid-19
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shock. Section 2.4 analyses the immediate dynamics of the 2022 shock, performing
also a comparison of the 2008-12 and the combined 2020- dual crises. Section 2.5
takes an early look at the broader social consequences. Section 2.6 presents a tentative
outlook, identifying inflation as the most serious negative legacy of the situation.
Finally, Section 2.7 draws some lessons and conclusions for broad economic policies.

2.2 Economic Stance, Imbalances and Exposure

The Covid epidemic proved to be a large but transitory shock for the CEEE. In
hindsight, as documented in the previous section, the region weathered the crisis
surprisingly well, considering GDP and the main labour market indicators. While
inflation and public debt rose significantly (see also Chapters 4 and 5), there was hope
towards the end of 2021 that these imbalances will be gradually resolved over the
coming years. While not entirely unexpected, the 2022 February decision of Vladimir
Putin, the president of Russia, to attack Ukraine upended these optimistic expectations.
In this part we look at key indicators about the region’s general economic stance at
the onset of the War, focusing on continued imbalances and the remaining space for
economic policy options after just reemerging from the Covid years.

Figure 2.1 presents GDP growth and inflation (measured by the HICP) in 2021Q1
and 2022Q2, relative to the same period of the previous year. The differences
are striking. Between 2020Q1-2021Q1 GDP growth was low or negative in most
countries, and inflation was mostly subdued. A year later, between 2021Q1 and
2022Q1, both GDP growth and inflation increased significantly. Interestingly, while
in the first period there was a clear inflationary difference between countries with
floating currencies (Czechia, Hungary, Poland and Romania) and countries linked to
the Euro, by the second period the distinction disappears. Broad inflationary pressures
were evident in the whole CEEE group already before the war broke out.

Other measures of imbalances are shown on Figure 2.2, which contain snapshots
of the trade balance and budget balance in 2021Q1 and 2022Q1, as above. During
the Covid period, economic contraction led to mostly positive trade balances, which
by early 2021 turned to deficits, sometimes significant ones (Slovakia, Latvia and
Hungary). The fiscal stance, however, improved as countries started to unwind the
large stimulus packages as economies recovered. In two countries, Hungary and
Romania, budget deficits were still uncomfortably large, due to idiosyncratic reasons
(elections in Hungary and sustained overheating already before Covid in Romania).

Fiscal consolidation was dictated by the significant growth in public debt between
2019-2021, as shown on Figure 2.3. While not especially large compared to other
European countries, the US and Japan1, public debt had increased between 2019-2021
by around 10 percentage points across the CEEE. In Croatia, Slovenia and Hungary
already high values – above the Maastricht criterion of 60% – grew significantly. In
the Baltic countries, Czechia and Bulgaria, fiscal space remained considerable at the

1 Public debt as a share of GDP was 117.3% in France, 144.2% in the US, and 254.5% in Japan
(source: OECD).

https://data.oecd.org/gga/general-government-debt.htm


38 Péter Benczúr and István Kónya

Fig. 2.1: GDP growth and inflation
Data: Eurostat (2023j, 2023l), authors’ calculations.
(1) Growth rates (in percentages) relative to the same quarter of the previous year.
(2) GDP: chain-linked volume. Inflation: harmonised index of consumer prices.
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onset of the war, with some room for manoeuvre in case of Romania, Poland and
Slovakia as well. With rising interest rates, however, economies would have to be
much more cautious in taking on additional debt (see also Chapters 4 and 5).

As a concise summary of the overall imbalances of the CEEE, we utilise one of the
tools that were created after the GFC for identifying macroeconomic imbalances: the
Macroeconomic Imbalance Procedure (MIP) Scoreboard of the European Commis-
sion’s Alert Mechanism Report (AMR, European Commission, 2023). Looking at 14
core macroeconomic variables in the internal, external, and labour market domains,
every annual AMR presents flags for each variable that exceeds a pre-agreed limit
(in some cases, there are both upper and lower limits). Though the tool was put to
work in 2013 first, one can look at earlier values of the corresponding time series and
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Fig. 2.2: Trade balance and budget deficit
Data: Eurostat (2023j, 2023t), authors’ calculations.
(1) Trade balance: %GDP. Budget balance: general government, %GDP.
(2) Data are seasonally adjusted.
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apply the same limits to them.2 Figure 2.4 thus presents the number of flags for the
overall EU, Austria, and all the CEEE in 2007, 2019 and 2022.

The figure reveals that EU countries typically faced much more imbalances before
the GFC than before the Covid-2019 shock or at the onset of the aggression in Ukraine.
It was not the case for Austria, Czechia, and the EU as a whole. Interestingly, the
economic impact of the GFC and the Covid shock on these three entities (see the
overall economic impact column in Figure 2.1) was rather similar, while for all other
countries the Covid impact was substantially smaller.

The comparison of the EU as a whole and the per country average underlines that
many problems of the GFC were due to cross-country heterogeneity, and not overall
imbalances. This was no longer the case in 2019 and even less in 2022, pointing to
the more common nature of these two shocks.

2 For some of the variables (those in the employment domain that are based on the EU Labour Force
Survey microdata), the current official series of Eurostat do not go back to 2007. This is due to
the fact that there was a major revision of the corresponding methodology (see section 3 and 4 of
Eurostat, 2023g), and data were often back-casted only until 2009. In these cases we used the old
and discontinued series for 2007 (Eurostat, 2023z for unemployment and youth unemployment,
Eurostat, 2023m for the economic activity rate and Eurostat, 2023x for long-term unemployment)
but applied the same MIP limits.
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Fig. 2.3: Increase in gross public debt, 2019-2121
Data: Eurostat (2023b), authors’ calculations.
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Croatia, Romania, Slovenia and Slovakia still faced three flags in 2019, and
Hungary four. The situation deteriorated slightly by 2022, with Latvia, Hungary
and Slovakia showing four flags. For the two latter countries, the Alert Mechanism
Report3 prescribed an in-depth review in 2024 to assess the causes and consequences
of their macroeconomic imbalances. In terms of country averages, both EU countries
and CEEE had slightly more imbalances in 2022 than in 2019; with the CEEE having
slightly less imbalances than the EU in both years. Chapter 6 digs deeper into the
external dimension of imbalances and their sustainability; while Chapter 8 looks into
labour markets.

We now turn to the extent of direct and indirect exposure of the CEEE to the
Ukraine war. Chapters 1,3 and 7 present detailed overviews and further analyses of
trade patterns between the CEEE, Russia and Ukraine; here we refer to them only
as potential sources of exposure and vulnerabilities. Import and export shares in the
region of Belarus, Russia and Ukraine were relatively low even before the war. For
exports, only Latvia and Lithuania had values above 5% (17% and 13%, respectively).
For imports, exposure was somewhat larger, but with the exception of Latvia, import
shares of the three countries were below or just above 10%. The reason for higher

3 See: https://economy-finance.ec.europa.eu/economic-and-fiscal-governance/macroeconomic
-imbalance-procedure/alert-mechanism-report_en.

https://economy-finance.ec.europa.eu/economic-and-fiscal-governance/macroeconomic-imbalance-procedure/alert-mechanism-report_en
https://economy-finance.ec.europa.eu/economic-and-fiscal-governance/macroeconomic-imbalance-procedure/alert-mechanism-report_en
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Fig. 2.4: Number of MIP flags in 2007, 2019 and 2022
Data: European Commission (2023); Eurostat (2023z, 2023m, 2023x)
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import dependency is obvious: many of the CEEE relied to a significant extent on
Russian oil and natural gas to power their economies.

Figure 2.5 plots the share of total and Russian imports in oil and natural gas used in
2019 (note that for Austria, Russian gas imports data are missing). There are various
important lessons one can learn from the figure. First, with the exception of Romania
(and partially Croatia and Poland), the rest of the CEEE relied almost completely on
imported oil and gas . In case of natural gas, Russia was the exclusive or dominant
source, with the exceptions of Latvia and Slovenia. In case of oil, imports are more
diverse, but even here Russia was the most important source for the majority of the
countries.

Import dependence matters mostly when (i) countries are particularly energy
intensive, and (ii) their energy needs are covered by fossil fuels (mostly oil and gas ).
Figure 2.6 shows that the region made significant progress on only one front between
2007 (just before the start of the global financial crisis) and 2019 (just before the
Covid crisis). Energy intensity of GDP declined for all countries, the most for those
who were very energy intensive in 2007 (Estonia, Bulgaria and Czechia). By 2019,
the CEEE were somewhat, but not dramatically more energy intensive than Austria.

The share of oil and gas used in gross available energy, however, remained roughly
the same as it was in 2007. This, no doubt, was at least partly the result of low prices
throughout the 2010s, and the general view that notwithstanding other frictions,
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Fig. 2.5: Oil and natural gas dependency on Russia
Data: Eurostat (2023w, 2023q, 2023r), authors’ calculations.
(1) Share of imported natural gas and oil in total usage, all sources and Russia.
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Russia was a reliable source of fossil fuels. Overall, we conclude that the CEEE’s
main direct exposure was via its import reliance on Russian oil and gas. For the
former, alternatives were available, but in case of natural gas, many countries in the
region relied almost completely on Russian supply. Chapter 3 offers a more in-depth
discussion and analysis.

To summarise, at the onset of the Ukrainian war the CEEE had just rebounded
from the Covid crisis. Recent GDP growth had been strong, but signs of overheating –
mostly manifesting as increasing inflation – and some macroeconomic imbalances
were present. Fiscal consolidation started in most countries, along with monetary
tightening to get inflation under control. While overall trade with the three countries
involved in the war was modest, much of the energy needs of the CEEE were covered
by Russian imports. Two risks were associated with this exposure. First, an abrupt
halt of Russian imports of natural gas (and to a lesser extent, oil) were thought to
lead to catastrophic consequences for industry, and households in the winter. Second,
disruptions to the oil and gas markets were expected to lead to much higher prices,
exacerbating the inflation problem. We return to these risk scenarios and their eventual
unfolding in Section 2.4.1.
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Fig. 2.6: Energy intensity and composition
Data: Eurostat (2023w, 2023f), authors’ calculations.
(1) Energy intensity of GDP in purchasing power standards (PPS). Unit: kilograms of
oil equivalent (KGOE) per thousand euro.
(2) GAE: Gross Abailable Energy.
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2.3 The Status of Resilience Capacities

Already since the GFC, but particularly after the Covid-19 shock, economic policies
have started to emphasise the need not only to reduce vulnerabilities but to identify
the necessary capacities of resilience, crucial for coping with shocks, transitions
and various other challenges (Manca, Benczur & Giovannini, 2017 and European
Commission, 2020c). Relative to its relatively narrow original interpretation as the
capacity to absorb and recover from shocks,4 the current focus includes aspects
beyond recovery: to ‘bounce forward’ from shocks and to manage successfully the
ongoing digital and sustainability transitions (Giovannini, Benczur, Campolongo,
Cariboni & Manca, 2020). This has been more than reinforced by the Recovery
and Resilience Facility (European Commission, 2020b) of the Next Generation EU
program (European Commission, 2020a), which channelled funds to enhance the
green and digital transitions.

4 See European Central Bank (2016); Internatiomal Monetary Fund (2016); OECD (2016); European
Commission (2017).
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As discussed in Benczúr and Kónya (2022) (Chapter 1 of Matyas, 2022), the
CEEE were in a good overall resilience status5 before the Covid-19 crisis. Indeed we
have seen in the introduction that the implied economic disturbance was relatively
short lived. At the same time, the crisis did leave some longer-lasting effects of global
supply chain disruptions, and its management have used up some of the buffers of
governments (by accumulating debt, for example) and households (by decumulating
savings).

The economic shock of the Russian aggression of Ukraine, in particular the hike
in energy prices, also highlighted the need to accelerate the energy transition, to
diversify energy supplies, and to manage the overall green and digital transitions in a
reinforced and more strategic fashion. These again point to the importance of similar
resilience characteristics.

Tables 2.3, 2.4, and 2.5 look at a similar set of resilience characteristics than in
Benczúr and Kónya (2022) (Chapter 1 of Matyas, 2022). The employed economic
and institutional variables are based on Alessi et al. (2020) (characteristics 1, 3-5 in
Table 2.3), World Bank (2019) (characteristics 2 in Table 2.3 and characteristics 4 in
Table 2.4, and Jolles, Meyermans and Vasicek (2018) (characteristics 1-4 in Table
2.4). Relative to our previous analysis, some of the variables had to be dropped or
adjusted.6 The variables for household finances and social cohesion (Table 2.5) also
had to be adjusted slightly, as we had no post-Covid values for the liquid savings of
households, the ability to go back to normal, and voluntary work. Finally, we have
added two new indicators, the role of uncertainty in long-term investment decisions
and societal polarisation, which reveal additional important developments around the
Covid-19 shock.

Relative to the GFC, most CEEE had significantly better resilience characteristics
both at the onset of the Covid-19 and the Russian aggression crises. In line with
this, they weathered the economic shock of Covid-19 rather well (see Tables 2.2 and
2.1). The declines were smaller in GDP (except for Bulgaria, Czechia and Poland),
household income (except for Czechia) and employment. Social consequences also
stayed fairly contained. However, the resilience picture changes when we compare
the pre-Covid period with 2021. From the nine characteristics considered, Hungary
and Poland show only one and three improvements (government efficiency for
Hungary, expenditures on social protection, active labour market policies and the
net international investment position for Poland). There is a noticeable worsening
for almost all of the CEEE in the growth of the unit labour cost (driven by labour
shortages and the reemergence of inflation), the growth of financial sector liabilities
(the only exception is Estonia), regulatory quality and the role of business regulations

5 Benczúr and Kónya (2022) (Chapter 1 of Matyas, 2022) offers an overview and discussion of the
measurement of resilience, which the interested reader can consult. In brief, we look at various
resilience characteristics, i.e., variables that are shown to be a good ex ante predictor of crisis
performance (Alessi et al., 2020).
6 In particular, there was no post-Covid value for the OECD’s product market regulation indicator
(OECD, n.d.). The World Bank’s Doing Business Index (World Bank, 2021) has been discontinued,
which was the source of the efficiency of resolving insolvencies. We have replaced these two with the
European Investment Bank’s indicator on the impact of business regulations on long-term investment
decisions European Investment Bank (2023), which however only started in 2016.
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Table 2.3: Resilience characteristics: economic variables
Data (in order of appearance): Eurostat (2023cc), European Commission (2024a),
Eurostat (2023dd), Eurostat (2024a), Eurostat (2024b)
(1) Expenditures on category 2-7 LMP per person wanting to work.
(2) Improvement means a decline.

EU AT BG EE CZ HR LV LT HU PL RO SI SK

Expenditures on social protection (% of GDP)

2005-07 18.0 19.8 10.5 12.0 9.3 13.7 8.6 10.7 17.0 16.5 10.0 17.0 13.4

2017-19 19.3 20.3 11.9 12.4 12.8 14.0 11.8 12.9 13.2 16.4 11.7 16.7 14.4

2021 20.5 21.9 13.4 13.6 13.5 14.1 13.8 14.3 13.1 17.3 13.4 17.9 16.2

Active labour market policies (ALMP, (1))

2005-07 1787 1938 340 385 84 160 503 548 416 138 483 250

2017-19 1932 2983 497 2233 1351 1082 339 1057 3100 1230 141 857 830

2021 2534 3565 3859 2354 1832 2164 306 1805 1790 3463 225 1105 649

Unit labour cost (nominal, 3-year change, (2))

2005-07 2.8 12.3 3.5 21.8 6.9 46.0 20.5 13.2 -0.7 38.3 7.3 7.6

2017-19 5.0 18.9 11.1 14.1 -0.4 14.7 16.4 11.0 6.2 23.4 5.8 11.1

2021 9.9 16.4 13.9 10.7 8.1 14.3 19.2 12.9 12.1 10.9 12.8 12.5

Net international investment position (% of GDP)

2005-07 -12.7 -58.6 -29.0 -75.9 -75.1 -62.6 -50.6 -94.3 -45.3 -37.5 -17.7 -60.6

2017-19 8.2 -36.7 -23.0 -28.4 -55.3 -45.4 -30.3 -51.6 -54.6 -44.9 -19.8 -67.7

2021 15.6 -18.6 -14.5 -13.4 -32.5 -27.3 -7.4 -52.2 -39.8 -47.0 -7.7 -60.5

Financial sector liabilities (annual percentage growth, (2))

2005-07 13.1 14.7 30.5 10.2 22.8 21.8 41.6 38.6 25.5 20.3 38.5 19.9 12.3

2017-19 3.3 2.3 6.3 12.1 10.2 5.2 2.4 9.4 6.9 4.0 7.3 6.4 10.9

2021 8.8 8.2 9.6 7.8 18.5 11.7 13.3 22.6 16.5 12.3 14.3 14.1 23.7

in long-term investment decisions. On the positive side, important policy levers
have stayed strong, like social protection expenditures (except for Hungary) and
active labour market policies (except for Latvia, Hungary and Slovakia). The net
international investment position did not deteriorate substantially in any of the CEEE.

It is interesting to observe that uncertainty was already an important concern
for investment decisions before the Covid-19 shock (last variable in Table 2.4). Its
importance grew further by 2021, and even further by 2022 (except for Latvia). Given
the continued war and other global and geopolitical challenges, this is likely to remain
a major concern.
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Table 2.4: Resilience characteristics: institutions and overall
Data (in order of appearance): World Bank (2023), World Bank (2023), World Bank
(2023), European Investment Bank (2023), European Investment Bank (2023).
(1) A scale from -2.5 (weak) to 2.5 (strong).
(2) The share of respondents who indicated the factor as a major or minor obstacle.
Improvement means a decline.
(3) The number of improvements in the five variables in Table 2.3 and the first four in
this table.

EU AT BG EE CZ HR LV LT HU PL RO SI SK

Government effectiveness (1)

2005-07 1.79 -0.04 0.95 1.03 0.49 0.54 0.71 0.76 0.38 -0.28 0.91 0.80

2017-19 1.47 0.13 0.97 1.12 0.50 0.98 0.99 0.46 0.54 -0.16 1.08 0.60

2021 1.53 -0.17 1.07 1.35 0.55 0.83 1.02 0.60 0.25 -0.16 1.14 0.49

Regulatory quality (1)

2005-07 1.65 0.64 1.09 1.29 0.42 0.92 0.97 1.15 0.76 0.40 0.83 1.06

2017-19 1.47 0.60 1.24 1.59 0.45 1.15 1.13 0.60 0.90 0.43 0.73 0.87

2021 1.34 0.43 1.34 1.55 0.49 1.22 1.27 0.49 0.83 0.29 0.82 0.87

Control of corruption (1)

2005-07 1.94 -0.11 0.38 0.99 0.08 0.35 0.19 0.62 0.26 -0.23 0.98 0.37

2017-19 1.53 -0.19 0.54 1.40 0.05 0.43 0.55 0.06 0.64 -0.20 0.83 0.17

2021 1.24 -0.26 0.62 1.51 0.04 0.72 0.82 0.01 0.55 -0.06 0.69 0.21

Factors impacting long-term investment: business regulations, (2)

2017-19 0.63 0.70 0.59 0.70 0.42 0.78 0.56 0.81 0.32 0.73 0.65 0.59 0.78

2021 0.65 0.68 0.60 0.66 0.33 0.81 0.63 0.86 0.36 0.74 0.61 0.59 0.77

Factors impacting long-term investment: uncertainty, (2)

2017-19 0.69 0.59 0.74 0.79 0.66 0.80 0.72 0.93 0.54 0.83 0.77 0.67 0.77

2021 0.73 0.72 0.77 0.80 0.66 0.82 0.83 0.94 0.68 0.87 0.80 0.79 0.81

2022 0.78 0.77 0.85 0.86 0.79 0.86 0.76 0.96 0.71 0.93 0.87 0.85 0.84

Number of improvements (3)

from GFC to Covid 4 5 6 8 7 8 8 4 5 7 4 3

From GFC to UA 4 4 7 8 6 8 8 4 6 6 5 3

From Covid to UA 5 4 8 7 5 5 6 1 3 5 5 4



2 Economic Growth & Resilience 47

Table 2.5: Resilience characteristics: household finances and social cohesion
Data (in order of appearance): Eurostat (2023ee), Eurostat (2023ff), European Social
Survey, Eurobarometer (various issues), v2cacamps_osp of Varieties of Democracy
(2022).
(1) Self-assessment. (2) Self-reported arrears in mortgage or rent, utility bills or hire
purchase. (3) European Social Survey, answers 7-10 to the question ”Most people can
be trusted or you can’t be too careful”. (4) Average of the share of people who tend to
trust the national legal system,the national government, and the national parliament.
(5) Is society polarised into antagonistic, political camps? On a scale from 0 (not at
all) to 4 (yes, to a large extent). (6) The number of improvements in the four variables.

EU AT BG EE CZ HR LV LT HU PL RO SI SK

Inability to face unexpected difficulties (1)

2005-07 35.2 27.3 77.6 40.6 28.0 67.0 55.1 58.9 58.0 46.2 42.6 50.6

2017-19 32.4 19.7 40.6 24.5 34.1 53.6 55.0 48.7 32.6 31.9 47.6 34.4 32.0

2021 30.2 18.6 36.4 18.1 27.1 46.5 41.7 36.4 34.8 24.5 47.3 24.6 27.0

Arrears (2)

2005-07 10.0 3.6 25.1 8.3 7.9 0.0 16.4 15.1 17.8 22.4 10.7 14.5 9.7

2017-19 8.8 5.0 31.5 3.0 7.9 18.7 12.6 9.1 13.2 8.5 16.4 13.7 9.2

2021 8.9 4.8 20.4 2.4 5.7 16.6 7.2 6.6 11.2 7.0 9.4 9.0 6.3

Trust in people (3)

2006-08 0.25 0.31 0.14 0.30 0.34 0.19 0.21 0.18 0.17 0.21 0.19

2018 0.28 0.39 0.12 0.31 0.38 0.19 0.21 0.25 0.28 0.18 0.24 0.19

2020 0.27 0.15 0.37 0.40 0.24 0.30 0.27 0.27 0.20

Trust in institutions (4)

2005-07 0.41 0.59 0.18 0.26 0.51 0.21 0.27 0.22 0.36 0.19 0.27 0.35 0.30

2017-19 0.37 0.59 0.21 0.31 0.53 0.18 0.28 0.33 0.47 0.32 0.28 0.24 0.28

2021 0.39 0.55 0.20 0.34 0.52 0.22 0.30 0.37 0.47 0.30 0.37 0.26 0.24

2023 0.37 0.51 0.16 0.38 0.43 0.29 0.33 0.31 0.44 0.33 0.30 0.27 0.24

Polarisation (5)

2005-07 1.16 2.06 0.99 0.65 1.46 2.47 0.32 0.20 2.57 3.22 2.52 2.88 1.49

2017-19 1.74 2.19 1.70 1.06 1.63 2.65 0.26 0.42 3.85 3.93 2.47 2.93 1.96

2021 2.64 2.46 2.86 2.06 2.35 2.82 1.00 1.34 3.85 3.98 3.04 3.98 2.18

2022 2.35 2.46 3.05 1.81 2.01 2.82 1.20 1.55 3.88 3.98 3.23 3.98 2.44

Number of improvements (6)

from GFC to Covid 3 2 2 4 2 0 5 4 4 4 2 3 2

From GFC to UA 3 1 4 4 4 2 3 4 4 3 2 3 3

From Covid to UA 2 2 3 4 3 4 3 4 1 2 3 4 3
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Switching to household finances and social cohesion (Table 2.5), these factors
mostly confirm the overall good level of resilience capacities of the CEEE. When
comparing the pre-GFC and pre-Covid periods, five of the countries had only two or
less improvements (Bulgaria, Czechia, Croatia, Romania and Slovakia). The situation
had improved by the end of 2021: relative to the GFC, all but Croatia and Romania
had registered an improvement in more than half of the indicators. When looking at
the impact of the Covid-19 crisis (last line of the table), only Hungary and Poland
show a small number of improvements.

Household finances had improved (or at least had not deteriorated) overall, the
only exception being a slight increase in the inability to face unexpected difficulties in
Hungary. At the same time, trust and social cohesion show a more mixed picture. Trust
in people and institutions had registered relatively small improvements. Polarisation,
on the other hand, had increased in all of the CEEE (also in Austria and the EU
overall), with two slight reversal by 2022 in Estonia and Czechia). There had been a
noticeable jump by 2021 in Bulgaria, Romania, and Slovakia (in the case of the latter,
from an already high level). In Hungary, polarisation was medium-high (a value of
2) in 2000. It increased substantially in 2006 and then further in 2010, in line with
domestic political developments. In a somewhat parallel fashion, Poland had an even
higher value (2.5) in 2000, which increased gradually until 2007, reversed in 2008-10,
and increased further in 2011 and 2016.

To sum up, most CEEE had better resilience characteristics at the onset of the
Covid-19 and the Russian aggression crises than before the GFC. The resilience
picture of 2021 compares less favourably to the pre-Covid period. Together with
inflation pressures, the buildup of some imbalances, and an uncertain economic
environment, these may foreshadow a less quick recovery from the current shock than
what happened after Covid-19. In terms of household finances and social cohesion
factors, the CEEE situation is relatively good, though increasing levels of political
polarisation may represent a major future challenge.

2.4 The Shock and its Aftermath

In this section we discuss the two main components of the shock that hit the CEEE
in conjunction with the war, energy prices and refugees. While both are analysed in
more detail in Chapters 2 and 9 respectively, we provide a first overview and discuss
their macroeconomic consequences. We also show how the current twin crises – the
Covid epidemic and the Ukrainian war as the first and second phases – compare to
the earlier global financial crisis (followed by the European sovereign debt crisis as
its second phase). We already presented some comparison points in the Introduction,
and here we show additional details for the two main macroeconomic indicators,
GDP and inflation.
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2.4.1 Energy Prices, GDP and Inflation

The main shock that hit the region (and Europe in general) was the spike in energy
prices, driven by oil and natural gas imported from Russia. As we saw earlier, Figure
2.5 shows the exposure of the CEEE to imports in their overall use of oil and natural
gas (measured by Gross Available Energy, GAE), and the share of Russia in total
imports in 2019. Overall, the region was heavily dependent on Russian imports,
especially for natural gas. Romania is the only significant producer of oil and gas ,
with most other countries relying overwhelmingly on imported hydrocarbons. For
the landlocked economies of Czechia, Hungary and Slovakia, Russian gas remains
the only feasible alternative in the short-run. There is somewhat more flexibility in
importing oil, but as the figure shows, Russian supply was crucial for most countries.

Fig. 2.7: Oil and natural gas prices in Europe
Data: FRED (2023b, 2023a), authors’ calculations.
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Figure 2.7 plots the evolution of oil and natural gas spot prices in Europe,
normalising both to equal 100% in January 2020. Both prices started rising well
before the war broke out. As Russian supply was strategically cut from the summer
of 2021, natural gas prices in particular rose tenfold by early 2022. At their peak, the
European spot gas price was almost 20 times above its level just before the Covid
crisis broke out. While oil and gas are both significantly cheaper in 2023 then in
2022, prices are still significantly higher than in 2020. This prolonged and large
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terms-of-trade shock was the most important and immediate consequence of the war
for the CEEE (see also Chapter 7).

To provide some context, we first show a comparison of the two main macroeco-
nomic indicators, real GDP and inflation, between the current dual crisis and the
previous financial crisis. Figure 2.8 plots the evolution of real GDP from the end of
2019 until the first quarter of 2023 (for the current crises) and from the middle of
2008 until the end of 2013 (the financial crisis).

Skyrocketing prices reflected not only immediate shortages, but also fears that
European economies would suffer catastrophic losses as oil and gas supplies dwindle.
In hindsight, expectations of large-scale shutdowns of industry and freezing house-
holds proved to be exaggerated. European countries reacted more flexibly to both the
quantity and price shock than anticipated (Benjamin Moll and Moritz Schularick and
Georg Zachmann, 2023). While in the majority of the CEEE the Ukrainian war lead
to either a recession or a slowdown of the recovery from Covid, the recession is fairly
shallow and with the exceptions of Estonia, Hungary and Latvia it also seems to be
highly transitory.

Fig. 2.8: The evolution of GDP during the two twin crises
Data: Eurostat (2023j), authors’ calculations.
(1) Chain linked real GDP, 2008Q1 = 100% (bottom) and 2019Q4 = 100% (top).
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The figure also vividly shows how different the two crises are. During the financial
crisis and its aftermath, the recession was much more prolonged. The Covid recession
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was typically deeper, but economies rebounded much faster and much stronger. There
are three interesting exceptions: Czechia, Poland and Slovakia, where – except for
the first wave of the Covid recession – GDP paths are remarkably similar across the
two episodes. For Poland, this is explained by the fact that it was the only country to
avoid a recession during the financial crisis. The behaviour of the other two countries
during the Covid epidemic is less obvious, although they too weathered the financial
crisis relatively well.

Differences between the two crises episodes are even more pronounced in case of
inflation. As Figure 2.9 shows, since 2021 inflation has risen dramatically throughout
the region, while the GFC was characterised by low and and quite stable inflation.
In most countries, price pressures started in the second phase of the current crisis,
in 2021, after the initial shock of the Covid epidemic was over. This was due to
supply bottlenecks and the effects of monetary and fiscal policy used to counter the
effects of the Covid recession. There are, however, significant differences across our
countries in both the size of the inflation rise, and in the role of energy (and food) in
the increase.

Fig. 2.9: Inflation
Data: Eurostat (2023l), authors’ calculations.
(1) Inflation rate, HICP.
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Inflation rose the most in the three Baltic countries and Hungary, and the least
in the countries that are either in the Eurozone or use currencies that are pegged
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(Bulgaria) or tightly managed (Romania). In case of the Baltics, which are the
most exposed to Russian energy and trade (see also Figure 2.5), oil and gas prices
contributed significantly to the rise in consumer prices . In Hungary, which partly
capped household energy prices (Sgaravatti, Tagliapietra, Trasi & Zachmann, 2023),
inflation rose despite of this policy to the highest and most persistent level in the
CEEE. When we remove both energy and food prices from the household basket,
Hungarian inflation is clearly the highest in the region. At least part of the explanation
lies in the large fiscal expansion (due to parliamentary elections) in the second half of
2021 (see Figure 2.2). As Figure 2.10 shows, another reasons for high Hungarian
inflation is the significant depreciation of the Forint, even compared to the other
floating currencies in the region.

Fig. 2.10: Exchange rates in countries with floating currencies
Data: Eurostat (2023h), authors’ calculations.
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Overall, the main impact of the war seems to be on inflation, with a much smaller
and mostly transitory decline in economic activity. It is as yet too early to say how
persistent inflation will remain. Decreasing energy prices and monetary tightening
are contributing to declining inflation across the region, but the pace and magnitude
varies significantly. Also, inflation may have had a heterogeneous impact on the
population, as different income groups faced differential exposure to food and energy
price hikes. We return to this issue in Section 3.5.
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2.4.2 Terms-of-trade and Real Incomes

As we saw earlier, while the overall trade exposure of the CEEE to Russia (and
Belarus and Ukraine) is moderate to small, the spike in oil and gas prices were still
a major shock to the region. We also saw that the shock had a modest effect on
GDP. In this section we take another look at the real impact of the energy price rise,
utilising an alternative measure of wellbeing.7 The crucial concept in this section
is the terms-of-trade (TOT), the relative price of a country’s exports in terms of its
imports.

Fig. 2.11: Terms-of-trade in the CEEE
Data: Eurostat (2023j), authors’ calculations.
(1) Terms-of-trade: export price deflator divided by the import price deflator.
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Figure 2.11 plots the evolution of this variable from the beginning of 2020. There
are two interesting observations evident from the figure. First, in Austria, Czechia,
Croatia, Hungary, Latvia, Poland, Slovenia and Slovakia there was a significant
worsening of the TOT already in 2021. Second, the impact of the energy price rise
during the early phases of the war was not particularly pronounced, and quickly
reversed (with the exception of Slovakia). This means that while the terms-of-trade
decline had been large and lasting, it was not strictly driven by the war itself.

7 The discussion relies heavily on Oblath (2019), who did the analysis for Hungary.



54 Péter Benczúr and István Kónya

To gain more insight into the effects of the TOT decline, we introduce an alternative
measure of welfare to GDP, Gross Domestic Income (GDI). Much less reported, GDI
is also part of the European system of national accounts, and can be fairly easily
calculated from data on GDP, imports and exports, and the terms-of-trade. The main
difference between real GDP and real GDI is that the latter corrects for changes in the
terms-of-trade. The reason for this correction is that real GDP records only changes in
the volumes of exports and imports, but ignores relative price changes. As a measure
of welfare, this can be misleading. Suppose that between two periods, export volumes
do not change, but imports become more expensive relative to exports. This leaves
real GDP unchanged, but clearly the overall purchasing power of domestic income
falls, since the same export volume is sufficient to buy fewer imported goods and
services. Since this was clearly the case for the CEEE since 2021, it is instructive to
look at real GDI as well, which corrects real GDP for the TOT change.8

Fig. 2.12: Real GDP and real GDI growth
Data: Eurostat (2023j), authors’ calculations.
(1) Real GDP: chained growth rate, relative to same period of previous year.
(2) RGDI: real GDP growth adjusted for terms-of-trade changes.
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Figure 2.12 shows the quarterly changes in RGDP and RGDI for each country,
relative to the same period in the previous year. Not surprisingly, in the countries
where the terms-of-trade declined the most, the purchasing power of produced

8 For details on the calculations, see Oblath (2019) or Reinsdorf (2010).
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output also suffered. In Latvia, for example, RGDI growth was significantly negative
throughout 2022, while RGDP growth remained positive until the second half of the
year. In Hungary there is also a stark difference between volume changes (positive
and high until mid 2022), and RGDI (much smaller since 2021 and negative already
in mid 2022). Slovakia and Czechia show similar patterns. This is important not
only because of welfare changes (of which RGDI is an improved measure), but also
because RGDI paints a better picture of domestic income developments than RGDP.
As Oblath (2019) shows, the TOT correction exposes the extent of Hungarian fiscal
expansion in 2021 even more starkly. Terms-of-trade shocks do not necessarily lead
to deteriorating trade balances, if the country in question cuts back on imports and/or
increases exports to pay for the rising prices of the former. In Hungary, however,
this adjustment mechanism was delayed by fiscal policy until 2023, due to the
parliamentary elections in 2022.

2.4.3 The Labour Market

Fig. 2.13: Adult refugees from Ukraine at the end of 2022
Data: Eurostat (2023c, 2023a), authors’ calculations.
(1) Refugees: quarterly means of monthly values.
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The second shock of the war in the CEEE was the large number of refugees fleeing
Ukraine and arriving in the various countries of the European Union (Chapter 9 offers
a deeper look and analysis). The number of refugees varies greatly across the CEEE,
with some countries – notably Poland, but also some others – taking a large share.
Figure 2.13 shows the stock of adult Ukrainian refugees at the end of 2022 (note that
many who initially arrived at CEEE countries later left for Western Europe). The
chart shows refugee numbers as a percentage of the labour force.

Fig. 2.14: Labour market tightness
Data: Eurostat (2023y, 2023o), authors’ calculations.
(1) Unemployment rate: quarterly means of monthly values.
(2) Tightness: ratio of vacancy rate to unemployment rate.
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It is clear from the figure that in the majority of the CEEE Ukrainian refugees
could potentially contribute significantly to labour supply (see Chapter 8 for a more
detailed analysis). In Czechia, they amount to more than 5% of the labour force, with
Poland, Bulgaria, the three Baltic economies and Slovakia following (Poland has the
highest absolute numbers). It is yet unclear whether the refugees will remain in these
countries, or return to Ukraine once the war ends. Providing employment to such
numbers depends on the current stance of the labour market, which is depicted on
Figure 2.14. Labour market tightness is defined as the vacancy rate (the ratio of open
job vacancies to overall jobs) divided by the unemployment rate. Since individual
countries have systematically different values (reflecting country-specific institutional
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and measurement issues), we normalise the indicator by subtracting the sample mean
and then by dividing with the sample standard deviation.

Vacancy data starts in 2010, which was just after the global financial crisis, with an
accordingly weak labour market. Tightness then rose significantly across the region,
reaching its peak in 2019. The Covid crisis led to a a sharp drop, although the trough
was in most cases still well above the 2010 value. As for GDP, the Covid crisis proved
to be short-lived also on the labour market, and tightness rebounded quickly, reaching
in some cases even higher levels than before the recession. The war led to small drops
in about half the countries, but overall labour markets remained very tight. We can
conclude that allowing Ukrainian refugees to work would contribute significantly to
an easing of labour market shortages in many countries of the region. More details
are provided in Chapter 8.

2.4.4 Policy Response and Adjustment

Fig. 2.15: Imports from Russia, Belarus and Ukraine
Data: Eurostat (2023i), authors’ calculations.
(1) Total imports from Belarus (BY), Russia (RU) and Ukraine (UA), % total imports.
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After describing the main shocks leading up to and during the war, we finish this
section with a discussion of how economies adjusted. We already discussed some
aspects of this, but it is worth looking at additional indicators. In particular, we look
at two main channels of adjustment: first, the trade exposure to Russia, Belarus and
Ukraine; and second, the reaction to inflation.

Figure 2.15 shows how import shares (measured at current prices) of Ukraine,
Belarus and Russia in the total imports of the CEEE changed between 2019 (the
year before Covid) and 2022. There are two broad country groups evident from the
figure. Some economies, chiefly the Baltics and Czechia, successfully diversified their
imports and saw a declining share, even taking the energy price spike into account.
The declines are highly pronounced for Latvia and Estonia, while in the other two
countries the volume decrease was almost balanced by the price rise. In the other
countries the import share of the three countries rose, likely due to the price effect.
For Bulgaria, Hungary and Slovakia in particular, the lack of alternatives, especially
for natural gas, means that at least in the short run adjustment is difficult (see also
Figure 2.5). The fall of energy prices by 2023, however, will likely show declining
import shares also in these economies, once data is available.

Fig. 2.16: Interest rates
Data: OECD (2023b); Eurostat (2023e), authors’ calculations.
(1) Yield: EMU convergence criteria long rates.
(2) 3 months rates: money market rates.
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Apart from energy security and affordability, the other key challenge remains
inflation. We showed earlier that it is high, although declining throughout the region,
with some countries – Hungary in particular – facing significant challenges to again
reach price stability in line with their inflation goals. We also showed that out of the
four economies with floating currencies, the problems of Hungary (and to a lesser
extent, Poland) are exacerbated by depreciating currencies. To briefly illustrate how
monetary policy responded to inflation, and what challenges this poses to fiscal policy,
Figure 2.16 plots the short-run money market rates and the long-run government
bond yields in the CEEE.

In countries that are in the Eurozone the short-run rate tracks the ECB policy rate
very closely, which is rising, but still remains modest in international comparison.
In late 2023, its deposit rate is 4%, while the comparable rate is 5.50% in the USA
and 5.25% in the UK. Long yields have tracked the short rates closely, with marginal
differences across the countries. In Bulgaria, with its currency board arrangement, we
see very similar developments. Considering current inflation rates, Eurozone monetary
policy remains fairly loose, but inflation expectations remain mostly anchored.

Czechia, Hungary, Poland and Romania are the economies with floating currencies
and independent monetary policies. Recalling Figure 2.9, we saw that their inflation
performance was largely comparable to the Eurozone countries, with Hungary being
a notable exception. The cost of this, however, was higher interest rates, both in
the short-run and in the long-run. Comparing Czechia, Poland and Romania to the
Eurozone countries, the short-run gap at the beginning of 2023 is about 4 percentage
points. Looking at Figure 2.8, the impact of significantly higher interest rates is
not yet evident in the GDP numbers, but monetary policy operates with long and
varying lags. Also, in these countries long bond yields are also high, indicating that
inflation expectations may not be suitably anchored. As inflation is falling, it will be
an important task for central banks to strengthen and reestablish credibility.

Hungary is an outlier even in the second group of countries. As we saw earlier,
its inflation performance has been the worst in the whole CEEE. Reacting partly
to inflation, and partly to the depreciation of the Forint, the central bank raised
interest rates to levels not seen since the mid 1990s. This has managed to stabilise
the currency, but at the cost of slowing down real activity. The long yield is also
the highest compared to the other floaters, indicating the doubts of financial markets
about a quick and credible disinflation. Moreover, while higher rates put a bigger
burden on debt financing in all countries, this is particularly acute in Hungary, which
faces the unenviable choice between significant fiscal consolidation on the one hand,
and an implicit default via high inflation on the other.

2.5 Social Impact: a Preliminary Look

Unavoidable statistical lags in the collection of important social and distributional
data make it difficult to provide a timely assessment of the enfolding social impact of
the crisis. This is particularly true about indicators that are based on the EU-SILC
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microdata9: though the outcome of the 2022 fieldwork is already released, its income
variables typically refer to the previous calendar year. Nevertheless, apart from the
poverty and income inequality variables, the most relevant social data are already
available at least for 2022.

As a starting point, we look at the recently proposed Social Convergence Framework
(SCF) of the European Union, laid out in European Commission (2024b) and detailed
in Council of the European Union (2023). Using a set of 16 indicators, the SCF
assigns flags if a given indicator of a country points to a combination of low and
non-improving situation.10 Table 2.6 indicates the number of new flags in the areas
of equal opportunities, fair working conditions, and social protection and inclusion
(see Table 2.7 for the specific variables in each group).

Table 2.6 reveals that social conditions have started to deteriorate in many of the
CEEE, especially in Bulgaria and Estonia, with 6 and 4 new flags. Most of these
fall into the area of social protection and inclusion (poverty), and income inequality.
Using flash estimates for income inequality and monetary poverty (Eurostat, 2023gg),
one finds that the poverty-related flags would apply also with estimated 2022 income,
while inequality may decline. Overall, the number of new flags in social protection and
inclusion is noticeably higher among the CEEE than the EU average. Not surprisingly,
five out of the seven EU countries that were selected for a deeper analysis in the
Social Convergence Framework are from the CEEE11 (indicated by bold in the table).

Table 2.7 digs more into the specific indicators, but to save space, presents only
the CEEE aggregate numbers for current and new flags. As also seen in (Benczúr
& Kónya, 2022), the CEEE in general face more social issues than most other EU
countries. This is particularly true about digital skills, income inequality, and social
protection and inclusion in general. These preexisting problems have deteriorated
further in 2022, particularly for poverty and the ability of social transfers to reduce
poverty. On the other hand, the CEEE performance in employment is fairly good.

The noticeable deterioration of social conditions (especially poverty) already
indicates that the shock may affect groups of the population differently. This is
hardly surprising, given that a major part of the shock was an increase in energy
and food prices, which started already around August 2021. This potential for a
social deterioration was noticed early on, and has led to important government
interventions to cushion the effect. There were however visible differences in the
degree of targeting these interventions to specific vulnerable groups and businesses
or not. Such differences can have a major influence on the overall fiscal costs and
social impact of such measures (see for example Varga, Roeger & in ’t Veld, 2022 for
a model-based assessment).

To overcome statistical lags, policy analyses (like European Commission, 2022a)
turned to studies that tried to nowcast the social impact. This typically meant to
see how higher prices increase the cost of living using previous household budget
data (using the EU Household Budget Survey, EU-HBS). In one of the earliest such

9 European Union Statistics on Income and Living Conditions.
10 See Annex 6 of European Commission (2024b).
11 The other two are Italy and Spain.
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Table 2.6: Social impact of the shock
Data: European Commission (2024b) Annex 9
(1) The cells indicate the number of new flags in the Social Convergence Framework
(European Commission, 2024b) in 2024 (2022 data, though often referring to the
income year of 2021).
(2) The EU number is the average across all Member States.
(3) See Table 2.7 for the variables in each of the areas.
(4) Using flash estimates for inequality and more recent data for digital skills
(Eurostat, 2023hh), Bulgaria and Estonia would no longer have a new flag in the
equal opportunities area, while Latvia and Romania would.

EU AT BG CZ EE HR LV LT HU PL RO SI SK

Equal opportunities 0.37 0 1 1 1 0 0 0 0 0 0 0 0

Fair working conditions 0.19 0 0 1 0 0 0 0 0 0 1 0 0

Social protection and inclusion 1.07 1 5 0 3 1 1 2 2 0 1 1 2

Total 1.63 1 6 2 4 1 1 2 2 0 2 1 2

studies, Menyhert (2022) used August 2022 inflation data and the 2015 wave of the
EU-HBS to assess the increase in living costs by households. The author finds that
the price increases between August 2021 and 2022 has led to an 11.1% increase in
living costs on average across the EU. The increase was the largest among the CEEE,
especially in the Baltic states (with the maximum of 27.57% in Estonia). The impact
was broadly similar across the population, though the gap in the living cost increase
between the top and bottom income quintiles reached 3-5% in countries like Estonia,
Italy or Latvia.

The increase in the costs of living was also predicted to translate into increases
in material and social deprivation, and similar measures like energy or transport
poverty. Menyhert (2022) found that material and social deprivation may increase by 2
percentage points in the EU on average (with the largest predicted impact in Slovakia
at 5.3 percentage points). In a parallel analysis, Fulvimari, Temursho, Vaitkeviciute
and Weitzel (2023) predict a massive increase in the population share of households
who spend more than 10% of their budget on energy (from 26.9% to 43.4% at the EU
level) and who spend more than 6% on private transport fuel (from 37% to 47.2% at
the EU level)12.

12 The changes refer to the time period from August 2021 to January 2023. It is important to note
that there is an ongoing discussion about the measurement of energy poverty, as it is a culturally
sensitive multi-dimensional phenomenon (Thomson, Bouzarovski & Snell, 2017). For a recent
review, see for example Menyhert (2023)
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Table 2.7: Main areas of social issues in the CEEE
Data: European Commission (2024b) Annex 9
(1) The cells indicate the number of flags and new flags in 2022 (2024 edition of the
Joint Employment Report).

2022 flags new flags in 2022

Equal opportunities

Early leavers from education and training 3 0

Individuals’ level of digital skills 6 0

Young NEET rate 3 1

Gender employment gap 2 0

Income quintile ratio 5 2

Fair working conditions

Employment rate 1 0

Unemployment rate 0 0

Long-term unemployment rate 2 1

GDHI per capita growth 0 0

Social protection and inclusion

At-risk-of-poverty or social exclusion rate 6 5

At-risk-of-poverty or social exclusion rate for children 3 2

Impact of social transfers on poverty reduction 7 4

Disability employment gap 7 3

Housing cost overburden 2 2

Children aged less than 3 years in formal childcare 7 0

Self-reported unmet need for medical care 4 3

2.6 Outlook and Possible Paths

At the time of writing, the main legacy of the Covid aftermath and the Ukrainian war
is high inflation, while GDP growth seems to be only mildly effected. The policy
response to high inflation, however, will have an impact on the real economy as
well. In this subsection we compare earlier and currently available forecasts from the
OECD Economic Outlook to show how the region is expected to cope in the near
future.

Besides the data, we present three forecasts, that were published in 2021 December,
2022 June, and 2023 June. The first is the last one made before the Ukrainian war,
relying data until the mid-2021. The second, while not actually including data from
2022, was published after the war broke out, incorporating some of its effects into
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Fig. 2.17: GDP forecasts
Data: OECD (2023a, 2022, 2021), authors’ calculations.
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the forecast. Finally, the last and current round is based on data until 2023, with the
knowledge of which immediate risks did or did not materialise during the first phase
of the conflict. Data are available at the annual frequency, hence the occasionally
large differences between forecast rounds.

Figure 2.17 shows the data and forecasts for GDP. Comparing the 2021 and 2022
projections, the latter shows the expected impact of the war. In most cases (except for
Slovenia), we see a lower GDP path in the later forecast. In retrospect, this has hold
up remarkably well, with the available data and the new, 2023 forecast tracking the
2022 paths quite closely. The major exception is Bulgaria, where 2021 turned up to be
a much better year than even the 2022 projection nowcasted. In Slovakia, the revision
was also dramatic, but even with the faster rebound after Covid the post-2022 path
seems to track well with the 2022 forecast. Overall, the OECD projects continued
economic growth in 2023 and 22024 across the region. The effect of the war led to
lower growth rates for the majority of the CEEE, but recessions for the most part are
not expected (with the exceptions of Estonia and Hungary).

As we discussed repeatedly, inflation (Figure 2.18) has proved to be a surprise
compared to the 2021 December forecast. In most countries, it has proved to be higher
and more persistent than the 2022 projections (Poland and Slovakia are exceptions).
This is reflected in the projected evolution of long bond yields (Figure 2.19), which
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Fig. 2.18: Inflation forecasts
Data: OECD (2023a, 2022, 2021), authors’ calculations.
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are in the last forecast almost universally above the 2022 projections. Inflation is now
the main economic challenge for the CEEE in the near future.
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Fig. 2.19: Forecast for interest rates
Data: OECD (2023a, 2022, 2021), authors’ calculations.
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2.7 Lessons and Recommendations

The current economic crisis, caused by Russia’s aggression on Ukraine, has followed
a previous major crisis episode, the Covid-19 pandemic. As such, there is a strong
parallel with the EU’s two-phase crisis in 2008-12, when the originally global financial
crisis evolved into an EU specific sovereign debt crisis.

Unlike during the GFC, the CEEE seems to have recovered from the first phase
of the current crisis (the Covid-19 shock) quickly, with minor exceptions of a
few countries and variables. Looking deeper, however, one can discover important
additional vulnerabilities in the context of energy and food prices and supply security.
Equally importantly, the seemingly quick and successful recovery from the previous
shock did put a significant burden on policies and (fiscal) policy space and has created
new imbalances. Broad inflationary pressures were evident in the whole CEEE group
already before the war broke out. While inflation and public debt rose significantly,
there was hope towards the end of 2021 that these imbalances would be gradually
resolved over the coming years. The attack on Ukraine upended these optimistic
expectations.

The most important source of economic exposure to the war was due to fossil
energy import dependency. With the exception of Romania (and partially Croatia and
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Poland), the rest of the CEEE relied almost completely on imported oil and gas . In
case of natural gas, Russia was the exclusive or dominant source, with the exceptions
of Latvia and Slovenia. In case of oil, imports are more diverse, but even here Russia
was the most important source for the majority of the countries. Though there was a
significant reduction in the energy intensity of the CEEE in the decade before the
war, the fossil share in their energy mix had remained stubbornly high.

As a final element to understand how prepared the CEEE was to face a next
economic shock, we looked at the status of their coping capacities (resilience).
Relative to the GFC, most CEEE had significantly better resilience characteristics
both at the onset of the Covid-19 and the Russian aggression crises. However, the
resilience picture of 2021 compares less favourably to the pre-Covid period. Together
with inflation pressures, the buildup of some imbalances, and an uncertain economic
environment, these may foreshadow a less quick recovery from the shock of the war
than it happened after Covid-19. In terms of household finances and social cohesion
factors, the CEEE situation is relatively good, though increasing levels of political
polarisation may represent a major future challenge.

At the onset of the shock, two major risks were associated with fossil dependence
on Russia. First, an abrupt halt of Russian imports of natural gas (and to a lesser extent,
oil) were thought to lead to catastrophic consequences for industry, and households
in the winter. Second, disruptions to the oil and gas markets were expected to lead to
much higher prices, exacerbating the inflation problem. In hindsight, expectations of
large-scale shutdowns of industry and freezing households proved to be exaggerated.
European countries reacted more flexibly to both the quantity and price shock than
anticipated. While in the majority of the CEEE the Ukrainian war lead to either a
recession or a slowdown of the recovery from Covid, the recession is fairly shallow,
and with the exceptions of Estonia, Hungary and Latvia, it also seems to be highly
transitory. The picture nevertheless changes noticeably when one looks at real Gross
Domestic Income, which accounts better for changes in the terms of trade (like the
case of an energy price shock for importers).

Overall, the main impact of the war seems to be on inflation, with a much smaller
and mostly transitory decline in economic activity. It is as yet too early to say how
persistent inflation will remain. Decreasing energy prices and monetary tightening
are contributing to declining inflation across the region, but the pace and magnitude
varies significantly. Also, inflation may have had a heterogeneous impact on the
population, as different income groups faced differential exposure to food and energy
price hikes.
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Chapter 3
The Energy Markets: Current Situation and
Possibilities for Stabilisation

Jakub Głowacki, Anna Gomola, Michał Król, Łukasz Mamica, and Monika
Mazur-Bubak

Abstract The chapter outlines the consequences of Russia’s attack on Ukraine in
February 2022 on the energy market with a focus on Central and Eastern European
countries. The influence of energy prices on the competitiveness of the economy is
illustrated with examples from chemicals and chemical products manufacturing, as
well as paper and paper products manufacturing. Additionally, the chapter discusses the
characteristics of changes occurring as part of the transition towards renewable energy
sources and their participation in the energy mixes of Central and Eastern European
countries. The chapter also reviews actions aimed at mitigating the consequences of
the increase in energy prices, with particular reference to the solutions in Poland.

3.1 Introduction

The Russian invasion of Ukraine in February 2022 triggered a chain of consequences
for Europe’s energy security and widely understood energy politics. The energy
crisis compromised the competitiveness of energy-intensive industries on the global
market. Above all, the steep increase in gas prices led to worse economic indicators
in countries where gas was dominant in the energy mix (such as Germany and Italy).
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The influence of the energy prices on the economy’s competitiveness is illustrated
with chemical and chemical products manufacturing and paper and paper product
manufacturing. This comparative analysis comprises data on the EU level, focusing
on Poland and the Czech Republic, i.e., two neighbouring countries characterised
by different energy mixes (coal-based power in Poland and nuclear power in Czech
Republic).

The chapter will also discuss the changes occurring as part of the transition
towards renewable energy sources and the participation thereof in the energy mixes
of Central and Eastern European Countries (CEEC), with a particular emphasis on
developments in the sector in 2022, in the aftermath of the war.

Compared to other countries in the region, the need for prompt independence
from the Russian fossil fuels supply, following the war outbreak in Ukraine posed
a comparatively minor challenge for Poland and Czech Republic. This was due to
their high levels of energy security: Poland mines its own coal and has sufficient gas
resources to cover a third of its requirements; the Czech Republic, on the other hand,
relies predominantly on nuclear power and has its coal reserves.

The subsequent parts of this chapter review the actions aimed at mitigating the
consequences of the increase in energy prices. To offer a historical context, the authors
discuss strategies applied during the fuel crisis of the 1970s and compare them with
the gas crisis in 2022. A particular emphasis is placed on the systemic actions in
Poland, i.e., programmes such as ‘Clean Air’ (with a budget of 23.7 billion euro),
‘My Heat’ (offering subsidies for the installation of heat pumps in new single-family
houses) and ‘My Electricity’ (designed to support individual PV micro-installations).
The chapter concludes with a presentation of the concept of energy insecurity. In
addition to its theoretical dimension, the authors discuss how the situation of people
unable to heat their homes changed between 2022 and the preceding year, before the
Russian invasion of Ukraine.

3.2 Changes in the Pricing of Energy Supplies

Russia’s aggression in Ukraine, which started in February 2022, triggered a steep
increase in energy prices in European markets. In the second half of 2022, gas prices
for EU household consumers were, on average, 79.5% higher than in the preceding
year (Figure 3.1). The highest increase was recorded in Latvia (256.5%) and the
Netherlands (208.9%); the lowest – was in Slovakia (17.8%) and Hungary (14.6%).
In Poland, gas prices for household consumers increased by 44.5%.
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Fig. 3.1: Gas prices for household consumers: bi-annual data (2018 to 2023) in EU
27 (average) and Poland in EUR per kilowatt-hour.
Data: Eurostat (2023d), authors’ calculations.

Within a year of the outbreak of the war, gas prices for non-household consumers
increased by 105.8% in the entire EU and by 137% in Poland (in comparison to prices
in the second half of 2021). The steepest increase was recorded in Romania (241.3%)
and Hungary (224.5%). The disproportion in Hungary between the increase in prices
for household consumers and for other users is particularly noteworthy (14.6% vs
224.5%). France and Ireland, on the other hand, experienced the lowest rate increase
for non-household consumers – 53.7% and 50%, respectively.

Fig. 3.2: Gas prices for non-household consumers: bi-annual data (2018 to 2023) for
EU 27 and Poland in EUR per kilowatt-hour.
Data: Eurostat (2023e), authors’ calculations.
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Compared to the same period the preceding year, in the first half of 2023, gas
prices for non-household consumers increased by 26.9% on average in the EU (Figure
3.3). Nonetheless, the disproportion between particular countries was notable, with
Hungary and Slovakia experiencing an increase (85.3% in the former and 66.4% in
the latter), while in Denmark and Lithuania, prices dropped (by 40.6% and 27.4%
respectively). In Poland, gas prices for non-household consumers increased by 38.6%
in the analysed period.

Fig. 3.3: Change in natural gas prices for non-household consumers, including all
non-recoverable taxes and levies, from the first half of 2022 to the first half of 2023.
Data: Eurostat (2023e), authors’ calculations.

In the second half of 2022, electricity prices for household consumers in the EU
were 58.5% higher on average than during the preceding year (Figure 3.4). As in
other cases, the dynamics of change varied with individual countries. The steepest
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increase was recorded in Greece (186.9%) and Denmark (144.8%); in Hungary and
Bulgaria, on the other hand, the increase amounted to 8.1% and 5.2%, respectively.
The surge in household energy prices continued into 2023: Compared to the same
period a year earlier, the analysis of the data from the first half of 2023 showcases a
price increase of 102.8% in the Netherlands and 99.3% in Lithuania. Six countries,
however, recorded a decrease in electricity prices for household consumers in that
period, ranging from 0.2% in Poland and 1.4% in Sweden to as much as 34.8% in
Greece and 40.5% in Spain.

Fig. 3.4: Electricity prices for household consumers: bi-annual data (2018 to 2023)
in EU 27 and Poland in EUR per kilowatt-hour.
Data: Eurostat (2023b), authors’ calculations.

Fig. 3.5: Electricity prices for non-household consumers: bi-annual data 2007–2023.
Data: Eurostat (2023c), authors’ calculations.
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The average increase in electricity prices for non-household consumers in the
EU between the second half of 2021 and the corresponding period in 2022 was
higher than that for household consumers, reaching 92.6% (Figure 3.5). The countries
that recorded the highest increase in this regard were Romania (200.4%), Lithuania
(154.6%), and the Czech Republic (133.3%). The lowest increase rates were recorded
in France (52.7%) and Finland (44.3%). In Poland, the increase rate oscillated around
62.8%, i.e., 49% higher than prices for household consumers. In the first half of 2023,
the highest increase rates in comparison to the same period in 2022 were noted in
France (109,9%), Luxembourg (101.4%) and Croatia (97.2%). The steepest decrease
rates (above 30%) were recorded in Bulgaria (33.5%), Greece (34.8%) and Spain
(38.7%).

3.3 The Impact of Energy Prices on Energy-Intensive Industries

Energy is considered the driving force of the economy, playing a key role in every
aspect of it and impacting on economic growth (Ayres & Warr, 2005; Stern & Kander,
2012). It is also essential to the production and delivery of almost all goods and
services. Energy-intensive industries are the following: the steel sector, extraction
and mining, chemical industry, and industrial processing of products such as paper
and cellulose (Makridou, Andriosopoulos, Doumpos & Zopounidis, 2016). These
branches profoundly influence the shape of industrial policy, which also encompasses
the principles of sustainable development (Dolfsma & Mamica, 2020). Companies
representing energy-intensive industries are particularly vulnerable to increases in
energy pricing, as energy costs constitute the main component of their cost structures.
Moreover, fluctuations in the prices of energy and its resources affect not only
operational costs but may also lead to a decrease in a company’s competitiveness in
the international market.

The ongoing energy crisis resulted in a negative supply shock, which, in turn,
took its toll on the economy in the entire EU — particularly on energy-intensive
industries. Given that there are no forecasts prognoses of significant decreases in
energy prices in the upcoming years, we should by all means develop solutions
to enable Central European companies to maintain their competitiveness on the
international market. According to Eurostat data, overall employment and industrial
production in the EU in 2022 exceeded the 2021 levels despite the rapid growth
in energy prices. However, the situation, is different in energy-intensive sectors,
which constitute a vital component of the EU economy. As stated above, the energy
crisis compromised competitiveness of the energy-intensive industries in the context
of the global economy. Moreover, these industries also face additional challenges
inherent in its pursuit of sustainable development, energy effectiveness and reduction
in greenhouse gas emissions. Energy-intensive industries are, in fact, key to achieving
climate neutrality in the EU by 2050.

A country’s energy mix strongly affects its industrial production. The energy
mixes of the countries most affected by the crisis, i.e., Germany and Italy, are based
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on natural gas. The market production dynamics of the German chemical industry
decreased by 14% within a single year. However, the same sector in Poland recorded
a positive dynamic of 3.5% (Eurostat, 2024).

This section discusses the situation in the selected energy-intensive sectors in
the EU (aggregated approach), and more specifically in Poland and the Czech
Republic. The choice is not accidental: Poland and the Czech Republic are small,
open economies, but their means of securing energy broadly differ. While Poland
resorts primarily to coal, the Czech Republic relies mainly on nuclear energy. The
analysis of the situation in energy-intensive sectors will focus on the manufacturing
of chemicals and chemical products as well as that of paper and paper products. Each
of these requires a particular proportion of raw materials to produce goods. The
chemical industry uses natural gas, solar energy, and oil and petroleum products. In
the paper industry, on the other hand, the operation of the production machinery
requires a large quantity of electricity; the central part is consumed during the paper
web drying process. The analyses are based on the monthly data for the overall market
production in the selected sectors, covering the period between January 2001 and
August 2023.

Fig. 3.6: The dynamics of market production for the manufacturing of paper and
paper products in the EU between 2001 and 2023
Data: (Eurostat, 2024), authors’ calculations.

As illustrated by Figures 3.6 and 3.7, both the chemical and paper production
sectors have recently experienced the lowest average value of market production
dynamics since the 2008 crisis, when the entire continent was struck by recession.
Moreover, the situation of energy-intensive industries in 2023 was, in fact, worse than
during the Covid-19 pandemic.

As illustrated by Figures 3.8 and 3.9, the chemical industry in both Poland and
the Czech Republic has had the lowest market production dynamics since the 2008
recession. Moreover, Poland is shown to have lower production dynamics than the
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Fig. 3.7: The dynamics of market production for the manufacturing of chemicals and
chemical products in the EU between 2001 and 2023
Data: (Eurostat, 2024) authors’ calculations.

Fig. 3.8: The dynamics of market production for manufacturing of chemicals and
chemical products in the Czech Republic between 2001 and 2023
Data: (Eurostat, 2024), authors’ calculations.

Czech Republic – this is directly linked to its energy mix, which is less optimal than
that of its neighbour.

As shown in Figures 3.10 and 3.11, the paper and paper products industries in
both Poland and the Czech Republic have recently recorded the lowest value of
market production dynamics since the 2008 recession in Europe. Similarly to the
chemical sector, Poland’s paper and paper products industry is characterised by lower
production dynamics than the Czech Republic, which is linked to its suboptimal
energy mix.

During the crisis period, EU countries experienced large fluctuations in energy
prices. Therefore, their governments ought to respond by designing solutions and
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Fig. 3.9: The dynamics of market production for manufacturing of chemicals and
chemical products in Poland between 2001 and 2023
Data: (Eurostat, 2024), authors’ calculations.

Fig. 3.10: The dynamics of market production for the manufacturing of paper and
paper products in the Czech Republic between 2001 and 2023
Data: (Eurostat, 2024), authors’ calculations.

mechanisms to support energy-intensive industries in the EU. In doing so, the
governments should arrive at a common solution applicable to all EU countries.
The solution, however, should not be based on unconditional energy subsidies for
energy-intensive industries, as this would be a costly fiscal measure.
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Fig. 3.11: The dynamics of market production for the manufacturing of paper and
paper products in Poland between 2001 and 2023
Data: (Eurostat, 2024), authors’ calculations.

3.4 The Role of Renewable Energy Resources in Shaping Energy
Security in Selected Central-Eastern European Countries

Regarding energy transformation, the countries of Central-Eastern Europe (CEE)
are characterised by a certain ‘delay’ compared to their more developed Western
neighbours. The roots of this disparity are easily traced back to their earlier economic
systems, in which energy was obtained mainly from solid fuels (Pakulska, 2021).
Solid fuels indeed continue to play a significant role in the energy structures of CEE
countries, especially Poland, Slovakia, the Czech Republic, Bulgaria and Hungary.

In Poland, the energy sector is still predominantly based on the combustion of
lignite and hard coal (Marks-Bielska, Bielski, Pik & Kurowska, 2020). For many
years, the Polish government strongly supported the coal industry, which was directly
reflected in its reluctance to commit to decarbonisation. The interests of the coal
regime are protected by a network of connections between the Polish government and
coal-mining companies, many of which are owned by the state (Brauers & Oei, 2020).
As coal has been in use in Poland for over a century (Kochanek, 2021), it remains a
powerful barrier to a larger scale implementation of renewable energy. This, in turn,
leads to further consequences, e.g. the deterioration of air quality (Król & Gomola,
2022). The Polish ‘carbon culture’ stands strong not only due to the reluctance to
challenge the current state of affairs, but also because of the fear of changes that
would require a large-scale transformation of infrastructure (Juszczyk & Shakeel,
2020). It should also be emphasised that Poland continues to be one of the global
leaders in hard coal and lignite mining (Kochanek, 2021). In the EU, Poland is the
leader in hard coal mining and ranks second in terms of lignite mining (Brauers &
Oei, 2020).
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In 2022, the consumption of hard coal in the EU totalled 160 million tonnes,
marking an 11% decrease compared to 2019 (Eurostat, 2023). Hard coal continues to
be traded and consumed by all EU countries excluding Malta. In 2022, Poland and
Germany were its largest consumers, contributing 38% and 25%, respectively, to the
EU’s overall hard coal consumption. Together, these two nations accounted for nearly
two-thirds of the total consumption, with Italy, the Netherlands, France, Spain and the
Czech Republic following suit (Eurostat, 2023). Six countries within the EU dominate
the consumption of brown coal, accounting for 97% of the total usage. Among them,
Germany takes the lead with 46%, followed by Poland at 19%. Other significant
consumers include the Czech Republic (11%), Bulgaria (10%), Romania (6%) and
Greece (5%). These nations collectively comprise the overwhelming majority of
brown coal consumption in the EU (Eurostat, 2022).

It is necessary to emphasise that Poland and the Czech Republic had already
had high levels of energy security before the outbreak of war. Poland’s energy
independence is indeed secured by the large proportion of coal in its energy mix; it is,
moreover, capable of covering a third of its gas requirements with its own production
(Jonek-Kowalska, 2022). Similarly, the Czech Republic has the capacity to cover all
its energy requirements with coal; added to that, the large share of nuclear energy in
the country’s mix strongly contributes to its energy independence (Jonek-Kowalska,
2022). In this case the Czech Republic has implemented additional measures to
reduce its reliance on Russia in the nuclear power industry. This includes opting
to change the supplier of nuclear fuel for the Temelín Nuclear Power Plant and
reclaiming ownership of the vital Czech nuclear company Škoda JS from an entity
associated with the Kremlin (Dębiec, 2023). In contrast, Slovakia, having suspended
its hard coal mining activity, imports all its coal supplies from Russia and Ukraine. In
Hungary, natural gas remains the principal source of energy, although, its domestic
gas production is continuously decreasing, currently amounting to 2 billion m3 each
year. This amount covers about a fifth of the country’s overall gas requirements;
the remainder is imported mainly from Russia (Kochanek, 2021). Nevertheless, the
problem of dependency on Russian imports did not pertain only to the CEEC – it
indeed affected the EU in its entirety. Examining product categories in 2021, energy
emerged as the EU’s primary import from Russia, constituting 62% of the EU’s
imports from Russia that year and amounting to =C99 billion (Eurostat, 2022b).

Researchers point to nuclear energy as indispensable in eliminating solid fuels
(Brook et al., 2014). Yet, as of now, only a few CEEC have tapped into the potential of
their own nuclear energy: Bulgaria, the Czech Republic, Hungary, Romania, Slovakia
and Slovenia (IRENA, 2023). However, considering long-term energy security and
climate goals, it appears necessary to accelerate the investment in renewable energy
sources: in the OECD countries, the energy security risk is decreased by wind power,
hydroelectricity and overall renewable energy sources (Cergibozan, 2022). These
sources have the potential to cover two thirds of global energy requirements and thus
contribute to reducing the emission of greenhouse gases, which is crucial for the
goals of limiting the increase in global temperature to 2 degrees by 2050 (Gielen et
al., 2019) and abandoning fossil fuels, as stated in the final agreement of COP28 in
Dubai.
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Table 3.1: Total installed renewable energy capacity in MW (2015–2022)
Data: based on IRENA (2023)

Country / year 2015 2016 2017 2018 2019 2020 2021 2022 Change
(%) 2015-
2022

Capacity
increase

Bulgaria 4136 4145 4289 4316 4319 4364 4532 5205 26% 1069

Croatia 2713 2793 2916 2979 3068 3255 3490 3593 32% 880

Czech Republic 4214 4212 4278 4271 4373 4451 4552 4934 17% 720

Estonia 594 607 615 609 716 829 1012 1178 98% 584

Hungary 1077 1048 1224 1630 2288 3024 3906 3926 265% 2849

Latvia 1782 1778 1796 1779 1826 1826 1823 1965 10% 183

Lithuania 693 768 787 836 859 937 1159 1617 133% 924

Poland 6919 7881 7982 8301 9361 12275 16457 21242 207% 14323

Romania 11212 11162 11145 11169 11169 11121 11120 11141 -1% -71

Slovakia 2384 2397 2385 2330 2431 2377 2406 2406 1% 23

Slovenia 1419 1409 1479 1474 1512 1612 1704 1878 32% 459

Table 3.1 presents the levels of installed renewable energy capacity in eleven CEEC
between 2015 and 2022. The choice of 2015 as the starting point stems from the
fact that one year prior, in 2014, Russia annexed Crimea. That turn of events should
have alerted country leaders that a future cooperation in the energy market between
their respective states and Russia might be threatened -– and thus, they should have
taken action to make their economies independent from external supply. Considerable
investments in renewable energy sources were made by Poland, where between 2015
and 2022 installed renewable power increased by 14.323 MW i.e., by 207%. The
decisive factor behind this steep growth was the interest of individual consumers in
solar energy (Igliński et al., 2023). Nonetheless, when analysing this type of data,
it should be noted that energy consumption significantly differs between countries;
hence, for the purpose of comparative analysis, we ought to look primarily at the
percentage changes rather than the values of installed capacity. To offer an example,
according to the International Energy Agency, in 2021, Poland consumed 171.3 TWh
of electric energy, and Estonia – only 9.4 TWh (IEA, 2022). Yet, this is due to the
fact that Poland’s population is substantially larger. The upward trend is observed in
each analysed country aside from Romania. Percentage values demonstrate that the
country which did most in terms of renewable investments was Hungary, where, over
seven years, the installed capacity was increased by 265%. Poland comes second with
a 207% increase, followed by Lithuania, where renewable capacity grew by 133% in
the analysed period.

Each country uses different renewable energy technologies, as illustrated by Table
3.3 Croatia, Latvia, Romania, Bulgaria, Slovakia and Slovenia are characterised
by the prevalence of installed hydropower (percentage-wise in comparison to other
types of installed power in a given country). Poland, the Czech Republic, Hungary
and Estonia, on the other hand, source most of their renewable energy from solar
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Table 3.2: Renewable energy technologies in 2022 (installed capacities in %).
Data: based on IRENA (2023)

Country / year Hydropower Wind Solar Biogas Solid biofuels Geothermal Renewable
municipal
waste

Bulgaria 48,1% 13,5% 37,4% 0,6% 0,3% - -

Croatia 61,2% 29% 5,1% 1,6% 2,7% 0,3% -

Czech Republic 22,6% 6,9% 53,2% 7,5% 9,2% - 0,6%

Estonia 0,8% 26,7% 45,4% 0,9% 18,8% - 7,2%

Hungary 1,5% 8,3% 76,1% 2,2% 11,2% 0,1% 0,7%

Latvia 81,8% 6,9% 2,9% 2,9% 5,5% - -

Lithuania 7,2% 50,3% 35,1% 2,3% 3,8% - 1,2%

Poland 4,6% 37,6% 52,6% 1,2% 3,8% - 0,2%

Romania 59% 27,1% 12,7% 0,3% 1% - -

Slovakia 67,1% 0,2% 22,3% 3,4% 6,8% - 0,2%

Slovenia 62,5% 0,2% 33,7% 1,6% 2,1%* - -

power, and the major part of Lithuania’s installed power is wind technology. It is
worth noting that some CEEC utilise solid biofuels – especially Estonia (18.8%),
Hungary (11.2%) and the Czech Republic (9,2%). 7.2% of Estonia’s installed power
is renewable municipal waste. Nevertheless, the CEEC (such as Poland) which are
largely founded on unstable wind and solar power are likely to encounter an array of
challenges not long from now (Pakulska, 2021); this is why it is necessary to devise
strategies of balancing future domestic energy production when solid fuels will no
longer be an option.

The CEEC are yet to face a lengthy process of energy transformation – one that
will require new investments in domestic energy technologies, developing production
infrastructure for renewable energy, and expanding information and communication
technology. These ought to be financially supplemented by investments in electronic
waste management – proportionately to the growing share of renewable energy in
the energy structure (Pakulska, 2021). In the CEEC long term actions to support
the development of renewable energy sources paired with nuclear power might be
decisive in achieving energy security, ensuring low price levels and, thus, improving
the livelihood of disadvantaged citizens while contributing to attaining ambitious
climate goals.
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3.5 Instruments to Mitigate the Consequences of Energy Crises

3.5.1 The Consequences of the Energy Crises

An economic crisis will likely have far-reaching ramifications affecting various
social, economic and political aspects. Typical economic repercussions include higher
energy prices, limited supply, changes in the labour market, and decreased economic
growth (Hauser, Schönheit, Scharf, Anke & Möst, 2021; Hutter & Weber, 2022;
Simionescu, Radulescu, Balsalobre-Lorente & Cifuentes-Faura, 2023; Nosova, 2022;
Kennedy, 2022). Utilising data from several sectors of the German economy to
assess the short-term consequences of an energy crisis, Hauser et al. (2020) found
that energy crises had already deeply affected industrial production in the short
term. Even though the sales of energy-intensive sectors could improve their situation
immediately after the Russian aggression on Ukraine, the decrease in production
will result in further future damage. Sectors such as steel, chemicals or glass are
usually at the beginning of production chains, which implies their macroeconomic
impact. Furthermore, an energy crisis is likely to inflict social and environmental
consequences, including increased pollution and deeper energy poverty (Halkos
& Gkampoura, 2021; L. Mamica, Glowacki & Makiela, 2021; Karpinska et al.,
2021). At this point, explaining the importance of energy poverty would be worth
explaining. However, there is no single, universally accepted definition of this concept.
In developing countries, energy poverty tends to be perceived in terms of access to
more sophisticated sources of energy than the burning of solid fuels by households
(Sadath & Acharya, 2017). A different approach assumes that energy poverty occurs
when fuel costs to maintain satisfactory heating conditions exceed 10% of income
(Boardman, 1991).

On the other hand, energy crises may prompt some positive changes in the economy,
such as new priorities in energy policy and the development of new technologies
(Arner, Barberis & Buckley, 2015; Mårald, 2010; Passarelli, Bongiorno, Cucino &
Cariola, 2023; Zemtsov, 2020).

3.5.2 Similarities to the Oil Crisis of the 1970s

Schramm (2023) identifies similarities between the oil crisis in the 1970s and the
recent gas crisis in 2022. The 1970s crisis was the sum of complex factors affecting
the global oil market. In October 1973, the Yom Kippur War — also known as the
‘Oil War’ -– broke out. It was a military conflict between Israel and a coalition of
Arab countries, especially Egypt and Syria, that began on the holiday of Yom Kippur
on October 6th, 1973. As a retort against the US and other countries for their support
of Israel, the Arab countries introduced an embargo on oil supply to the US, Canada,
the Netherlands, the UK and Denmark, among others. As a result, oil prices on the
global market soared drastically. Many countries resorted to improving their energy
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effectiveness to mitigate the crisis, promoting energy saving and seeking alternative
energy sources. Reforms were introduced to reduce their dependence on oil imports.

Two powerful impulses drove the gas crisis of 2022. Firstly, the economies of
individual countries were visibly recovering after the Covid period and, thus, in need
of energy resources. Following the pandemic, gas was at record low prices, and as the
dynamic of economic growth rose, so did the pressure to increase the prices of energy
resources. At the same time, Russia strove to limit the supply, which contributed
to higher prices. The second impulse for a rapid price increase was the Russian
aggression in Ukraine, as it compromised Russia’s position at the international level
and jeopardised the credibility of Gazprom as a partner. The limited availability of
natural gas in Europe and many countries’ long-standing dependence on Russian gas
spurred the price increase further.

Table 3.3: Comparison between the 1973 and 2022 crises
Data: Based on Schramm (2023)

Oil crisis of 1973 Gas crisis of 2022

Conditions and
their observed
explanatory values

Functional pressures are intense due
to the ‘weakest link’ problem and
deficiencies of previously existing
domestic capacities.
Political impulses: weak due to the
asymmetry in the repercussions of
the crisis, which resulted in different
countries having different ‘external’
options and lacking regional
political leadership.

Functional pressures are intense due
to the ‘weakest link’ problem and
deficiencies of previously existing
domestic capacities.
Political impulses: weak due to the
asymmetry in the repercussions of
the crisis, stemming from the lack of
energy solidarity in Europe and the
lack of regional political leadership.

Repercussions of
the crisis

There are no efforts to build a
supranational potential (inefficient
actions of the Commission about the
oil division mechanism and joint
negotiations with third parties).
Weak energy policy afflicting
everyone (higher prices for every
customer, unequal access to energy
resources).
Partial disintegration of Europe
(trade barriers between Member
States).

There are no efforts to build a
supranational potential (joint energy
purchase remains voluntary).
Insufficient supranational
regulations (mandatory energy
saving remains at a small scale).
Standard suboptimal policy (higher
prices for every customer, unequal
access to energy resources).
The primacy of domestic actions
(energy purchase, subsidies for
companies).

As demonstrated in Table 3.3, the fuel crisis in the 1970s and the gas crisis of
2022 were similar in their course and consequences. Both crises were characterised
by functional solid pressures, which stemmed from weak political impulses. What
needed to be improved was strong leadership on the supranational scale and the energy
necessary for solidarity to be more consistent. As a result, the repercussions of higher
energy prices afflicted all groups of customers, including individual households.
On the other hand, the commercial sector was subsidised in some countries, which
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disrupted the principle of competition and, eventually, deepened the stratification
between wealthy and disadvantaged countries.

3.5.3 Instruments for Mitigating the Crisis: the Example of Poland

Over the last few years, Poland has introduced governmental and municipal tools to
decrease household energy use. Thermo-modernisation programmes are widespread,
with the governmental initiative ‘Clean Air ’1 on the cutting edge. It is coordinated by
the National Fund for Environmental Protection and Water Management together with
the Ministry of Climate and Environment. Its primary purposes are to improve the
energy efficiency of buildings across Poland (with a particular focus on single-family
houses), help beneficiaries and their families to attain energy security and decrease
heating bills.

Before 2029, 103 billion PLN (23.7 billion EUR) will be dedicated to the
programme. Of this, 63.3 billion PLN (14.6 billion EUR) will be subsidies, and the
remaining 39.7 billion PLN (9.1 billion EUR) will cover loans with a preferential
interest rate. The programme aims to improve air quality and reduce the emission of
greenhouse gases by modernising heat generators and improving energy efficiency
in residential buildings. Its objectives include insulating and increasing the heat
efficiency of about 4 million houses, thermal modernisation, and replacing about
3 million obsolete out-of-class furnaces (which massively contribute to pollution)
with, e.g. low-emission boilers or heat pumps. The programme’s beneficiaries are
individuals who own or co-own single-family houses or apartments in single-family
buildings with a separate land and mortgage register. The programme is also dedicated
to individuals who have obtained permission to begin constructing a new single-
family house, but before the house enters into service. The programme’s priority is
to support the most disadvantaged families; therefore, the subsidy amount depends
on the income, and the calculation method was drawn from an earlier governmental
programme for family support: ‘Family 500+.’ The current subsidy cap is a yearly
income per household below 135,000 PLN (31,000 EUR), regardless of its sources.
The EU funds, emission charges, own resources of voivodeship-level Funds for
Environmental Protection and Water Management, thermo-modernisation relief,
and the Thermo-Modernisation Fund finance the programme. About 83% of Polish
municipalities participate in the programme.

A further example is the ‘My Heat’ programme, which offers subsidies for heat
pumps in new single-family houses. Their owners can apply for funding to purchase
and install a pump. The programme’s goal is propelling the development of individual
heating systems and pro-consumer energetics in the area of air, water and ground
source heat pumps in new single-family houses; it also aims at increasing the share
of the renewable energy sources in the final energy consumption. Consequently,
the programme is designed to curtail emissions from the attempts to heat single-
family houses with ineffective means of utilising fossil fuels. The funding within the
framework of the ‘My Heat’ programme is available to owners and co-owners of
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new single-family houses. To qualify, the building ought to achieve a higher energy
standard. The maximum amounts of funding are 7,000 PLN (1,600 EUR) for an
air-to-air or air-to-water heat pump and 21,000 PLN (4,800 EUR) for a ground source
pump.

Another governmental programme is ‘My Electricity’ supporting individual PV
micro-installations. Its goal is to bolster energy production via PV installations (and,
in consequence, expand the share of renewable energy sources in the final energy
consumption), increase the individual consumption of generated electricity by storing
it in electrical or thermal energy storages, and to improve the effectiveness of energy
management. The funding is available for installations between 2 and 10 kW of
installed power, and its maximum amount is 20,500 PLN (4,700 EUR), half of the
qualified cost, of which 4,000 PLN (920 EUR) is the subsidy for just the PV installation.
Additional funding will be available for the installation’s supplementary components
and energy storage. In 2022, there were over 866,000 PV micro-installations in
Poland, and 1.5% of the overall electricity generated originated from PV.

The ‘Warm Apartment’ programme aims to improve energy efficiency in multi-
apartment residential buildings. It enables apartment owners to apply for funding in
their respective municipalities. It is designed to support the purchase and installation
of modern, efficient heating systems, replacing ineffective, solid fuel-based heat
sources. After successfully installing a new system, the beneficiaries are eligible for
additional funding to replace outdated, poorly insulated window joinery with new,
draft-proof equivalent, effectively keeping the heat inside. ‘Warm Apartment’ is a
supplementary programme, and the principle underlying its implementation is its
combination with thermal modernisation and improving energy effectiveness.

The primary purpose of the ‘Warm Apartment’ programme is to improve air quality
and reduce greenhouse gas emissions as a result of replacing ineffective heat sources
with new technologies and improving energy efficiency in more than 80,000 residential
units in multi-apartment buildings. The programme also supports the installation of
central heating, domestic hot water, mechanical ventilation with heating recovery, as
well as the installation and operation of gas-fired condensing boilers, higher-standard
wood pellet boilers (i.e., fuelled by low-ash granulate manufactured from wood
waste and compressed under high pressure, such as sawdust, shavings or chips),
electric heating, air to water and air to air heat pumps, as well as access to a shared,
efficient heat source. The programme’s primary beneficiaries are municipalities, which
receive appropriate funding from the voivodeship-level Funds for Environmental
Protection and Water Management. Then, the municipalities set the deadlines for
submitting the final beneficiaries’ applications, that is, individual residents of a given
municipality who are legal owners or have limited property rights of a residential
unit in a multifamily building. Having accepted and evaluated the applications, the
municipalities sign grant agreements with the beneficiaries. The average subsidy per
residential unit is conditioned on the beneficiary’s income and falls between 15,000
and 39,999 PLN (3,400–9,200 EUR).
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3.5.4 Energy Insecurity

The security of energy supply has long been deemed essential in developing countries.
The interrelation between energy supply security and a state’s developmental prospects
became notably evident in the wake of the fuel crises, such as the oil crisis of the
1970s, which led to a rapid increase in inflation and inhibited development processes
(Le & Park, 2021), making researchers aware of the robust relationship between a
stable energy supply and the correct functioning of states in both the economic and
military spheres. Currently, reflecting on political security without referring to a
state’s energy security is quite difficult. The definitions and terms characteristic of
this domain pertain either to the question of internal security and living conditions
(Boateng, Balogun, Dada & Armah, 2020; Hernández, 2015;Hernández, 2016;
Hernández & Siegel, 2019), or to geopolitical relations – that is, on the level of the
state’s energy system (Chester, 2010; Sovacool, 2016). An important perspective
is perceiving access to energy as a stipulation for human development based on
addressing widely understood human needs. As early as the 1980s, this topic was
discussed by Schumacher, who argued that energy access is fundamental to all
human activity because it constitutes a prerequisite for all wares and, thus, it was an
essential ingredient of life, like air, water and the soil (Auty, 2007, Ouedraogo, 2013;
Schumacher & Kirk, 1982).

On the other hand, it has been emphasised since the 1980s that developed countries
consume energy that exceeds the level necessary to achieve maximum prosperity.
This, in turn, significantly contributes to the deterioration of the state of the natural
environment (Dietz, Rosa & York, 2009; Goldemberg, 1990; Rao & Min, 2018).

At present, it is implausible to discuss energy security or the lack thereof in any
other way than in the context of sustainable development. This notion is directly
addressed by the seventh goal of the UN Development Programme: ‘Affordable and
Clean Energy’ (United Nations, 2022). This goal should be considered one of the
leading challenges for the globalised world economy. Following World War II, it was
agreed that the economic interdependence between states offered the best means for
political stabilisation and conflict prevention. The post-war period saw a considerable
population growth – and with it came increased energy requirements. Currently, about
15–20 countries are exporting energy and supplying oil and gas to the rest of the
world. The remaining countries are forced to rely on imports to maintain their energy
capacity (Le & Park, 2021).

The 2008 recession, the COVID-19 pandemic and Russia’s invasion of Ukraine
unmasked the global energy system’s vulnerability to economic and political crises.
It is worth considering the vast research analysing the harmful consequences of the
economic development that is contingent on using the country’s natural resources,
in particular sectors such as mining and forestry. The analyses demonstrate that in
countries relying on their natural resources, these unfavourable consequences are
correlated to lower economic development levels than in other countries. Moreover,
the populations of such countries tend to more frequently experience problems related
to the health sector. It has been observed that these countries are likely to form
authoritarian governments (Auty, 2007;Bulte & Damania, 2008; James & Aadland,
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2011; Sachs & Warner, 2001), which led them to coin the term for this problem:
‘the curse of natural resources’ (Dauvin & Guerreiro, 2017). The contingency of
an economy on natural resources is linked to an array of anomalous phenomena
hindering development, such as an excessive focus on unstable and unsustainable
mining or the tendency to resort to the so-called ‘energy blackmail’ – inflicting
pressure on trade partners by threatening to cut down on the supply (Freudenburg,
1992; Freudenburg & Gramling, 1998).

The concept of energy insecurity on the household level, i.e., about the situation
of individual citizens, was preceded by research on extreme cases of energy deficit.
The idea of ’energy poverty’ was applied to analyse the situation of people trying
to secure the necessary amounts of energy at a reasonable price. Numerous studies
deploying various methods have been dedicated to describing and quantifying the
scale of energy poverty. They incorporated, e.g. calculations based on the share of
energy-related expenses in individual incomes and the ratio of income to the amount
of energy-related expenses (Meyer, Laurence, Bart, Middlemiss & Maréchal, 2018;
Moore, 2012). Some studies have identified instances of excessive undercutting of
energy consumption to keep the bills down, thus pointing to the phenomenon of
hidden energy poverty (Cong, Nock, Qiu & Xing, 2022).

These studies were then expanded and modified to introduce the concept of
energy insecurity. It is generally agreed that this concept is more comprehensive than
energy poverty due to its definition of the inability to sufficiently meet basic energy
needs on the household level (Hernández, 2016). Owed to its broad character, the
concept of energy insecurity applies to issues related to energy prices, availability
(infrastructure), required amounts, the proximity (or the lack thereof) of its source,
reliability and ‘cleanness.’ The concept also encompasses the utility of the available
energy and the broad consequences of its deficits, both temporary and long-term
(Boateng et al., 2020; Hernández, 2016; Hernández & Siegel, 2019; Cook et al., 2008;
Wilkinson et al., 2009). Initially, it was formulated based on the research concerning
food security in developing countries (Cook et al., 2008); however, the concept of
energy security ought to be perceived as particularly closely related to the actual
living conditions of individuals, regardless of the terminology classifying countries
as ‘developed’ or ‘developing.’ The characteristic specificity of the field is patent,
for instance, in the so-called ‘heat or eat dilemma’ (Bhattacharya, DeLeire, Haider
& Currie, 2003; Frank et al., 2006; Nord & Kantor, 2006). Another crucial aspect
is the emphasis on access to ‘clean’ – that is, renewable – energy sources. Boateng
argues that access to clean energy is critical to achieving sustainable development and
alleviating the disproportionate susceptibility to diseases among the most vulnerable
women, children and infants (Boateng et al., 2020). Researchers agree that the concept
of energy insecurity incorporates various aspects characteristic of the sustainable
development goals (UNEP, 2015) and, as such, it contributes to the seventh goal
of the UN Development Programme, i.e., ‘Affordable and Clean Energy’(United
Nations, 2022).

The concept of energy insecurity is founded on premises about societal and
environmental justice, emphasising fair distribution not only about income but also
about energy access. As noted by Swope and Hernández, low-income citizens are
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likely to experience difficulties covering their energy bills while living in energy-
inefficient houses cumbersome to heat (Hernández, 2016; Hernández & Siegel,
2019).The experience of energy insecurity among some US citizens is closely related
to their socioeconomic status; also leading to the deterioration of their wellbeing,
afflicting their physical and mental health alike (Hernández, 2016). Similarly, studies
conducted in France also point to a correlation between access to energy and citizens’
health (Lacroix & Chaton, 2015; Lacroix & Jusot, 2014). Research has uncovered
lower self-esteem among people experiencing energy deficits, with the most frequent
health issues being problems related to sleep, exacerbation of asthma, worse mood,
or even depression (Hernández, 2016; Hernández & Siegel, 2019; Lacroix & Chaton,
2015; Meyer et al., 2018; Sovacool, 2016). Some studies reveal further dramatic
consequences of the deficits, pointing to increased mortality in the winter months in
Europe (Healy, 2003).

Currently, affordable access to renewable energy (or, at least, ‘clean’ energy)
required to heat and light the living space and to be able to cook ought to be considered
a prerequisite for a safe and dignified existence. The research cited from the US and
Europe testifies to the fact that the lack of energy security compromises people’s
ability to meet basic human needs: energy insecurity not only deprives people of
adequate shelter but also negatively affects other areas of their lives, such as nutrition,
education, employment opportunities and health (Nussbaum, 2004).

Table 3.4: The inability to keep houses adequately warm in selected CEEC between
2021 and 2022
Data: Eurostat (2022c)

Country / year 2021 2022 2022 vs. 2021

Bulgaria 23,7% 22,5% -1,20%

Croatia 5,7% 7% 1,30%

Czech Republic 2,2% 2,9% 0,70%

Estonia 2% 3,4% 1,40%

Hungary 5,4% 4,7% -0,70%

Latvia 4,9% 7,1% 2,20%

Lithuania 22,5% 17,5% -5,00%

Poland 3,2% 4,9% 1,70%

Romania 10,1% 15,2% 5,10%

Slovakia 5,8% 7,1% 1,30%

Slovenia 1,7% 2,6% 0,90%

Between 2021 and 2022, the percentage of people unable to sufficiently heat
their houses in the CEEC increased, on average, by 0.7% (Table 3.4). The worst
decline was reported in Romania and Latvia, where the numbers rose by 5.1% and
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2.2%, respectively, in the analysed period. Poland noted a 1.7% increase; however,
in Lithuania, Bulgaria and Hungary, the number of people struggling with energy
insecurity decreased by 5%, 1.2% and 0.7%, respectively. It must be emphasised
that these values are contingent on the diverse activities in energy subsidies, such as
financial shields or grants, offered by governments in each of those countries.

3.5.5 Policy Implications

The mitigation of the consequences of an energy crisis in the CEEC can encompass a
variety of instruments and activities aimed at improving energy security, increasing
energy efficiency, diversifying energy sources, or bolstering the resilience of energy
systems against potential threats.

The primary defence mechanism against an energy crisis is the diversification of
energy sources – notably, the development of renewable energy sources (Makiela,
Mazur & Glowacki, 2022). Technologies sourcing solar energy, hydropower or
biomass can contribute to the reduction of the dependency on a single type of fuel.
Another crucial component is launching and running programmes aimed at improving
energy efficiency in individual households, industry, construction, and the public
sector by decreasing energy demand (Economidou et al., 2020).

A significant challenge is the necessity for a stable legal framework, including
regulations that encourage investments in renewable energy sources that would be both
pro-consumer and attractive to commercial investors. This type of legal framework
would significantly contribute to the development of the energy sector (Kampas,
Rozakis, Faber & Mamica, 2021). Additional funding for energy-related projects
would also be beneficial in this context: governmental programmes supporting
investment in new energy sources and modernising the infrastructure accelerate the
energy transformation processes in economies relying on traditional energy sources.
In the CEEC, it is furthermore crucial to decrease low emissions. Research shows
consumers are willing to pay more if that means transitioning to renewable energy
sources (Ł. Mamica, 2021).

The final link, albeit no less important, is education and the popularisation of
energy-related topics. Raising awareness of energy efficiency and the benefits of
using renewable energy sources can influence consumer habits (Szczygieł & Śliwa,
2023), and this, in turn, reduces pressure on fossil fuels-induced global warming.
The declarations made at the COP28 in Dubai demonstrate no long-term alternative
to decarbonisation. What is also important is that a reduction in purchasing energy
supplies from Russia will compromise Moscow’s capacity to conduct aggressive
politics of territorial expansion.
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3.6 Conclusion

The Russian invasion of Ukraine in 2022 led to significant destabilisation of energy
markets in Europe. Particularly high increases were seen in gas prices. This has
resulted in a worsening of the competitiveness of energy-intensive industries in
Europe. The protective shields aimed at offsetting some of the price increases for
a selected group of consumers had significant budgetary costs. The subsequent
stabilisation of energy carrier prices, especially natural gas, allows for a slightly
more optimistic outlook on the economic development of Europe than in the first
half of 2022. At the same time, new energy supply channels bypassing Russia have
been established, especially through the expansion of the infrastructure for receiving
liquefied natural gas delivered by sea. High energy prices also led to an increase
in the level of energy poverty throughout the CEEC. A more effective solution is,
however, to reduce the energy intensity of households, through building insulation for
example, rather than subsidising energy prices. The latter is only a temporary solution.
Moreover, it does not provide additional benefits associated with achieving emission
reduction targets and mitigating the negative consequences of climate change.
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Chapter 4
Inflation Shock and Monetary Policy

Szilárd Benk, Péter Horváth and Norbert Szepesi

Abstract The war in Ukraine triggered the most substantial surge in inflation rates
in decades, posing a formidable challenge for the central banks of Central and
Eastern Europe (CEE) to curb inflation without compromising the ongoing post-
Covid recovery. This chapter provides a brief discussion of the factors contributing
to the inflationary pressure and evaluates the monetary policy responses in the
region. The root cause of the inflationary pressure lies primarily in supply-side
shocks disrupting international trade channels as a consequence of the war. Countries
with loose monetary conditions witnessed the most pronounced spike in inflation
rates in the aftermath of the war. Despite these challenges, central banks responded
promptly, implementing aggressive interest rate hikes, keeping monetary conditions
tight throughout 2022 and well after inflation rates began to decrease in 2023.
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4.1 Introduction

The conflict in Ukraine, unfolding against the backdrop of a fragile geoeconomic
landscape, sent shockwaves through the global economy. As highlighted by Caldara,
Conlisk, Iacoviello and Penn (2022), the geopolitical tensions and uncertainty
stemming from the war resulted in a contraction of global output by approximately
1.5 percent, accompanied by a substantial increase in inflation rates, averaging
nearly 1.3 percentage points of excess inflation. Echoing similar sentiments, Liadze,
Macchiarelli, Mortimer-Lee and Sanchez Juanino (2023) estimate that the war may
have contributed to an excess inflationary pressure of about 2 percentage points on a
global scale.

As the geographically closest countries to the conflict zone, the nations in the
Central and Eastern European (CEE) region find themselves particularly vulnerable
to the shocks emanating from the war in Ukraine and the subsequent imposition
of sanctions. This manifests in the form of excess inflationary pressure pushing up
rates to multi-decade highs and supply-side contractions leading to a reduction in
output. The task of monetary authorities in the region is not only to curb inflation
and restore price stability but also to navigate this process cautiously, ensuring that
their measures do not harm the already fragile growth potentials. The region’s central
banks have responded with aggressive interest rate hikes, effectively taming the
rapidly rising inflation rates. Despite economic growth falling below pre-pandemic
levels, the prospect of a ‘soft landing’ remains attainable for the region (IMF, 2023a).

In Section 4.2 we provide a short summary of the inflation developments and their
determinants following the Covid crisis, factors that shaped the economies of CEE
countries before the onset of war-related shocks.

In Section 4.3, the examination delves into the processes underlying the inflation
shock, identifying demand-side and supply-side shocks in 4.3.1 over time, decom-
posing the evolution of the headline inflation rate into its sub-components in 4.3.2,
and exploring factors such as wage dynamics and exchange rates in 4.3.3 and 4.3.4
respectively.

Subsequently, in Section 4.4 the assessment of monetary policy in the region is
conducted, with 4.4.1 describing interest rate hikes, 4.4.2 discussing policy stance
through the scope of real interest rates and their deviation from the equilibrium, and
4.4.3 briefly examining the possibility of a soft landing.

Finally, in Section 4.5 a comprehensive evaluation of our findings is presented.

4.2 Background: The Aftermath of the Covid Crisis

The period leading up to the pandemic was marked by relatively stable inflation
developments in the CEE countries, although inflation exceeded the target in some of
the non-euro area inflation-targeting countries. Concurrently, the monetary policy
stance was characterized by low interest rates, with real rates predominantly in
negative territory.
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The impact of the Covid-19 shocks on economic activity and financial markets
prompted aggressive monetary policy responses, such as policy rate cuts, foreign
exchange intervention, liquidity operations, lending programs, and asset purchases,
both within the CEE region and globally. Conventional easing measures were
constrained by low interest rates and global financial conditions, leading to an
increasing implementation of unconventional measures in many countries. Variations
in monetary policy responses among countries were influenced by several factors,
including differences in the policy framework and scope. The significant policy
accommodation in response to Covid-19, including the use of unconventional tools,
ultimately aided in mitigating the economic harm. These actions have been extensively
documented by Király, Csontó, Jankovics and Mérő (2022) for the CEE countries.

The economic recovery from the pandemic saw a growing inflationary trend on a
global scale. Inflation not only reemerged after more than a decade of unusually low
and stable inflation following the Global Financial Crisis, but it also caught many off
guard. The drivers of this new inflation surge are concisely summarized by Agarwal
and Kimball (2022), who identified five key factors: Firstly, supply chain bottlenecks
that initially arose from lockdowns and mobility restrictions, leading to disruptions
in supply chains. Subsequently, this was exacerbated by the strong overall demand
stemming from the economic recovery. Secondly, a shift in spending patterns and a
change in demand from services to goods. Thirdly, an aggregate stimulus in the form
of substantial fiscal measures combined with monetary easing. Fourthly, a shock to
labor supply, with labor supply participation remaining below pre-pandemic levels in
several countries. Finally, supply shocks to energy and food.

Energy, commodity, and food prices, however, proved to be complex contributors
to inflation. The sharp increase in energy prices in 2021 can be attributed to a
multitude of factors, such as the robust recovery of global demand, production
cuts implemented by OPEC and non-OPEC countries, geopolitical tensions, and
natural disasters. Moreover, the shift toward renewable energy sources led to reduced
investments in fossil fuel extraction, constraining production and further escalating
the cost of fossil fuels, ultimately resulting in multi-year highs for oil and gas prices.
This mismatch between supply and demand led to a significant upsurge in energy
prices, which subsequently affected general consumer prices.

The outbreak of the war in Ukraine has triggered another wave of inflation shocks.
As both Russia and Ukraine are significant exporters of major commodities, the
disruptions brought about by the war and subsequent sanctions have led to steep
increases in global prices, particularly for oil and natural gas. Global food prices have
also surged due to the fact that Ukraine and Russia combined account for 30 percent
of global wheat exports. Additionally, regional agricultural prices have been affected
by the sharp rise in the cost of agricultural fertilizers, an energy-intensive product
heavily exported by Ukraine.
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4.3 The Inflation Shock and Drivers of Inflation

Figure 4.1 illustrates the differing regional inflation dynamics across CEE countries
during the 2020s. Inflation rates in the CEE countries peaked from the second half of
2022 to the early months of 2023. Slovenia exhibited the most modest peak inflation
rate, standing at merely 11.7%. Notably, Slovenia was the first country in the region
to stem the rise in inflation rates, achieving this milestone in July 2022. In contrast,
Hungary experienced the steepest inflation rate, recording 26.2% in January 2023.
Meanwhile, Serbia endured the most prolonged period of inflationary pressure, with
rates only beginning to recede after March 2023. We list the dates when headline
inflation peaked along with the respective inflation rates for each country in Table 4.1.

Fig. 4.1: Out of sync inflation dynamics
Data: Eurostat (2023d), authors’ calculations
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Table 4.1: Peak Inflation Rates
Data Eurostat (2023d), authors’ calculations

Country Month of Reaching Peak Peak Inflation Rate

Hungary 2023-01 26.2%

Estonia 2022-08 25.2%

Lithuania 2022-09 22.5%

Latvia 2022-09 22.0%

Czechia 2023-01 19.1%

Poland 2023-02 17.2%

Bulgaria 2022-09 15.6%

Serbia 2023-03 15.5%

Slovakia 2023-02 15.4%

Romania 2022-11 14.6%

Croatia 2022-11 13.0%

Slovenia 2022-07 11.7%

The severity of the inflationary pressure induced by the war shock appears to be
more country-specific, showing little correlation with the time it took to curb inflation
rates. Not only did the timing and magnitude of peaks differ, but Figure 4.1 also
illustrates regional inflation dynamics varying across countries during the 2020s.
This variation can be attributed to several factors. For instance, in many economies,
the demand contraction of the Covid shock was severe enough to induce deflation
throughout 2020 and early 2021, particularly in Estonia, Latvia, and Slovenia, while
some economies maintained positive inflation rates throughout the pandemic. Another
factor disrupting the synchrony of inflation rates is policy actions taken to alleviate
the welfare effect of rapid inflation on households. Examples include the price caps
implemented in Hungary or Croatia, which delayed the inflation surge.

In the following subsections we delve into the factors influencing the evolution of
inflation rates in the region. We explore the influence of supply-side and demand-side
factors on the inflation process within the countries of the CEE region. Subsequently,
in the next section, we evaluate the monetary policy actions taken to curb the process
of rapidly rising prices.

4.3.1 The Inflation Shock

Emerging markets in Europe are notably sensitive to global factors. For example,
fluctuations in commodity or energy prices have the potential to cascade through the
economy, resulting in an unprecedented surge in domestic inflation. Recognizing this
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vulnerability is crucial, emphasizing the need for policy responses to mitigate risks
and safeguard economic stability, given the interconnected nature of these markets
with the global economic landscape.

After the economic upswing of the 2010s, the outbreak of the coronavirus pandemic
brought the economies to a sudden stop across Europe. Stringent health regulations
prompted the implementation of travel restrictions, assembly bans, and measures to
minimize interpersonal contact. This resulted in a significant contraction in economic
activity, particularly in services such as international and domestic tourism, global
transportation, and entertainment, weakening the domestic demand at the same time.
Asymmetries within the global economy were also exacerbated by factors constraining
the supply side.

In the aftermath of the deep economic downturn, government interventions and
a pickup in activity have led to a recovery on the demand side, however, in many
cases, the supply side has struggled to meet the revived demand. One illustrative
example is the surge in demand for electronic devices during the pandemic, which
exceeded global chip manufacturing capacity. This led to an increase in waiting times
for chips to be incorporated into semi-finished products, which particularly affected
the automotive industry, a key sector in the CEE region. The surge in demand coupled
with constrained supply dynamics has led to an inflationary trend, causing an increase
in prices across various sectors.

In the second half of 2021, global economies encountered an upswing in commodity
and energy prices, departing from a previously stable low level. The outbreak of
the war in February 2022 further intensified this trend, causing a substantial rise in
commodity and energy prices, thereby upsetting the basic structure of economies.
The countries in the CEE region became particularly vulnerable to the consequences
of rising commodity and energy prices.

Using a Structural Vector Autoregression (SVAR) model to isolate demand and
supply-side shocks is an effective approach to conducting a historical decomposition
analysis of the effects of these factors on inflation. This model allows for a thorough
examination of the individual contributions of demand and supply shocks to inflation
dynamics, spanning from the onset of the pandemic to the aftermath of the energy
price hike. By disentangling demand and supply shocks, the SVAR model provides
valuable insights into the factors driving inflation during this pivotal period.

The vector autoregressive (VAR) process serves as a statistical model designed
to capture dynamic correlations among vectors of variables. In this method, vectors
containing variables are regressed on their lagged values, offering insights into the
temporal relationships and interdependencies among the variables over time.

However, in the SVAR setup, exogenous shocks in the economic context are
distinctly separated from the residuals, ensuring they are orthogonal and hence
uncorrelated. This characteristic facilitates the identification of exogenous structural
shocks such as demand and supply. Consequently, the effects of these identified
shocks can therefore be examined separately using the SVAR model.

The process is illustrated by the following structural form equation based on Kim
and Mehrotra (2017):



4 Inflation Shock and Monetary Policy 107

𝐵0𝑦𝑡 = 𝐵1𝑦𝑡−1 + ...+𝐵𝑝𝑦𝑡−𝑝 + 𝑒𝑡 . (4.1)

In this equation, 𝑦𝑡 represents the 𝑛×1 vector of endogenous variables at time 𝑡,
where 𝑛 is the number of endogenous variables, and 𝑒𝑡 is the 𝑛×1 vector of structural
disturbances. 𝐵𝑝 are the 𝑛×𝑛structural parameter matrices and 𝑝 denotes the number
of lags. 𝐵0 is an invertible matrix that facilitates the modeling of simultaneous
relationships among the endogenous variables within the system.

Based on this, the estimated reduced form model is expressed as follows:

𝑦𝑡 = 𝐴1𝑦𝑡−1 + ...+ 𝐴𝑝𝑦𝑡−𝑝 +𝑢𝑡 . (4.2)

In this equation, the matrices 𝐴𝑝 are 𝑛×𝑛 coefficient matrices, and 𝑢𝑡 represents
an error term with a covariance matrix

∑
𝑢. The relationship between the reduced

form and the structural form is delineated by 𝐴𝑖 = 𝐵−1
0 𝐵𝑖 for 𝑖 = 1...𝑝, where 𝐴𝑖 is the

𝑖-th lag coefficient matrix in the reduced form, and 𝑢𝑡 = 𝐵−1
0 𝑒𝑡 . This latter expression

establishes a connection between the errors of the reduced form and the structural
shocks.

The parameters of the structural equation can be obtained from the reduced
form equation in several ways, with the Cholesky decomposition standing out as
a widely embraced identification constraint. The Cholesky decomposition proves
effective by enabling the estimation of structural parameters through the imposition
of simultaneous zero constraints on the variance-covariance matrices of the residual
components within the reduced form. This approach is widely used due to its ability to
provide a clear and interpretable framework for assigning causality among variables,
fostering a more meaningful economic interpretation of the estimated structural
parameters (Sims, 1980).

The historical decomposition in SVAR is a valuable retrospective tool for under-
standing how different shocks influenced economic variables over time. This method
breaks down the historical development of shocks including those from the demand
and supply sides in our case, offering a clearer understanding of their specific impact
on observed outcomes. The idea is that all the time series in a VAR can be fully
decomposed into the contributions of the various shocks and an exogenous-baseline
component. By summing up these contributions and the baseline at any point in time
‘t’, the original time series can be reconstructed, providing a detailed view of the
evolving factors that shaped economic dynamics over the analysed period. To perform
historical decomposition, we followed the insights of Burbidge and Harrison (1985)
and Mumtaz and Rummel (2015).

The endogenous variables under consideration are the real GDP and the consumer
price index, both recorded as quarterly data spanning from 2010Q1 to 2023Q3.
To capture distinct effects in individual countries, VAR models were separately
estimated. To mitigate unit root presence, we applied logarithmic transformations
and first differences to each variable. Given the quarterly nature of the data, a lag
of 4 quarters was chosen in each case, balancing the need for adequate lag structure
against the risk of overfitting. The selection of an optimal model specification is
crucial to avoid overfitting, where excessive explanatory variables may cause the
model to fit noise, compromising estimation accuracy. Striking the right balance
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involves including sufficient lags to address autocorrelation concerns while avoiding
an excess that could lead to overfitting. As the recursive structure requires an ordering
of the two variables, we performed the Cholesky-ordering of real GDP followed by
CPI in every case.

Following our estimation, we provide a historical decomposition of consumer
prices in the CEE region, offering insights into the contributions of supply and
demand shocks to price dynamics during specific periods. Our findings indicate that
following the outbreak of the pandemic, demand-side factors played a predominant
role in shaping price dynamics, with the collapsing demand generating notable
deflationary pressures. On the other hand, post-2021, with the resurgence of domestic
demand and persisting supply-side bottlenecks, supply-side factors emerged as the
primary contributors to the observed increase in consumer prices.

Fig. 4.2: Historical decomposition of supply and demand shocks - Bulgaria, Croatia,
Czechia and Estonia
Data: Eurostat (2023b); IMF (2023b), authors’ calculations
Note: The solid lines represent the inflation shocks retrieved from the residuals of the
SVAR models. The bars represent the share of supply-side and demand-side shocks.
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As depicted in Figure 4.2, a temporary decline in consumer prices occurred across
most countries in 2020. While demand-side factors predominantly influenced this
decline, supply-side factors also played a role in several countries. Nonetheless, it
can be declared that, mainly, the demand-side factors were the primary drivers of
consumer price dynamics in the CEE region during 2020.
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Fig 4.2 Cont.: Historical decomposition of supply and demand shocks - Hungary,
Latvia, Lithuania and Poland
Data: Eurostat (2023b); IMF (2023b), authors’ calculations
Note: The solid lines represent the inflation shocks retrieved from the residuals of the
SVAR models. The bars represent the share of supply-side and demand-side shocks.
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By the end of 2020, the demand side experienced a recovery, largely attributed
to active governmental support and the easing of stringent epidemical regulations.
However, from 2021 onwards, supply-side constraints were the main factors that
fuelled the rise in consumer prices across the countries under review. Production-side
bottlenecks, such as challenges in global logistics networks, escalated container
shipping costs, and increased raw material and energy prices, have likely also
contributed to this upswing, as well as the drought experienced over the Summer
of 2022 in some European countries. In addition to supply-side factors certain
countries including Bulgaria, Croatia, Hungary, Latvia, Poland, and Slovenia, have
also experienced the influence of demand-side factors fuelling consumer prices. In
many cases, this influence was driven by substantial fiscal stimulus, materialised in
rising trends in consumption and investment.

Consumer prices were already on the ascent throughout 2021 across all countries
in the CEE region, but based on quarter-on-quarter data, in most cases, the peak
occurred in 2022 or early 2023. By 2023, the regional pattern had undergone a shift.
Many countries experienced a normalization of consumer prices; in some cases,
prices even started to decline, while in others, prices continued to rise, albeit at a
slower pace. The drivers behind price dynamics in 2023 also varied across the region.
In certain cases, such as Czechia, Lithuania, Poland, and Slovakia, the supply side
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emerged as the primary driver steering the normalization in prices. While in other
countries, like Estonia and Latvia, the demand side also played a role. Furthermore,
in places like Croatia or Slovenia, both the supply and demand sides contributed to
the further increase in consumer price levels in 2023.

Fig 4.2 Cont.: Historical decomposition of supply and demand shocks - Romania,
Serbia, Slovakia, Slovenia
Data: Eurostat (2023b); IMF (2023b), authors’ calculations
Note: The solid lines represent the inflation shocks retrieved from the residuals of the
SVAR models. The bars represent the share of supply-side and demand-side shocks
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4.3.2 Decomposition of Inflation Rates

Following up on our analysis, we examine the decomposition of headline inflation
rates to further uncover factors behind the series of supply shocks observed from
2022. We decompose the evolution of the headline inflation process to illustrate
the contributions from core inflation, food, and energy inflationary processes. This
analysis provides insights into the extent to which countries in the region were
exposed to the impact of the energy shortage resulting from sanctions on Russia,
as well as the constraints on access to affordable agricultural imports due to trade
disruptions caused by the war. To conduct this analysis, we employ a simple panel
regression with country and year-fixed effects.1 We estimate the equation

1 Our sample for the estimation runs from January 1996 to December 2023 in an unbalanced panel.
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𝐶𝑃𝐼𝑖,𝑡 = 𝛽1𝐶𝑂𝑅𝐸𝑖,𝑡 + 𝛽2𝐹𝑂𝑂𝐷𝑖,𝑡 + 𝛽3𝐸𝑁𝐸𝑅𝐺𝑌𝑖,𝑡 + 𝛿𝑖 +𝛾𝑡 + 𝜖𝑖,𝑡 , (4.3)

where 𝛿𝑖 are country fixed effects, 𝛾𝑡 are annual fixed effects and 𝛽 𝑗 are the weights
of each component in the headline inflation rate.

Using the regression coefficients from our estimation, we calculate the share of
core, food, and energy inflation in the headline rate, and plot them from 2019 to the
end of our sample. This can be seen in Figure 4.3.

Fig. 4.3: Contribution of Core inflation, Food, and Energy prices to headline inflation
rates - Bulgaria, Croatia, Czechia and Estonia
Data: Eurostat (2023d), authors’ calculations
Note: The solid lines are the headline HICP inflation rates for each respective country,
and the colored bars indicate the share of each component accounted for within
headline inflation.
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During the period preceding the war, inflation rates remained relatively low and
stable from 2019 to 2020. However, a discernible inflationary pressure began to
accumulate, possibly attributable to the demand-pull effect resulting from the easing
of lockdowns and the excess demand generated by pandemic-related relief measures.
Across the majority of countries in the region (e.g., Croatia, Czechia, Hungary,
Lithuania, Poland, Romania, Serbia, and Slovakia), this trend is unsurprisingly
driven by an upward-sloping trajectory in core and food inflation rates. Notably, in
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Fig 4.3 Cont.:Contribution of Core inflation, Food, and Energy prices to headline
inflation rates - Hungary, Latvia, Lithuania and Poland
Data: Eurostat (2023d), authors’ calculations
Note: The solid lines are the headline HICP inflation rates for each respective country,
and the colored bars indicate the share of each component accounted for within
headline inflation.
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some countries, energy prices have already started to constitute a more substantial
proportion in the composition of the headline HICP inflation rate.

The share of energy prices in the headline HICP remained negligible across our
sample in the years leading up to the war shock. However, following the shock, it
significantly increased in proportion, likely a consequence of the EU’s sanction policy
severing the region from Russian fossil fuel supplies (see Chapter 1). It’s crucial to
note that our estimates reflect the direct impact of energy prices on the headline HICP,
encompassing for example elevated heating and automotive transportation costs for
consumers. This, however, underestimates the true impact of the energy shortage on
inflation rates, as it should have a substantial indirect effect on the prices of other
goods due to increased producer prices. This indirect impact can be observed to some
extent in core inflation rates, which also exhibit an upward-sloping trend following
February 2022, most prominently in Hungary.

Food prices experienced a drastic increase as a consequence of the war shock,
emerging as the largest contributor to headline inflation rates in the subsequent
months. Preceding the outbreak of the war, food prices already accounted for a
substantial proportion of the headline HICP, with their evolution closely mirroring
that of the core inflation rate, both maintaining relatively low and stable trajectories.
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Fig 4.3 Cont.: Contribution of Core inflation, Food, and Energy prices to headline
inflation rates - Romania, Serbia, Slovakia, Slovenia
Data: Eurostat (2023d), authors’ calculations
Note: The solid lines are the headline HICP inflation rates for each respective country,
and the colored bars indicate the share of each component accounted for within
headline inflation.
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The disruption of trade induced by the war and subsequent sanction policies resulted
in a notably steeper upward-sloping trend in food prices. By the end of our sample
(November/December 2023), the excess inflationary pressure stemming from the
shortage of cheap agricultural goods had mostly subsided. However, its impact appears
to be more persistent than the direct effect of the energy crisis.

4.3.3 Wages and Inflation

Beyond dissecting the inflation rate into its sub-components, additional factors hold
significance in the context of inflation. Real wages, tracking the changes in the
purchasing power of consumers adjusted for inflation, play a crucial role. If real
wages fall behind inflation, there is a risk of a decline in the standard of living
for workers. Conversely, the evolution of real wages has implications for firms as
well. When nominal wages grow faster than the inflation rate, it can contribute to
excess inflationary pressure–a phenomenon known as wage-push inflation. In such
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instances, businesses face escalating labor costs, further driving up prices and creating
a price-wage spiral effect.

To track changes in wages, we construct a real wage index from 2001 using
quarterly industry aggregates sourced from Eurostat. The process involves three
main steps. Firstly, we compute the total nominal wage volume of sectors B-N and
determine hourly average wages in current price Euros based on employment statistics.
Secondly, we adjust these figures using the implied GDP deflator, calculated as the
ratio of nominal to real GDP. Finally, we calculate the change in real wages compared
to the annual average of 2021, providing a basis for assessing wage fluctuations
during the war in comparison to pre-shock levels. The results of these calculations
are presented in Figure 4.4 below.

Fig. 4.4: Change in real wages compared to pre-war levels
Data: Eurostat (2023c, 2023a, 2023b), authors’ calculation
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The data presented in Figure 4.4 suggests a lack of substantial evidence supporting
significant wage-push inflationary pressure. By the end of our sample, noticeable real
wage growth is apparent in countries like Bulgaria, Czechia, Latvia, Poland, Romania,
and Serbia. However, this upward trend in wage growth only gained momentum
following the inflationary pressure starting to ease in 2023. Only Czechia and Poland
experienced positive real wage growth in 2022. In the rest of the CEE countries,
wage growth barely outpaced or even lagged behind rising prices. Estonia, Hungary,
Lithuania, and Slovakia experienced the least alignment with inflationary pressure in
terms of wage growth. Hungary, having faced the steepest inflation rates in the region,
witnessed the largest contraction in real wages. However, labor markets in Hungary
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seem to have rebounded, as the decline in real wages is far less substantial in 2023
than it was in the previous year. On the other hand, labor markets in Estonia and
Slovakia seem to struggle despite encountering more modest inflationary pressure, as
real wages are on the decline in 2023 as well. The labor market of Lithuania seems to
stagnate around -4 percent real wage growth both in 2022 and 2023. In Slovenia’s
case, despite relatively early and low-rate inflation curbing in the region, the labor
market contraction was relatively large, and wages have not yet managed to outpace
inflation in 2023.

4.3.4 Exchange Rates and Inflation

Another important factor in the evolution of inflation rates is the external balance.
Given that the region is comprised of small open economies, the prices of interna-
tionally traded goods have significance for their price levels. Exchange rates play a
pivotal role in this context, influencing the cost of imports and exports. Fluctuations
in exchange rates can directly impact the prices of goods traded globally, affecting
the inflation dynamics of these economies. Exchange rates, in turn, are determined
by various factors, such as interest rates, economic fundamentals, or political and
market sentiments. For instance, raising interest rates–as seen across the board from
regional central banks–appreciates the domestic currency. This makes the price of
imports relatively cheaper, however at the cost of shrinking exports, overall resulting
in a demand contraction.

Countries engage in bilateral trade with numerous foreign economies, utilizing
various currencies. An invaluable tool for gauging the impact of exchange rate
movements is a composite indicator, such as the real and nominal effective exchange
rates (REER and NEER), published by the Bank for International Settlements (BIS).
These BIS indicators offer a more comprehensive perspective by considering a basket
of currencies. This approach takes into account the multilateral aspects of trade and
minimizes the distortionary effects of individual currency fluctuations. The inclusion
of inflation differentials in the REER further refines the analysis, allowing for a more
accurate evaluation of the real purchasing power of these small open economies in
response to changing exchange rates. Overall these indices are a valuable tool in
assessing the external vulnerability of these countries. In Figure 4.5, we show how
real and nominal exchange rates changed over time, compared to their pre-inflation
shock levels observed in January of 2022.
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Fig. 4.5: Change in effective exchange rates compared to pre-war levels
Data: BIS (2023), authors’ calculation
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Over the long run, we observe a widespread appreciation in exchange rates, likely
reflecting the impact of aggressive interest rate hikes taking effect 2. However, the
transmission in 2022 seems more moderate, with a number of countries showing
depreciation in their exchange rates. The degree of depreciation (or appreciation) in
these effective exchange rates, to some extent, indicates the susceptibility of countries
to external shocks. The widespread real appreciation can be attributed to the inflation
adjustment in the construction of the index. The largest depreciation could be observed
in Hungary, indicating the most significant exposure to being cut off from the Russian
energy supply.

4.4 Monetary Policy Stance

Monetary authorities in the region were quick to respond to the surge in inflation rates
and implemented aggressive interest rate hikes as depicted in Figure 4.6. In response
to rapidly escalating prices, the cummulative change in interest rates over the span of
2022 and 2023 ranged from 3.2 percentage points in Czechia to 9.3 percentage points
in Hungary.

Prior to delving further into the analysis of interest rates, it is important to define
the metrics we use for measuring interest rates movement. Our primary focus is

2 Monetary policy actions and changes in interest rates are illustrated in the following section.



4 Inflation Shock and Monetary Policy 117

on tracking the changes in policy rates as closely as possible in each country. This
is straightforward for Bulgaria, Czechia, Hungary, Poland, Romania, and Serbia,
as they operate with independent currencies, affording them full monetary policy
independence. While the definitions of policy rates may vary to some extent among
these countries, each case typically involves a short-term interest rate. We source the
policy rates of these countries from the International Financial Statistics database of
the International Monetary Fund.

In the case of CEE countries that have joined the Eurozone, interest rates have been
governed by the European Central Bank (ECB) since their accession. To effectively
monitor short-term interest rate changes influenced by shifts in policy rates, both
preceding and following Eurozone entry, we use 3-month interbank interest rates for
these countries, data which is published by the OECD. Consequently, interest rates in
these countries increased by a total of 4.5, aligning with the policy set by the ECB.

4.4.1 Nominal Rates before and during the War

In order to have a baseline understanding of the severity of the inflation shock and
subsequent aggressive policy action, we calculate the total change in interest rates
from the start of the war in February 2022 to the end of our sample in December
2023. We show this cumulative change in Figure 4.6.

Fig. 4.6: Cumulative change in interest rates from the onset of the war
Data: IMF (2023a); OECD (2023), authors’ calculations
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The most modest increases in policy rates were observed in Bulgaria, Poland, and
Czechia. In Bulgaria, the slight uptick in the policy rate by 3.8 percentage points can
be attributed to the influence of the currency board and its fixed exchange regime.
Notably, Bulgaria’s policy rate only began experiencing incremental adjustments
in the latter months of 2022. Apart from Bulgaria, the Central Bank of Serbia
commenced its policy rate increases relatively late compared to other regional central
banks, initiating the process in April 2020. Since then, the policy rate has been raised
to 6.5 percent. Before raising the policy rate, the Central Bank of Serbia employed
monetary tightening by withdrawing liquidity from the markets through repo auctions
(NBS, 2022).

The Central Bank of Poland initiated incremental interest rate hikes in 2021,
before the onset of the war, aiming to temper excess demand following the easing of
pandemic-related restrictions. Consequently, the policy rate in Poland reached 2.25
percent in January 2022 and was gradually raised further to 6.75 percent. However,
with inflation steadily cooling off, the Central Bank of Poland shifted its stance and
commenced interest rate reductions in the fourth quarter of 2023, currently standing
at 5.75 percent.

Preceding the war shock, central banks in the region proactively implemented
measures to tighten monetary conditions, aiming to mitigate excess demand resulting
from the relaxation of lockdown measures and pandemic-related government relief
programs. As seen in Poland, raising the policy rate could be observed in Czechia,
Hungary, and Romania as well. In line with Polish monetary policy, Romania initiated
its policy rate increase in October 2021. Starting from 1.25 percent, the Central Bank
of Romania raised interest rates in three steps by 75 basis points leading up to the war
shock. Subsequently, the Romanian policy rate was incrementally raised to 7 percent
by January 2023.

The central banks of Czechia and Hungary were the earliest to implement tighter
interest rate conditions, beginning in June 2021. However, in the months following
the war shock, the trajectories of interest and inflation rates diverged for these two
countries. In Czechia, the central bank aggressively raised the policy rate steeply
from near zero to 3.75 percent by January 2022. Consequently, monetary conditions
in the country were relatively tight compared to other regional counterparts at the
onset of the war. As such, attributed to the already tight policy conditions pursued by
their central bank, Czechia experienced the smallest increase in its policy rate in the
months following the war shock.

Hungary, facing the steepest inflation rates in the region, adopted an exceptionally
tight interest rate policy, as depicted in the graph above. Leading up to the war,
the central bank incrementally raised rates from a relatively low 0.6 percent to 2.9
percent by January 2022. However, unlike the Czech case, the relatively tight pre-war
monetary policy proved insufficient to halt the rapidly rising inflation. Consequently,
the Central Bank of Hungary had to implement more aggressive interest rate hikes,
resulting in a steeper upward trend in interest rates. This led to the highest interest
rate in the region, reaching 13 percent by September 2022, a level maintained for
a full calendar year. The tight monetary conditions managed to steer inflation on
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a downward trajectory, and consequently, starting from October 2023, Hungary,
alongside Poland, initiated a phase of easing interest rates.

4.4.2 Equilibrium Real Rates and Policy Stance

While the assessment of policy rates has clear implications for policy stance and the
severity of the inflation shock, thus far we only described changes in nominal interest
rates. However, the evaluation of real interest rates provides a more comprehensive
understanding of interest rate policies, taking into account inflation adjustments.
Moreover, determining an optimum level for real interest rates can vary not only
across countries but also over time. We extend this section by assessing policy stance
through real interest rates and examining their deviation from equilibrium real rates.

First, for our analysis, we define real interest rates approximating the Fisher (1930)
equation as

𝑟𝑡 = 𝑖𝑡 − 𝜋𝑡+1, (4.4)

where 𝑟𝑡 is the real rate, 𝑖𝑡 is the nominal rate and 𝜋 (𝑡 +1) is the one month ahead
year-on-year inflation rate.3

Determining the equilibrium level of the real interest rate can be approached by
various methodologies as shown in Ruch (2021). While multivariate approaches,
such as Dynamic Stochastic General Equilibrium models or Time-Varying-Parameter
Vector Autoregressions incorporating multiple economic factors and sophisticated
frameworks are arguably more comprehensive, however, they can be computationally
intensive. To maintain streamlined, parsimonious, and feasible estimations with the
available data, we opt for estimating the equilibrium real rate as the trend component
extracted from a univariate model.

A widely used method for estimating the long-run trend and cycle components of
time series is the Hodrick-Prescott (HP) filter, as proposed by Hodrick and Prescott
(1997). While the HP filter has faced criticism over the years for potential spurious
dynamics, unreliability in estimates at the boundaries, and arbitrary parametrization,
several papers, including works by Nelson and Nelson and Plosser (1982), Harvey
and Jaeger (1993), Cogley and Nason (2013), and more recently Hamilton (2018),
have raised concerns. Despite these criticisms, the HP filter remains a valuable tool in
academia and policymaking, with no clearly superior alternative identified. Notably,
authors such as Drehmann and Yetman (2018) and Moura (2022) actively advocate
for its continued use.

While acknowledging the potential drawbacks of the methodology, we choose to
base our equilibrium estimates on the HP filter. To address some of its limitations,
we adopt a real-time (one-sided) HP filter approach for estimating the long-run real

3 Traditionally, real rates can be calculated by subtracting current-period expected inflation from the
nominal interest rate. To some extent, this might over or undershoot our approximation of the real
rate by a small margin, depending on the volatility of inflation. However, due to a lack of access to
expected inflation rates, our approximation using one-month ahead inflation is the closest possible
with the available data.
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interest rate trend (equilibrium real interest rate) in each country. An illustrative
advantage of the real-time estimation approach over the full sample (two-sided)
method is evident when considering, for instance, the estimation of the equilibrium
real rate for January 2022. The two-sided approach utilizes data beyond January 2022
— information not available at the time of the estimate — while the one-sided HP filter
relies only on data available up to each given time period t. This approach, to some
extent, helps mitigate spurious dynamics introduced by the two-sided estimate and
aligns with the perspective of policy authorities, capturing the equilibrium real rate
measurement from their contemporaneous vantage point. These estimated equilibrium
real rates can be seen in Figure 4.7.

Fig. 4.7: Historical equilibrium real rates
Data: Eurostat (2023d); IMF (2023a); OECD (2023), authors’ calculations
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Historically, equilibrium real rates have followed relatively similar trajectories
across these countries. Before the Global Financial Crisis (GFC), natural rates were
generally positive but exhibited downward-sloping trends. During the GFC, real rates
necessary for economic stabilization saw substantial jumps, reaching, in some cases,
above 10 percent (e.g., in Latvia or Romania). The post-GFC era was characterized
by near-zero or often negative equilibrium real rates until the onset of the Covid-19
pandemic. The pandemic-induced recession led to a further drop in real rates to
stabilize the economies. Across all countries in the CEE region, the equilibrium
real rate fell below -10 percent by the start of the war. Following the war shock,
significant real rate adjustments were required to curb inflation, resulting in steep
upward-sloping trends in the natural rates.
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To assess the stance of policymakers, we plot the difference between the equilibrium
real rates seen in Figure 4.7 and actual real rates calculated by Equation 4.4. We plot
these real interest rate gaps from 2020 in Figure 4.8.

Fig. 4.8: Deviation from the natural real rates from 2021
Data: Eurostat (2023d); IMF (2023a); OECD (2023), authors’ calculations

RO RS SI SK

HU LT LV PL

BG CZ EE HR

20
21

20
22

20
23

20
21

20
22

20
23

20
21

20
22

20
23

20
21

20
22

20
23

20
21

20
22

20
23

20
21

20
22

20
23

20
21

20
22

20
23

20
21

20
22

20
23

20
21

20
22

20
23

20
21

20
22

20
23

20
21

20
22

20
23

20
21

20
22

20
23

-2.5
0.0
2.5
5.0

-2.5
0.0
2.5
5.0

-2.5
0.0
2.5
5.0

These real interest rate gaps serve as indicators of policy stance. A negative gap
suggests that the interest rates set by the central bank are lower than what would be
required to achieve the equilibrium rate. In such instances, monetary policy is geared
towards boosting aggregate demand to promote growth. Conversely, a positive gap
indicates that monetary conditions are tighter than necessary to reach the equilibrium
real rate. In this scenario, monetary policy aims to contract demand to curb inflation.
Given that interest rates are set by the ECB in Eurozone countries, in their cases, we
can interpret these results as how fit the ECB’s interest rate policy is for each country.

Prior to the initiation of the war, we observed negative interest rate gaps, aligning
with the objectives of monetary authorities to stimulate economic recovery after the
adverse effects of the pandemic. Notably, the policy stance preceding the war shock
appears to significantly influence the pace at which inflation rates were rising, as
illustrated in Section 4.3.

Countries with independent monetary policies, including Hungary, Poland, Ro-
mania, and Serbia, adopted a relatively cautious approach, maintaining real interest
rates close to the equilibrium. An exception within this group was Bulgaria, where
the interest rate gap reached nearly -2.5 percentage points, leading to a swift surge
in inflation rates following the onset of the war. A similarly sharp upward trajectory
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in inflation rates was observed in Czechia. In the early months of 2021, the Czech
real rate aligned with the equilibrium. However, with a modest increase in inflation
by the end of the year, the interest rate gap widened, and prices surged rapidly as
the war broke out. In Hungary, while the real rate closely followed its equilibrium
in 2021, monetary conditions could only be considered tight from the latter half of
2022, the latest in the region, despite substantial rate hikes. Regarding policy stance,
the National Bank of Poland appeared to be the most cautious, maintaining the lowest
positive interest rate gap in the region. This strategy proved effective for the Polish
economy, as inflation remained relatively moderate by regional standards, well within
single digits by the end of our sample.

Similar patterns emerge in Eurozone member countries. Monetary conditions in
Estonia, Latvia, and Lithuania proved to be relatively loose before the outbreak of the
war in Ukraine, leading to a sharp upward trend in inflation rates during the early
months of 2022. The policy stance dictated by the ECB exhibits heterogeneity for
its regional member countries. While in the former three countries, the real rate gap
was large and negative, Slovenia, and to a slightly lesser extent Slovakia, maintained
real rates that were nearly aligned with the equilibrium, resulting in more moderate
inflation rates following the war shock.

4.4.3 Achieving a Soft Landing

As highlighted in the preceding sections, the region has witnessed a decline in
inflation rates, attributed to the successful implementation of rate hikes and a
sustained tight policy stance over 2023. However, the achievement of this objective
prompts consideration of the ’costs’ involved in effectively curbing inflation. As
indicated by the data presented in Table 4.2,4 the region, which swiftly recovered in
2021 post the coronavirus pandemic, now faces diminishing growth prospects. While
most nations in the region concluded 2022 with positive growth rates, the outlook for
2023 appears challenging.

4 The ‘2023’ column denotes the mean Real GDP for the first three quarters compared to the previous
year.
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Table 4.2: GDP growth, annual average
Data: Eurostat (2023b), authors’ calculations

Country 2020 2021 2022 2023

Bulgaria -4% 7.1% 4.2% 1.7%

Croatia -8.2% 13.3% 6.4% 2.2%

Czechia -5.5% 3.5% 2.4% -0.4%

Estonia -0.7% 7.4% -0.5% -3.2%

Hungary -4.7% 7% 4.6% -0.9%

Latvia -3.5% 6.4% 3.5% -0.4%

Lithuania 0.1% 6.2% 2.5% -0.4%

Poland -2% 6.8% 5.5% 0.2%

Romania -3.5% 5.7% 4.6% 1.8%

Serbia -0.9% 7.7% 2.6% 1.9%

Slovakia -3.3% 4.8% 1.8% 0.9%

Slovenia -5% 8.4% 2.9% 1.3%

Is a ‘soft landing’ still within reach? The gradual decline in inflation rates suggests
some leeway for easing the current tight policy stances and considering gradual
interest rate cuts, as seen in Hungary and Poland. Nevertheless, it is anticipated that
interest rates will remain elevated throughout 2024. The prevailing concern is that
the inflation risk associated with easing interest rates outweighs the potential benefits
of stimulating growth. Consequently, the economic stagnation experienced in 2023
may persist into the following year in line with IMF (2023b) estimates.

4.5 Conclusions

The 2020s has been a unique period due to two unprecedented tail-risk events: first, a
global pandemic, and subsequently, Russia’s invasion of Ukraine. These events can be
primarily interpreted as supply-side shocks, creating challenging tradeoff situations
for policymakers without straightforward solutions. As a result, this period will
provide a wealth of lessons for the future regarding the implementation of monetary
policy, although some lessons are yet to be fully realized.

The post-Covid period witnessed the emergence of a new inflationary trend
following more than a decade of low inflation. This trend coincided with a rapid
recovery of activity, broad monetary stimuli, a loose policy stance, and negative
equilibrium real rates. This was compounded by an energy price shock and the
supply-side disruptions resulting from the war in Ukraine, driving inflation rates
across the region. The subsequent sharp increase in energy and food prices fueled a
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new wave of inflation, with equilibrium rates reverting sharply in 2022 and 2023. The
looser policy stance further intensified the impact of the inflation shock, resulting
in a moderate slowdown in economic activity and effective stagnation in most CEE
economies in 2023.

The aggressive rate hikes and swift adjustments in policy stance in response to
the war shock led to real interest rates reaching up to 5 percentage points above
equilibrium levels. Despite historically high interest rates and the gradual increase
in equilibrium rates, monetary policy conditions remained tight in most countries.
While this approach has gradually led to moderating inflation, it has also resulted in
stagnation in 2023 and a weak growth outlook for 2024.

In conclusion, the aftermath of the war in Ukraine has posed significant challenges
for monetary policy, highlighting the complex interplay between inflation management
and economic growth. The aggressive rate hikes and adjustments in policy stance have
gradually contributed to achieving price stability and near-target inflation. However,
the tradeoff of stagnation in 2023 and a weak growth outlook for 2024 underscores the
delicate balance between inflation management and sustainable economic recovery.
As the process continues into 2024, policymakers need to navigate this balance
adeptly, aiming to mitigate the impact of supply shocks on inflation while fostering
robust economic growth in the region.

The unique experiences and responses to the inflation shock resulting from the
war in Ukraine will serve as valuable insights for policymakers, economic analysts,
and economic forecasters too, emphasizing the ongoing learning process in adapting
to unprecedented global events and their impact on regional economic dynamics.
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Chapter 5
Fiscal Policy Developments

Csaba László

Abstract The chapter examines the impact of the war on the fiscal policies of the
Central and Eastern European countries, its impact on indebtedness, public deficits,
and on the financing conditions of the state. It gives a detailed overview of changes in
risk perceptions over the medium and long term. Of particular importance is the effect
of the global increase in inflation on fiscal developments, the adjustment measures
taken by the countries under review and the analysis of the expenditure structure
over the period. The analysis also identifies long-term fiscal risks and possible policy
actions to further improve the resilience and adaptability of fiscal policy in the event
of drastic external shocks.

5.1 Introduction

In addition to human suffering and global political and economic consequences,
the Russian aggression against Ukraine immediately raised the question of how it
will affect the fiscal policies of the countries of the region. Fiscal consolidation of
economies that were just beginning to recover from the Covid epidemic in 2020
had barely begun. After the Covid outbreak, when it became clear that many of the
economies would face unprecedented and unforeseen shutdowns, the EU Commission
suspended the enforcement of fiscal rules. To mitigate the extent of the expected
economic downturn, the ‘escape clause’, developed for such occasions, was naturally
activated.

The initial idea was that, if the Covid epidemic could be properly managed in
health and economic policy terms, fiscal rules would be suspended until the end of
2022. In its detailed forecast for autumn 2021, the EU Commission projected a picture
of a consolidating fiscal policy (European Commission, 2021). The Commission
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forecast an improving fiscal balance at the EU level. "The aggregate budget deficit
in the EU is forecast to halve to around 3.5% of GDP in 2022 and decrease to 2.2%
in 2023. The unwinding of the emergency support measures and the operation of
the automatic stabilisers, as the economic recovery continues, are set to support the
improvement in the budget balance" (European Commission, 2021, p. 34).

The Commission’s autumn 2021 forecast also projected a clear improvement in
the fiscal situation for the countries in the region. All, except Poland, were projected
to have declining budget deficits in 2022 and further deficit reduction in 2023 (see
Table 5.1). However, the improving fiscal balance did not yet imply a return to the
lower pre-Covid deficit levels of 2019, i.e., fiscal consolidation in 2021 did not seem
to have fully overcome the effects of the Covid epidemic.

Table 5.1: Net lending (+) or net borrowing (-), general government
Source: European Commission (2021, p. 171)

Year 2019 2020 2021 2022 2023

Forecast Forecast Forecast

European Union -0,5 -6,9 -6,6 -3,6 -2,3

Euro area -0,6 -7,2 -7,1 -3,9 -2,4

Bulgaria 2,1 -4,0 -3,6 -2,8 -2,1

Czechia 0,3 -5,6 -7,0 -4,3 -3,9

Estonia 0,1 -5,6 -3,1 -2,5 -2,2

Croatia 0,3 -7,4 -4,1 -2,9 -2,1

Latvia -0,6 -4,5 -9,5 -4,2 -2,0

Lithuania 0,5 -7,2 -4,1 -3,1 -1,1

Hungary -2,1 -8,0 -7,5 -5,7 -3,8

Poland -0,7 -7,1 -3,3 -1,8 -2,1

Romania -4,4 -9,4 -8,0 -6,9 -6,3

Slovenia 0,4 -7,7 -7,2 -5,2 -4,4

Slovakia -1,3 -5,5 -7,3 -4,2 -3,2

The vulnerabilities and risks of fiscal policy, as pointed out by Király, Csontó,
Jankovics and Mérő (2022) had not disappeared. The uncertainties surrounding the
economic recovery had also prompted caution in the EU and national economic policy
and fiscal policymakers. The era of low interest rates was far from over. The ECB,
which is the key determinant of interest rates in Europe, only started to raise its key
interest rate in July 2022 after the first inflationary risks emerged and only reached
the 4.5% level in several steps by September 2023 (main refinancing operations,
ECB, 2024). In 2022, in economic growth, a more moderate continuation of the
rapid rebound in 2021 was expected following the Covid downturn. In 2023, the
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Commission expected a moderating but still strong growth for the year. A decline
in growth prospects was not expected in countries where post-epidemic growth did
not reach extreme levels. In 2022, countries where the Covid downturn had been
lower than average and, therefore, the rebound was more moderate, were expected to
see a slight acceleration in growth in 2022 (Bulgaria, Czechia, Latvia, and Poland,
Table 5.2).

Table 5.2: Gross domestic product, volume (percentage change on previous year)
Source: European Commission (2021, p. 154)

Year 2019 2020 2021 2022 2023

Forecast Forecast Forecast

European Union 1.8 -5.9 5.0 4.3 2.5

Euro area 1.6 -6.4 5.0 4.3 2.4

Bulgaria 4.0 -4.4 3.8 4.1 3.5

Czechia 3.0 -5.8 3.0 4.4 3.2

Estonia 4.1 -3.9 9.0 3.7 3.5

Croatia 3.5 -8.1 8.1 5.6 3.4

Latvia 2.5 -3.6 4.7 5.0 4.0

Lithuania 4.6 -0.1 5.0 3.6 3.4

Hungary 4.6 -4.7 7.4 5.4 3.2

Poland 4.7 -2.5 4.9 5.2 4.4

Romania 4.2 -3.9 7.0 5.1 5.2

Slovenia 3.3 -4.2 6.4 4.2 3.5

Slovakia 4.2 -3.9 7.0 5.1 5.2

The relatively favourable growth outlook and the still low interest rate environment
may explain why, in contrast to the relatively low deficits in 2019, no further significant
deficit reduction was expected in 2022 and 2023. In this respect, the EU fiscal rules
were not a major disciplining force even for the euro area region countries. The low
level of interest rates and the expected favourable GDP growth sent a message to
the countries of the region that debt levels would not increase dangerously even in
the face of a temporarily higher budget deficit. While the Commission’s projection
for the EU and the euro area as a whole was for a decline in debt (Table 5.3), the
largest declines in the debt-to-GDP ratio in the region of around 5 percentage points
were expected in Croatia and Poland, while the Czech Republic and Romania were
expected to see debts rise by around 4 percentage points over two years between 2021
and 2023. In Romania, this was due to an exceptionally high budget deficit of over
6%, while in the Czech Republic slightly below-average growth in the region and
specific factors may have resulted in a higher increase in debt. In the other countries,
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a difference of 1-2% (+-) was expected. All these developments could have provided
a good basis for launching a more sustained fiscal consolidation. This could be in line
with a new framework for fiscal rules as well even if it was not yet fully developed.

Table 5.3: Gross debt, general government (as a percentage of GDP)
Source: European Commission (2021, p. 154)

Year 2019 2020 2021 2022 2023

Forecast Forecast Forecast

European Union 78.8 91.8 92.1 90.0 89.1

Euro area 85.5 99.3 100.0 97.9 97.0

Bulgaria 20.0 24.7 26.7 26.7 26.8

Czechia 30.0 37.7 42.4 44.3 46.3

Estonia 8.6 19.0 18.4 20.4 21.4

Croatia 71.1 87.3 82.3 79.2 77.9

Latvia 36.7 43.2 48.2 50.7 49.8

Lithuania 35.9 46.6 45.3 44.1 46.0

Hungary 65.5 80.1 79.2 77.2 76.4

Poland 45.6 57.4 54.7 51.0 49.5

Romania 35.3 47.4 49.3 51.8 53.2

Slovenia 65.6 79.8 77.7 76.4 76.0

Slovakia 48.1 59.7 61.8 60.0 59.1

5.2 The Known Unknown has Occurred

Although various military and intelligence sources had been warning of the possibility
of a Russian attack for months, the possible direct economic, political, and fiscal
consequences of the outbreak of the war were not anticipated in the countries
neighbouring the belligerents. For strategic reasons, Poland in particular had previously
taken steps to establish a greater degree of energy sovereignty, but in the case of
Germany, for example, the Nord Stream 2 pipeline was placed into operation only
weeks or months earlier. Energy vulnerability was lowest in Poland and the Czech
Republic (see Chapter 3). However, the Czech Republic regarding crude oil import
was heavily exposed to Russia.

In general, however, the outbreak and protraction of the war took the region by
surprise, and no one was prepared for it in terms of economic and fiscal policy. The
situation was aggravated by the fact that, like the Covid epidemic, this conflict had
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been unprecedented for at least six or seven decades. There have been no large-scale
wars in Europe in recent decades. Although there were military conflicts with serious
consequences for the parties involved during the Cold War and after 1990 (e.g., the
ex-Yugoslav war, in Crimea, and Eastern Ukraine), their scale and economic impact
were not comparable to the global and regional impact of the war that started in
February 2022. After the first weeks and months of the Russian invasion, the chances
of a possible Russian blitzkrieg victory were quickly diminished by the strength of
the Ukrainian resistance, reinforced by Western assistance. In any case, the world had
to be prepared for a protracted war and its consequences.

5.3 Immediate Effects

In the first weeks and months of the outbreak of the war, it was not yet possible to
clearly assess how the medium and long-term fiscal situation in the region would be
affected by Russian aggression. Despite the fact that most countries in the region were
also NATO members, the initial post-shock analyses did not rule out the possibility of
a spill-over of the war into the region, with obvious unmeasurable fiscal implications.
After the Western world’s pro-Ukrainian stance and NATO’s clear joint action,
immediate escalation of the war did not seem realistic. In fiscal terms, other factors
therefore came to the fore in the short term:

- The cost of caring for millions of refugees who left Ukraine in a short time (see
Chapters 8 and 9).

- It was clear from the outset that in order to counterbalance Russia’s numerical
and resource superiority, Ukraine would need continued external (US and EU)
assistance, the burden of which would surely affect the countries in the region.

- The expected problems in Russian energy supply threatened in several ways the
public finances of countries in the region. The possible effects were not clear at
the outset. In the last decades, all serious international conflicts involving major
players in the global energy market almost always drastically increased energy
prices. The situation has been exacerbated by the fact that Russia has been a major
direct supplier of energy (mainly oil, gas, and nuclear fuel) to a significant number
of countries in the region (see Chapter3).

- The experience of supply chain disruptions during Covid was still fresh, but land
transport north of the Black Sea was made impossible for some time. In particular,
the risk of immediate disruptions to energy supplies seemed alarming. In addition,
it was very soon seen that the Western world would be forced to adopt a completely
new approach to Russia. Instead of the relatively mild sanctions that had previously
been imposed without any significant impact on the functioning of the Russian
economy, a much broader and mutually more far-reaching sanctions process was
launched (see a detailed analysis in Chapter 1).

- Russia and Ukraine had played a major role in world trade in food before the war
broke out. In several North African countries (e.g., Egypt), imports from Russia
and Ukraine contributed to feeding the population. Given that a significant part of
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the commercial transport used to take place via the Black Sea, which had become
a war zone, supply chains in this sector were also disrupted. Replacing maritime
transport with land transport was almost unfeasible in the short term but also in
the longer term it seemed to be difficult, both in terms of capacity and cost.

These factors, combined with other, initially invisible macroeconomic effects,
determined the fiscal impact of the war on the countries of the region. As with all
analyses of this type, it is difficult to separate the effects of the Russia-Ukraine war
from other global economic developments. By 2023, however, other developments
had made further major global impact on the region (the Israeli-Palestinian conflict
that flared up in autumn 2023, the ongoing US-China tensions, etc.). Less than two
weeks after the Russian aggression, one of the first estimates suggested huge numbers
on the EU level. “A rough, back-of-the-envelope assessment of the corresponding
short-term direct budgetary cost for the EU and its members could sum up to:

• An additional EUR 50 billion to contain the domestic price consequences of an
aggravated supply shock;

• EUR 75 billion on energy independence;
• EUR 30 billion on refugees and humanitarian assistance;
• EUR 20 billion on security and defence in 2022, and twice as much in 2023.

All in all, total discretionary spending and tax cuts could represent EUR 175
billion or about 1.25% of the GDP in 2022. Further expenditures are called for in the
medium term, especially on energy security and defence. They could represent at least
half a percent of GDP per year (Pisani-Ferry, 2022).” Pisani-Ferry also suggested that
the refugee, energy security, and partly the defense efforts should be administered
and financed by the EU budget level.

5.4 Main Macroeconomic Impacts

The key macroeconomic factors triggered by the war in the region’s fiscal situation
included a surge in energy and food prices, which was decisive in pushing inflation
to unprecedented levels both globally and regionally. Central bankers perceived
inflationary risks already in late 2021 and early 2022, and the dilemma of anti-
inflationary decisions was exacerbated by the outbreak of war (Prohorovs, 2022).
In 2022, however, as it can be seen in Chapter 4, inflation reached double digits
everywhere except Slovenia (9.3%), and reached or exceeded 15% in the Baltic
countries, the Czech Republic, and Hungary (Table 5.4).

Inflation in 2022, mainly triggered by external shocks, also had a significant
impact on fiscal policy. The impact of inflation on the fiscal stance is far from
clear. According to the European Commission’s Autumn Forecast 2023 (European
Commission, 2023e, p. 45), one-off windfall revenues significantly increased fiscal
revenues in 2020-2022. Much will depend on the prevalence of legally binding or
politically unavoidable indexations of expenditure items.
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The budgetary impact of inflation in 2022 was also difficult to estimate in advance
because every country had already had formally adopted budgets months before the
outbreak of the war, with fixed revenue and expenditure allocations. Revenue surges
due to inflation are certainly less problematic for public finances, but for discretionary
spending much depends on how rigid they are.

Table 5.4: Harmonised index of consumer prices (percentage change on preceding
year)
Source: European Commission (2023d)

2015-19 2020 2021 2022 2023

Average Forecast

EU 1.0 0.7 2.9 9.2 6.5

Euro area 1.0 0.3 2.6 8.4 5.6

Bulgaria 0.8 1.2 2.8 13.0 8.8

Czechia 1.6 3.3 3.3 14.8 12.2

Estonia 2.0 -0.6 4.5 19.4 9.4

Croatia 0.6 0.0 2.7 10.7 8.1

Latvia 1.7 0.1 3.2 17.2 9.6

Lithuania 1.7 1.1 4.6 18.9 8.8

Hungary 1.8 3.4 5.2 15.3 17.2

Poland 0.8 3.7 5.2 13.2 11.1

Romania 1.5 2.3 4.1 12.0 9.8

Slovenia 0.9 -0.3 2.0 9.3 7.5

Slovakia 1.2 2.0 2.8 12.1 10.8

In general, the debt ratio (public debt/GDP) is driven by the growth of GDP, the
interest rate paid on government debt, and the general government primary balance.1
The public discourse often focuses on the relationship between the first two drivers,
r-g, as it largely determines the fiscal policy space.2 Specifically, if the economy
grows faster than the interest rate paid on debt (i.e., r-g is negative), the debt ratio
is set to decline or, to put it differently, the stabilization of the debt ratio would
necessitate a lower primary budget balance. Relatedly, a good summary is given
by Blanchard, Leandro and Zettelmeyer: “[T]he debt ratio in the future depends on
the initial debt ratio, current and future interest and growth rates, and current and

1 In addition, public debt is also affected by the valuation of FX-denominated debt on the back of
changes in the exchange rate and one-off items.
2 r is the interest rate on debt, while g is the GDP growth rate (with r and g either both nominal or
both real).
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future primary balances. Governments have limited control over r and g. The safe
rate is under the control of the central bank, dependent on macroeconomic objectives.
Potential growth is hard to affect, structural reforms often have uncertain effects.
Thus, the policy focus is on the primary balance, current and prospective, what it
needs to be, and whether it can be achieved” (Blanchard et al., 2021, p. 4).

Due to this link, the usual fiscal policy wisdom is focused on the expected interest
rate environment and potential GDP growth. The lower the interest rates and the
higher the GDP growth, the larger room fiscal policy has to maneuver. In this aspect,
the pre-Covid external environment characterized by low interest rates and high
economic growth was favorable for fiscal policy decision makers.

In the 2010s, volumes were written about the era of zero, negative interest rates,
and the fact that inflation was no longer a concern. As a consequence, government
bond yields in the region fell to unprecedented levels. Ten-year yields in some CEE
countries of the euro area were sometimes negative in 2019-2020 (Estonia, Latvia,
Slovenia, and Slovakia). Even Hungary, with the highest debt in the region at the
time, saw government bond yields fall to levels unprecedented for decades: below
2% by the end of 2019. Romania, with the highest yields, saw ten-year government
bond yields fall below 3% in 2020 (Table 5.5).

Extremely low financing costs may encourage increased borrowing not only in
the business sector, including the real estate sector, among others. There is also a
moral hazard for the state in that if there is virtually no cost of financing public debt,
the state can spend more freely and has less need to monitor the size of the budget
deficit. The example of Japan, the world leader in public debt, has shown for decades
that with the minimum interest rates, that have been the norm there for decades, a
debt/GDP level of over 200% can be maintained without any problem. This approach
was also supported by the modern monetary theory, where the limit to ‘justified’
fiscal spending should be only the potential for runaway inflation. This approach was
highly popular with politicians who wanted to get rid of traditional fiscal constraints
and were eager to spend as much as possible.

In this respect, the war of 2022 brought a moment of truth for the whole world.
The surge in inflation outlined above forced the world’s central banks to raise interest
rates to unprecedented levels, with a concomitant surge in market interest rates. In
fact, the rise in government market yields and other market rates began even before
the ECB first raised interest rates in July 2022 (Table 5.5). In the four such countries
in the region that had not yet joined the euro area, sovereign yields had already started
to rise in the last quarter of 2021, months before the outbreak of the war (Czech
Republic, Poland, Hungary, and Romania).

From the beginning of 2022, the rise in yields accelerated across the region. The
four aforementioned countries also had the highest yield growth thereafter. These
countries were probably the most affected by the yield surge due to market uncertainty,
and yield spreads reached 500-600 basis points across the region. Non-euro zone
countries are unable to enjoy the euro zone lower interest rate environment, supported
by the strong euro zone economies, mostly Germany. During times of stress on the
financial markets, these connections became more emphasized. For these countries, a
decline in yields of 150-250 basis points started already from the middle of 2023, and
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the previously familiar 200-300 basis point spread between the lowest and highest
yields in the region was restored. However, the return to extremely low funding costs
has not yet occurred.

Table 5.5: EMU convergence criterion bond yields
Source: Eurostat Data Browser (2024a)

2019-Q1 2019-Q2 2019-Q3 2019-Q4 2020-Q1 2020-Q2 2020-Q3 2020-Q4 2021-Q1 2021-Q2

European Union 27 1.19 0.93 0.34 0.43 0.42 0.49 0.26 0.08 0.20 0.43

Euro area 0.93 0.63 0.04 0.14 0.11 0.25 -0.01 -0.19 -0.07 0.16

Bulgaria 0.69 0.43 0.38 0.22 0.14 0.36 0.32 0.20 0.16 0.14

Czechia 1.81 1.75 1.20 1.43 1.46 1.02 0.93 1.11 1.55 1.76

Estonia : : : : : 0.14 0.02 -0.13 -0.08 0.13

Croatia 2.20 1.62 0.79 0.53 0.71 1.04 0.87 0.71 0.54 0.50

Latvia 0.82 0.47 -0.01 0.09 0.00 0.19 -0.19 -0.26 -0.25 -0.04

Lithuania 0.31 0.31 0.31 0.31 0.31 0.26 0.16 0.16 0.16 0.16

Hungary 2.85 3.02 2.06 1.93 2.22 2.22 2.27 2.19 2.44 2.83

Poland 2.74 2.61 2.03 2.01 2.03 1.37 1.33 1.25 1.34 1.72

Romania 4.76 4.81 4.25 4.34 4.29 4.42 3.77 3.09 2.78 2.99

Slovenia 0.84 0.36 -0.08 -0.03 0.05 0.48 -0.03 -0.18 -0.04 0.13

Slovakia 0.78 0.42 -0.22 0.01 0.06 0.43 -0.22 -0.42 -0.22 0.01

2021-Q3 2021-Q4 2022-Q1 2022-Q2 2022-Q3 2022-Q4 2023-Q1 2023-Q2 2023-Q3 2023-Q4

European Union 27 0.32 0.63 1.21 2.43 2.74 3.46 3.46 3.46 3.58 3.54

Euro area 0.00 0.18 0.68 1.77 2.12 2.89 3.03 3.07 3.24 3.21

Bulgaria 0.14 0.31 0.76 1.67 1.85 1.85 2.93 4.03 4.03 4.02

Czechia 1.79 2.53 3.23 4.58 4.41 5.11 4.58 4.50 4.30 4.37

Estonia 0.05 0.16 0.77 1.96 2.66 3.76 3.86 3.92 4.16 3.66

Croatia 0.42 0.34 1.34 2.81 2.99 3.65 3.76 3.72 3.87 3.83

Latvia 0.04 0.24 0.79 2.04 2.57 3.68 3.76 3.83 3.85 3.87

Lithuania 0.16 0.16 0.16 0.16 0.16 1.97 2.88 2.88 2.88 2.88

Hungary 2.92 4.06 5.16 7.24 8.64 9.23 8.18 7.78 7.20 6.90

Poland 1.69 3.03 4.26 6.58 6.15 7.22 6.11 5.97 5.60 5.53

Romania 3.65 5.08 5.72 7.73 8.49 7.98 7.12 6.47 6.67 6.58

Slovenia 0.03 0.16 0.71 1.82 1.84 3.20 3.39 3.29 3.45 3.49

Slovakia -0.15 0.04 0.65 1.93 2.35 3.37 3.41 3.62 3.80 3.77

From an economic policy perspective, another important risk area of war impact
is foreign trade, where some markets have been lost, and the region’s countries have
seen a drastic shift in foreign trade away from Russia, while energy and food market
tensions have also seriously affected the region’s countries (for more details, see
Chapter 7 and the study of Almazán-Gómez, Llano, Pérez & Rauhut, 2023). Despite
initial fears, foreign trade did not collapse anywhere in 2022 (Table 5.6). Export
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growth rates fell sharply in Estonia, and Slovakia saw export growth rates fall by less
than 70%.

Table 5.6: Exports of goods and services volume (percentage change on preceding
year)
Source: European Commission (2023d, p. 192)

2015-19 2020 2021 2022 2023

Average Forecast

EU 4.60 -8.50 11.00 7.40 0.40

Euro area 4.40 -9.00 11.20 7.20 0.20

Bulgaria 5.30 -10.40 11.20 11.60 -0.80

Czechia 4.50 -8.00 6.90 7.20 2.50

Estonia 3.20 -5.50 22.10 3.00 -3.60

Croatia 6.90 -23.20 32.70 27.00 -0.40

Latvia 3.80 0.40 9.00 10.30 -3.20

Lithuania 7.50 0.20 17.00 12.20 -4.40

Hungary 5.60 -6.10 8.30 12.60 0.50

Poland 7.30 -1.10 12.30 6.70 -1.50

Romania 7.80 -9.50 12.60 9.60 1.30

Slovenia 6.50 -8.50 14.50 7.20 -0.80

Slovakia 4.20 -6.30 10.50 3.00 -1.20

In the case of imports, however, differences between countries in the region were
more pronounced, especially for energy imports (Table 5.7). In Bulgaria, Croatia,
and Hungary, import growth even increased, while elsewhere import growth fell to
10% or well below. Given that with a few exceptions (e.g., Romania and Poland),
they rely heavily on imports for energy supply, it is not surprising that despite the
war in the vicinity, imports continued to increase in the countries of the region.

The current account balance is one of the main elements of the external balance,
especially for smaller open economies (all CEE countries except Poland) that have
their own currency. It is an indicator that investors watch with a keen eye. Table 5.8
shows that during the first year of war, Slovenia, which had always been in surplus,
also ran a deficit, but the Visegrad countries and Romania saw a very significant
increase in their deficits - due in large part to the dramatic rise in energy costs (see
Chapter 3).
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Table 5.7: Imports of goods and services volume (percentage change on preceding
year
Source: (European Commission, 2023d, p. 193)

2015-19 2020 2021 2022 2023

Average Forecast

EU 5.30 -7.90 9.60 8.00 -0.60

Euro area 5.20 -8.60 9.00 7.90 -0.30

Bulgaria 5.60 -4.30 10.70 15.00 -4.90

Czechia 4.60 -8.20 13.30 6.30 -0.50

Estonia 3.60 1.30 23.20 3.20 -7.00

Croatia 7.70 -12.30 17.30 26.50 -5.60

Latvia 4.40 -1.10 15.10 11.10 -1.10

Lithuania 7.30 -4.30 19.90 12.40 -6.00

Hungary 6.50 -3.90 7.30 11.60 -6.00

Poland 6.80 -2.40 16.10 6.80 -6.60

Romania 10.70 -5.20 14.80 9.90 2.00

Slovenia 6.60 -9.10 17.80 9.00 -4.20

Slovakia 4.90 -8.10 11.70 4.20 -6.00

A sharp jump in the current account deficit could signal the risk of twin deficits,
often feared from a fiscal policy perspective.3 For most countries in the region, the
alarming twin deficit risk is certain to be met in 2022. The varying magnitude of
the threat relative to GDP also made the size of the threat different, but there were
countries (e.g., Hungary) where the size exceeded 8% of GDP. From a fiscal policy
point of view, twin deficits may also pose a serious threat to financial stability because
one of the traditional ways of dealing with tensions arising from external imbalances
(sharp exchange rate depreciation, dangerous falls in foreign exchange reserves, surges
in inflation, social tensions, etc.), which markets expect, is fiscal stabilisation in the
form of austerity and/or tax increases. It is therefore easy for fiscal policy to find
itself in a situation where regardless of the overall state of the economy it is forced to
pursue a pro-cyclical approach that reinforces recessionary conditions, even when
counter-cyclical fiscal policy is needed to boost aggregate demand.

It is a positive development in this respect that by 2023 the international energy
and food markets had stabilised to the extent that the energy import bill of all CEE

3 In a theoretical model, if the household and financial and non-financial sector has a zero balance,
the external sector balance is the same as the fiscal sector balance. Thus, the fiscal sector has a
serious effect on external balances. In the case of high external deficits, the frequent approach is to
improve the fiscal balance.
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countries had decreased significantly, with a positive impact on the current account
balance.

Table 5.8: Current-account balance (as a percentage of GDP)
Source: European Commission (2023d, p. 194)

2015-2019 2020 2021 2022 2023

Average Forecast

EU 3.10 2.40 3.30 0.90 2.50

Euro area 3.40 2.30 3.60 1.00 2.50

Bulgaria 2.90 0.00 -1.70 -1.40 0.70

Czechia -0.50 0.70 -2.30 -4.70 -0.30

Estonia 1.70 -2.00 -2.70 -3.30 0.60

Croatia 2.30 -1.10 0.80 -2.90 2.40

Latvia 0.30 2.60 -4.20 -4.80 -4.20

Lithuania 0.20 7.30 1.10 -5.50 0.30

Hungary 1.30 -1.00 -4.10 -8.20 0.90

Poland -1.20 2.30 -1.30 -2.60 1.20

Romania -2.70 -6.80 -7.50 -9.30 -7.30

Slovakia -1.50 -0.10 -3.90 -7.50 -2.10

Slovenia 5.40 7.40 3.50 -0.80 3.70

For a long time, the impact on the region’s economic growth after the outbreak
of the war could not be estimated. The most extreme ideas were published, but
most estimates expected GDP to shrink (Prohorovs, 2022; Smit et al., 2022; Liadze,
Macchiarelli, Mortimer-Lee & Sanchez Juanino, 2023; Pisani-Ferry, 2022). One
single day after the outbreak of the war, Nouriel Roubini sent the following warning
signal to world decision-makers. "It is tempting to think that the war in Ukraine
will have only a minor economic and financial impact globally, given that Russia
represents merely 3% of the world economy. But policymakers and financial analysts
need to avoid such wishful thinking." Moreover, Roubini (2022) clearly predicted
the risk of a stagflationary recession, which in hindsight clearly did not happen.
Nevertheless, he was right that the economic consequences were much greater than
the role of the two countries concerned in the world economy.

The McKinsey authors predicted a recession in the US and Europe less than a
month after the outbreak of the war (Smit et al., 2022). Table 5.9 shows that, unlike
in the Covid epidemic, the CEE countries did not fall into recession (for a detailed
analysis, see Chapter 2).
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One of the most alarming fears was the impact of sanctions on economic growth
and the fiscal situation. Chapter 1 shows that the outcome was more moderate than
expected – mostly due to higher-than-expected adaptation and frequent exceptions.
Further on, however, this region saw the highest energy vulnerability but, due to the
high adaptability of prices and volumes, the energy market turmoil had less effects
on the macroeconomic and fiscal situation (see Chapters 2 and 3).

By 2022, most CEE countries were returning to pre-Covid growth levels, with
the negative effects of the war likely to have been partly offset by a return to normal
post-Covid growth trends. For economic growth, however, a much more nuanced
picture emerges when looking at the near-final 2023 data (Table 5.9). Although
inflation had fallen significantly in most countries, and energy prices had also fallen,
the adverse international environment led to a significant decline in economic growth
in CEE countries, with five countries even slipping into recession (the Baltic States,
the Czech Republic, and Hungary).

Growth in all other countries had also slowed down significantly. This is not
surprising given that growth in the EU as a whole and in the euro area had fallen
from 3.4% to just 0.5%. The wave of central bank interest rate hikes in 2022 certainly
played a decisive role in this slowdown and recessionary process, affecting growth
across Europe. Once the inflation threat was deemed to be serious, all European
central banks started to raise interest rates in a desperate rush, regardless of short-term
reduction in growth prospects and the increase in interest expenditure for public
finances.

5.5 Key Developments in Fiscal Policy

A major difficulty in assessing fiscal policy in the region is that only with considerable
delay are comparable statistics available. At the time of conducting this research, the
detailed expenditure structure for 2022 is not yet available.

5.5.1 Revenues

During the Covid years (2020-2021), the government revenue/GDP ratio was much
certainly more stable than the expenditure/GDP ratio.

In 2020, overall revenues at the EU level as a share of GDP remained unchanged
compared to 2015-2019 and increased by only 0.1% despite a 5.6% fall in the EU’s
overall economic output in 2020 and a 6% economic growth in 2021 as a result of
the economic rebound after the Covid epidemic (Table 5.10).

The stability of revenues, which was also observed in the countries of the region,
is attributed to the following factors. In modern tax systems, a significant share of
revenues is in some way linked to the overall performance of the economy. Sales
taxes vary essentially according to retail sales, while income taxes are adjusted to
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Table 5.9: Gross domestic product, volume (percentage change on preceding year)
Source: European Commission (2023d, p. 170)

2015-19 2020 2021 2022 2023

Average Forecast

EU 2.20 -5.60 6.00 3.40 0.60

Euro area 2.00 -6.10 5.90 3.40 0.60

Bulgaria 3.20 -4.00 7.70 3.90 2.00

Czechia 3.90 -5.50 3.60 2.40 -0.40

Estonia 3.70 -1.00 7.20 -0.50 -2.60

Croatia 3.10 -8.60 13.80 6.30 2.60

Latvia 2.80 -3.50 6.70 3.40 -0.20

Lithuania 3.50 0.00 6.30 2.40 -0.40

Hungary 4.10 -4.50 7.10 4.60 -0.70

Poland 4.60 -2.00 6.90 5.30 0.40

Romania 4.80 -3.70 5.70 4.60 2.20

Slovenia 3.60 -4.20 8.20 2.50 1.30

Slovakia 3.30 -3.30 4.80 1.80 1.30

corporate and household incomes. Other revenues, such as the wage bill (social
security contributions), also largely move in line with wages. This is one of the
reasons why government revenue is often mentioned as a prominent macroeconomic
automatic stabiliser.

The ratio of property taxes to GDP in the EU, which is completely independent
of the performance of the economy, averages only around 2%, and this average is
exceeded only by data from three or four Western European countries - France,
Belgium, Greece, and Spain (European Commission, 2023b, p. 71).

After the outbreak of the war in 2022, the CEE countries’ revenue-to-GDP ratios
showed shifts within 1% points. i.e., no significant shifts in revenues. This may have
been due to the fact that the usual tax legislation each year is adopted before the
start of the year, and no major tax changes are introduced during the year, except for
example for Covid. Further on, the 2023 revenue/GDP ratios that were forecast are
not showing drastic changes either.

5.5.2 Expenditures

In contrast to revenues, expenditures as a share of GDP could show larger fluctuations
under potentially extreme economic conditions (Table 5.11). Major economic shocks
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Table 5.10: Total revenue, general government (as a percentage of GDP)
Source: European Commission (2023d, p. 186)

2015-2019 2020 2021 2022 2023

Average Forecast

EU 46.10 46.10 46.60 46.30 45.70

Euro area 46.30 46.40 47.00 46.90 46.20

Bulgaria 37.40 37.70 37.70 38.50 37.60

Czechia 41.00 41.50 41.40 41.40 41.90

Estonia 39.10 39.40 39.40 38.80 39.80

Croatia 45.10 46.70 46.10 45.00 45.30

Latvia 37.80 38.00 37.50 35.80 37.60

Lithuania 34.60 36.20 36.30 35.70 36.50

Hungary 45.10 43.90 41.20 42.60 42.30

Poland 40.10 41.30 42.30 40.20 41.50

Romania 32.50 32.50 32.90 33.70 33.50

Slovenia 44.50 43.70 44.90 44.10 44.10

Slovakia 39.90 39.40 40.20 40.20 42.10

during the year are much more difficult to track in legal and political terms in an
already adopted budget. For example, in the Covid year, already ‘set in stone’ spending
commitments could not be used to justify a government backtracking, which could
lead to a major increase in spending/GDP. No government would reverse a pension or
family support increase already introduced at the start of the year. But a year-over-year
inflation shock in the opposite direction may not necessarily be followed by a fall in
spending, which in turn could lead to a larger fall in expenditure/GDP.

In addition, discretionary spending policy may certainly make a significant impact
on fiscal policy, but the later in the year the measures are introduced, the smaller the
impact within that year. At the outbreak of the war, there was an almost immediate
surplus demand for spending to cater for Ukrainian refugees, especially in countries
bordering Ukraine.

They had to reinforce border defences and defence capabilities in the countries
geographically closest to the war as quickly as possible, incurring immediate costs in
2022. Notwithstanding the demands for increased defence spending in NATO pushed
by the US, the outbreak of the war soon forced the most affected CEE countries to
rethink their defence capabilities. In Western Europe, Germany was perhaps the most
visible in announcing defence budget increases. In the region, the Baltic countries,
Poland, Slovakia, Hungary, Romania, and Bulgaria gave the natural response of
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Table 5.11: Total general government expenditure (as a percentage of GDP)
Source: European Commission (2023d, p. 186)

2015-2019 2020 2021 2022 2023

Average Forecast

EU 47.10 52.80 51.30 49.60 48.90

Euro area 47.40 53.50 52.20 50.50 49.40

Bulgaria 36.60 41.50 41.70 41.40 40.60

Czechia 40.50 47.20 46.50 44.60 45.60

Estonia 39.30 44.90 41.90 39.80 42.70

Croatia 45.90 54.00 48.60 44.90 45.50

Latvia 38.40 42.50 44.70 40.40 40.80

Lithuania 34.30 42.70 37.40 36.40 38.10

Hungary 47.20 51.40 48.40 48.80 48.10

Poland 41.60 48.20 44.10 43.90 47.30

Romania 35.10 41.80 40.00 40.00 39.80

Slovenia 45.20 51.40 49.50 47.20 47.90

Slovakia 41.60 44.70 45.30 42.30 47.80

rethinking their defence strategy. However, in the short term, the extra budgetary
commitments of major developments could not yet materialise.

The decision to procure a major weapons system can take up to one or two years
to complete, but the physical delivery and actual expenditure itself may take several
years. In the short term, therefore, these extra-large expenditures will only show
up in budgets years later. From a long-term fiscal point of view, it must also be
considered that the new weapons systems will entail additional substantial operating
and maintenance costs.

The largest impact shock in 2022 was a single sharp rise in the price of energy
prices. Under normal market economy conditions, the energy market usually operates
according to normal market supply and demand rules, which does not mean that
there are no different support schemes or favourable tax solutions for social groups,
companies, or sectors based on need. However, the burden of normal market price
fluctuations is not normally borne by the state.

The energy price shock of 2022 affected a large part of society and energy-intensive
sectors to such an extent that public intervention was unavoidable. Almost all EU
member states introduced various support schemes. And in many places, extra taxes
were imposed to cover the extra costs, which hit the extra profits of some of the
companies in the energy sector.
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It caused the opposite effect that by 2022 expenditure on Covid protection fell
significantly in the region. In most countries, the ratio of epidemic-related funding to
GDP fell by two or three percentage points. Fortunately, by 2022, the direct burden
of the epidemic had already been reduced, and other aid and compensation schemes
had largely been phased out - certainly due to the emergence of war-related demands.
This reduction certainly increased the room for manoeuvre for fiscal policy in 2022
on the expenditure side.

Despite extra war-related expenditure, expenditure/GDP fell by two to four
percentage points in most EU and CEE countries. The exceptions were Hungary
(0.4%), Poland (−0.2%), Romania (0%), and Bulgaria (-0.3). Despite the fact that
these countries border the war-affected countries, albeit in the case of Bulgaria only
across the sea, they have one more feature in common that may explain the looser
spending in 2022. Hungary in 2022, Poland in 2023, Bulgaria has held parliamentary
elections and Romania has continued government uncertainty. In Hungary and Poland,
additional election-type spending has clearly emerged (Table 5.11).

To sum up: Even in the year when the war broke out, the general government
expenditure-to-GDP ratio in most CEE countries declined by two or three percentage
points partly due to the surprise inflation. Even in the four countries listed as
exceptions, other domestic policy factors may explain the deviation from the general
trend.

According to the European Commission Autumn Forecast (2023d), in 2023 the
expenditure level to GDP shows larger differences in the region although, except for
Bulgaria (−0.8%), Hungary (−0.7%), and Romania (−0.2%), all other CEE countries
experienced an expenditure increase. This could be mostly the consequence of lower
inflation and weaker economic performance in most countries. This may have been the
reverse of the effect compared to 2022. The budgets were planned and approved based
on a higher inflation rate and economic growth forecast, therefore, the expenditures
were later mostly inflexible when the deviation from the original macroeconomic
estimates turned out.

In the case of the two largest expenditures increase, the general elections may have
played a role in Poland (+3.4%) and Slovakia (+5.5%).

5.5.3 War-related Expenditure

All countries have some system in place to compensate for energy price increases,
which have been noted several times before as a major macroeconomic shock
(Table 5.12). Probably due to time pressure and administrative difficulties, most
countries used non-targeted support schemes. The exceptions were Romania and
Slovenia, where the share of targeted and non-targeted aid was almost equal.

To alleviate expenditure obligations, some countries introduced a tax on extra
profits of energy sector companies in 2022 in four countries, but by 2023 this tax had
become even more popular and was already applied in six countries. The net impact
of fiscal schemes to manage the energy price boom thus affected the budget by 1-1.5
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percentage points of GDP on average. With the exception of the Czech Republic, the
net fiscal burden decreased in all countries due to the energy price decrease already
observed in 2023.

Table 5.12: Energy support measures (level; % of GDP)
Source: European Commission (2023a, p. 55)

1. Untargeted 2. Untargeted 3. Windfall revenues Net budgetary

from energy sector impact (1+2-3)

2022 2023 2022 2023 2022 2023 2022 2023

European Union - 27 0.40 0.30 1.10 1.00 0.20 0.20 1.20 1.10

Euro area 0.40 0.40 1.10 1.00 0.20 0.20 1.30 1.20

Bulgaria 0.00 0.00 3.40 1.00 1.90 0.20 1.50 0.80

Czechia 0.20 0.10 0.50 1.70 0.00 0.50 0.70 1.30

Estonia 0.10 0.00 0.70 0.30 0.00 0.00 0.80 0.30

Croatia 0.30 0.20 1.20 1.30 0.00 0.00 1.60 1.50

Latvia 0.50 0.10 0.90 0.80 0.00 0.00 1.50 1.00

Lithuania 0.00 0.00 1.30 0.70 0.00 0.00 1.30 0.70

Hungary 0.10 0.00 1.30 2.00 0.30 0.90 1.00 1.20

Poland 0.10 0.20 1.80 2.40 0.00 0.90 1.90 1.70

Romania 0.80 0.60 0.70 0.30 1.10 0.60 0.40 0.30

Slovenia 0.60 0.10 0.50 0.80 0.00 0.00 1.00 0.90

Slovakia 0.20 0.00 0.30 2.40 0.40 0.40 0.20 2.00

In recent years, the rise in energy prices due to the war has pushed EU countries to
a wide variety of discretionary tax measures on energy-related taxes, rather than an
emphasis on green considerations. Table 5.13 shows that at the EU level as a whole,
from the beginning of 2020 to the end of 2023, there were a number of tax cuts, as
well as a number of tax hikes, and in many cases levels remained stable. This shows
that there are significant moves regarding energy taxation but there are no clear trends
towards either tax increases or tax cuts.

Almost the day after the outbreak of the war, it was clear that there would be
a large wave of refugees from Ukraine, with the short-term impact borne by the
countries bordering Ukraine, while in the long term, the final host countries having
to face an extra budgetary burden. In addition, the civil sector certainly took on a
substantial cost, which is certainly not visible in budgetary statistics.
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Table 5.13: Number of decreased, unchanged and increased energy excise tax rates in
the EU and average unweighted change in %. January 1st, 2023 relative to January
1st, 2020
Source: European Commission (2023b, p. 118)
Notes: Tiered systems are not included

Decrease Unchanged Increase

Gas Oil Propellant (EUR/l) 16 9 2

Gas Oil Heating Business (EUR/l) 9 10 8

Petrol (Unleaded) (EUR/l) 11 12 4

Electricity Business (EUR/MWh) 9 14 4

Electricity Non- Business (EUR/MWh) 10 13 4

Gas Business (EUR/MWh) 5 14 8

Gas Non-Business (EUR/MWh) 5 13 9

Contrary to preliminary fears, though not negligible, these expenditures remained
at or below 0.5% of GDP, except in Estonia (see Table 5.14). They are also noticeable
mainly in the countries bordering Ukraine and in the Czech Republic. And despite
the fact that the end of the war is still not in sight, the magnitude of the amount
is decreasing, while in Poland, which is the largest host country, it has also fallen
from 0.5% in the first year to only 0.2% of GDP. This forecast of the Commission
shows that a good number of refugees have moved on to other Western European or
non-European countries or have been able to integrate quickly to a level where they
need less state support.

In addressing the fiscal policy challenges of 2022, the scope for reducing the health
and economic impact of the Covid epidemic through vaccination and other measures
was increased by the fact that it was winding down and the associated expenditure
could be substantially reduced (Table 5.15). This resulted in savings of two to three
percentage points of GDP, except in a few countries where the share of Covid-related
budget expenditure was already low (e.g., Croatia and Lithuania). In all countries,
the share of expenditure related to the epidemic had decreased significantly by 2022,
and in four countries it had virtually been eliminated (Estonia, the Czech Republic,
Croatia, and Romania).

5.5.4 Fiscal Governance

After the Russian aggression, it was clear that not only at the national government level
but also at the EU level there were huge new tasks to be delivered. Refugee, energy
security, even European defence cooperation should be coordinated and financed at
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Table 5.14: Budgetary costs to shelter and integrate people fleeing the war in Ukraine
(level; % of GDP)
Source: European Commission (2023a, p. 56)

2022 2023 2024

European Union - 27 0.1 0.1 0.1

Euro area 0.1 0.1 0.1

Bulgaria 0.1 0.2 0.2

Czechia 0.3 0.2 0.1

Estonia 0.6 0.8 0.7

Croatia 0.1 0.1 0.1

Latvia 0.3 0.3 0.3

Lithuania 0.2 0.3 0.3

Hungary 0.1 0.1 0.0

Poland 0.5 0.2 0.2

Romania 0.0 0.0 0.0

Slovenia 0.1 0.1 0.1

Slovakia 0.1 0.1 0.1

the EU level. More recently, Kelemen and Kathleen (2022) have traced the ‘highly
imbalanced’ institutional development of the EU – strong on regulatory authority
but weak on fiscal, coercive, or administrative capacity – to the predominance of
economic motives and the weakness of security considerations in the history of
integration Kelemen and Kathleen (2022). Will the Russian attack on Ukraine trigger
a re-balancing? Will it result in a build-up of supranational core state powers that the
EU has been lacking so far (Genschel, Leek & Weyns, 2023, p. 3)? The answer has
been negative so far. No more supranational power concentration can be observed in
Brussels.

But the EU Commission and the member states cooperated unexpectedly success-
fully on uncharted waters in 2022-2023 concerning the consequences of the war:
supporting Ukraine’s defence efforts, dealing with the refugees, organizing a long list
of sanctions packages, focusing on energy security, etc. But the fiscal management of
these tasks is of a different nature. Only weeks after the Russian aggression, President
Macron suggested a new “Recovery Fund-style borrowing scheme” like the earlier
Covid initiation to finance the new expenditure requirements (Mathieu & Oliver,
2022). This suggestion was not accepted.

Another serious obstacle regarding more fiscal decision making in the case of
joint EU spending is that most of these decisions require unanimous voting; even
one member state can block 26 other states’ shared proposals. The heated debates of
26 member states and the vetoing Hungarian government in December 2023 about
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Table 5.15: Pandemic-related emergency support (level; % of GDP, Covid-19 tempor-
ary emergency measures)
Source: European Commission (2023a, p. 56)

2020 2021 2022

European Union - 27 3.30 3.10 0.70

Euro area 3.30 3.30 0.70

Bulgaria 2.80 3.70 1.00

Czechia 2.90 2.00 0.10

Estonia 1.10 2.30 0.00

Croatia 2.20 1.30 0.10

Latvia 2.70 5.00 1.20

Lithuania 1.50 0.60 0.40

Hungary 3.90 1.90 0.10

Poland 4.50 2.40 0.70

Romania 1.60 0.80 0.00

Slovenia 4.80 4.10 1.00

Slovakia 2.30 3.20 0.80

the new support packages to Ukraine have demonstrated that this may happen any
time. Later, in February 2024, a compromise resolved this veto but the blocking
opportunity is open for any government in any fiscal decision making in the future.
To change this set of rules would require an EU treaty modification, which would not
be an easy ride either.

Though fiscal rules were still suspended, behind the scenes in academia, national,
and supranational government institutions, serious debates were conducted about the
future of fiscal rules at the EU level. As a result of the long-running discussions, it
became obvious that the fiscal rules, to be relaunched in 2023 or 2024, would have
to be based on a set of new rules. The huge number of studies contained evolving
suggestions, modelling the different scenarios.4 A number of suggestions emerged
from the debate, but it was clear from the outset that the conditions for the euro
area accession would remain part of the framework. The 60% debt and 3% deficit
rules may not be realistic goals for some EU countries not even in the medium term,
but even if the 3% rule is respected, fiscal policy in many countries may still be
pro-cyclical depending on the economic situation.

4 See Arnold et al. (2022), Blanchard et al. (2021), Carnot and De Castro (2015), Davoodi et al.
(2022), European Fiscal Board (2023), Larch, Busse, Gabrĳelcic, Jankovics and Malzubris (2022),
Radu (2023), and Wyplosz (2013).
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5.5.5 General Government Deficit, Interest Rates, Primary Balance

As a result of the revenue and expenditure developments summarised above, in 2022
the general government deficit-to-GDP ratio fell everywhere in the EU, including the
region, meaning that the first year of war did not have a huge fiscal impact leading to
an increase in the deficit (Table 5.16). Reaching a declining deficit trajectory may
have been due to the fact that all the countries experienced a large deficit increase
in 2020 as a consequence of Covid and that, although deficit reduction started in
most countries in 2021, fiscal consolidation was continued. The only exception was
Poland, where the general government deficit increased to 3.7% in 2022.

According to the European Commission Autumn Forecast, in 2023 there were
more differences in the region. Only four countries remained equal or below the
3% deficit threshold (Bulgaria, Estonia, Croatia, and Lithuania). Poland (−5.8%)
and Slovakia (−5.7%), which held general elections in 2023, significantly raised
their deficit, and according to the latest governmental reports, Hungary increased
somewhat its deficit, which was already over 6.2%. All other countries showed slight
changes regarding their deficit.

Table 5.16: Net lending (+) or net borrowing (-), general government (as a percentage
of GDP)
Source: European Commission (2023d, p. 187)

2015-2019 2020 2021 2022 2023

Average Forecast

EU -1.0 -6.7 -4.7 -3.3 -3.2

Euro area -1.1 -7.1 -5.2 -3.6 -3.2

Bulgaria 0.8 -3.8 -4.0 -2.9 -3.0

Czechia 0.6 -5.8 -5.1 -3.2 -3.8

Estonia -0.2 -5.4 -2.5 -1.0 -2.9

Croatia -0.7 -7.3 -2.5 0.1 -0.1

Latvia -0.6 -4.5 -7.2 -4.6 -3.2

Lithuania 0.3 -6.5 -1.1 -0.7 -1.6

Hungary -2.1 -7.6 -7.2 -6.2 -5.8

Poland -1.5 -6.9 -1.8 -3.7 -5.8

Romania -2.6 -9.3 -7.2 -6.3 -6.3

Slovenia -0.7 -7.6 -4.6 -3.0 -3.7

Slovakia -1.7 -5.4 -5.2 -2.0 -5.7
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Interest rate developments in 2022 still only moderately reflect the onset of inflation
and the parallel rise in interest rates. The low level of interest rates as a share of
GDP also reflects lower indebtedness in the region than the EU average. During
periods of minimal or even zero interest rates, most countries sought to increase the
maturity structure of their debt. This was a realistic option, especially for countries
that have entered the euro area, as these countries have experienced interest rate
convergence with the euro area. This process is further facilitated by the fact that the
ECB purchases only government securities of euro area countries in its special open
market operations (European Commission, 2022, p. 49-50, European Commission,
2023c, p. 34.)

In a particularly tense international financial situation, non-euro area countries
would also benefit greatly from ECB purchases of government securities, but the
ECB is also likely to want to strengthen the willingness to enter the euro area by
buying only euro area government debt in open market operations.

The scale of interest costs and spreads over the benchmarks are, by definition,
determined by the level of debt. This is the reason why the interest burden in the Baltic
countries and Bulgaria is negligible at less than 0.5% of GDP. On the other hand,
the highest interest burden above the EU average (2.8% interest expenditure/GDP) is
observed in Hungary, the only country in the region with a debt-to-GDP ratio reached
80% during the Covid epidemic. The other countries with debt levels between 40%
and 70% have an interest expenditure of around 1.5% of GDP (Table 5.17).

The 2023 developments are alarming due to the danger of high inflation, high
market interest rates, and high indebtedness. In the case of Hungary, the interest
expenditure which was around 2% right before Covid and in 2022 stood at only
2.8%, with a huge jump reached the 4.4% level compared to GDP, thereby reducing
fiscal policy freedom. Poland showed a smaller but noticeable increase from 1.5% to
2.1%. Most other countries have experienced only a slight increase due to their small
debt/GDP ratio and good ratings.

There are no significant shifts in the primary balance compared to the overall
balance, given that the interest balance hardly changed in 2022 (Table 5.18). The only
country where the primary deficit increased was Poland.

Nevertheless, the primary balance is in deficit everywhere, except Croatia, which
was about to join the euro area in 2023, where fiscal policy had obviously done
its utmost to meet the Maastricht criteria. However, compared to the 2015-2019
average, this is a clear sign of fiscal loosening, as almost all the countries had primary
surpluses at the time.

In 2023, Croatia remained the only country with a primary surplus. Hungary
tried to offset the interest expenditures increase with primary balance improvement.
The other country with a smaller primary deficit was Latvia (2.5%). All the other
countries remained roughly at the 2022 levels (Bulgaria, Czechia, and Romania) or
increased their primary deficit.

In all the countries, the structural balance during Covid was substantially smaller
than the overall deficit due to the economic impact of the epidemic (Table 5.19). With
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Table 5.17: Interest expenditure, general government (as a percentage of GDP)
Source: European Commission (2023d, p. 187)

2015-2019 2020 2021 2022 2023

Average Forecast

EU 1.90 1.40 1.40 1.60 1.70

Euro area 2.00 1.50 1.50 1.70 1.70

Bulgaria 0.80 0.50 0.50 0.40 0.50

Czechia 0.80 0.80 0.80 1.10 1.30

Estonia 0.00 0.10 0.10 0.10 0.50

Croatia 2.70 2.00 1.50 1.40 1.20

Latvia 0.90 0.60 0.50 0.40 0.70

Lithuania 1.10 0.70 0.40 0.40 0.50

Hungary 2.70 2.30 2.30 2.80 4.40

Poland 1.60 1.30 1.10 1.50 2.10

Romania 1.20 1.40 1.50 1.50 1.60

Slovenia 2.50 1.60 1.20 1.10 1.30

Slovakia 1.50 1.20 1.10 1.00 1.00

the end of the epidemic and the normalisation of economic conditions, the gap in
2020 narrowed significantly.5

One year later, most CEE countries had the same structural deficit. It increased
significantly only in one country from 2.2% to 5.6%, Slovakia and three countries
could reduce the structural deficit (Latvia, Hungary, and Slovenia).

5.5.6 Public Debt

As a result of the fiscal policy developments outlined above, all countries, except
the Czech Republic and Estonia, saw their debt levels fall in 2022 (Table 5.20).
Nevertheless, there is still no cause for particular concern in the case of Estonia,
which has the lowest debt level in the EU, the only country with a debt level below
20%. The Czech Republic’s debt levels are still well below 50%.

5 In recent years, there have been serious debates on the measurement methodology of structural
and cyclically-adjusted public finance indicators, the uncertainties in the calculations and the extent
of ex-post data revisions. For the indicators that underpin fiscal policy, these transparency problems
have also called into question the seriousness of fiscal rules. It is probably due to all these problems
that the new fiscal rules from 2024 onwards focus mainly on expenditure growth and abandon the
previous cyclically adjusted indicators.
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Table 5.18: Primary balance, general government (as a percentage of GDP)
Source: European Commission (2023d, p. 188.)
Note: Net lending/borrowing excluding interest expenditures

2015-2019 2020 2021 2022 2023

Average Forecast

EU 0.90 -5.30 -3.40 -1.70 -1.50

Euro area 0.90 -5.50 -3.80 -1.90 -1.50

Bulgaria 1.60 -3.30 -3.50 -2.50 -2.50

Czechia 1.40 -5.00 -4.30 -2.10 -2.40

Estonia -0.20 -5.40 -2.40 -0.90 -2.40

Croatia 2.00 -5.30 -1.00 1.50 1.00

Latvia 0.30 -3.80 -6.70 -4.20 -2.50

Lithuania 1.40 -5.80 -0.70 -0.30 -1.10

Hungary 0.70 -5.20 -4.90 -3.40 -1.40

Poland 0.10 -5.60 -0.70 -2.10 -3.80

Romania -1.30 -7.80 -5.70 -4.80 -4.60

Slovenia 1.80 -6.10 -3.40 -1.90 -2.50

Slovakia -0.20 -4.20 -4.10 -1.00 -4.70

For the region as a whole, even the most indebted Hungary and Slovenia, with
their debt levels above 70% in 2022, had debt-to-GDP ratios below the EU average.
Croatia, which achieved the fastest debt reduction, reduced its debt-to-GDP ratio from
87% to 68% in two years. Only these three countries are above the 60% Maastricht
debt limit.

This favourable indebtedness of CEE countries is partly a consequence of the
more prudent fiscal policies of recent decades, but it was certainly also influenced
by the level of EU support after EU accession. Also, as relatively new members, the
moral hazard of “it’s OK to go bankrupt because ‘Brussels’ and ‘Frankfurt’ will bail
us out” may have been less present in fiscal policy. This moral hazard difference
would be very difficult to prove because we will not easily find hard evidence for
example from Greece, Portugal, or Italy showing that their high indebtedness is
a consequence of rational expectations of a 100% easy bailout from Brussels and
Frankfurt. A bailout is never easy. There are always fiscal and political consequences.
By 2023, Croatia was probably reaching the 60% indebtedness threshold with a
significant indebtedness reduction continuation. Otherwise, all the other countries
kept their 2022 public debt/GDP ratio, which means they could not proceed with the
previous year’s reduction.
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Table 5.19: Structural budget balance, general government (as a percentage of potential
GDP)
Source: European Commission (2023d, p. 189)

2015-2019 2020 2021 2022 2023

Average Forecast

EU : -3.60 -4.10 -3.70 -3.10

Euro area : -3.70 -4.50 -4.00 -3.20

Bulgaria 0.90 -2.30 -4.00 -3.30 -3.20

Czechia 0.00 -4.20 -4.80 -3.10 -2.90

Estonia -0.60 -4.30 -4.30 -0.60 -0.70

Croatia -0.90 -3.30 -2.90 -1.10 -1.00

Latvia -1.40 -3.10 -7.20 -5.00 -2.70

Lithuania -0.70 -6.40 -1.90 -1.10 -0.60

Hungary -3.10 -5.90 -6.80 -6.60 -4.80

Poland -1.80 -5.80 -2.40 -4.70 -5.30

Romania -2.40 -7.40 -6.20 -5.90 -5.70

Slovenia -0.60 -6.40 -6.10 -4.50 -3.70

Slovakia -1.90 -4.30 -5.30 -2.20 -5.60

5.5.7 Fiscal Sustainability Risk

Each year, the European Commission’s DG ECFIN produces a risk report on the
sustainability of member states’ fiscal policies. This comprehensive, detailed analysis
assesses the fiscal risks of member states in the short, medium, and long term and rates
their situation over different time horizons. The report therefore sends an important
signal to governments, market participants, and the general public about the risks
to be expected in each member state. The last such report was published in April
2023, already indicating whether and how the war had affected the fiscal risks of the
region’s member countries (European Commission, 2023c).

The summary in Table 5.21 shows the ratings for different time horizons. In
the short term, for a one-year time horizon, the analysis rates the risk to fiscal
sustainability as low for all countries in the region, similar to the one-year horizon
in the previous report. These favourable ratings should not be surprising given that
all countries in the region have lower indebtedness than the EU average, no country
has financing issues, and the major international credit rating agencies have only
marginally downgraded the long-term ratings of a few countries (Table 5.22). Thus,
the negative effects of the war have not increased the short-term fiscal risks in the
region. It is worth noting that the low-risk rating applies to all EU countries in the
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Table 5.20: Gross debt, general government (as a percentage of GDP)
Source: European Commission (2023d, p. 190)

2015-2019 2020 2021 2022 2023

Average Forecast

EU 83.50 91.70 88.90 84.80 83.10

Euro area 90.00 99.10 96.50 92.50 90.40

Bulgaria 24.50 24.60 23.90 22.60 23.50

Czechia 34.50 37.70 42.00 44.20 44.70

Estonia 9.20 18.60 17.80 18.50 19.20

Croatia 76.60 86.80 78.10 68.20 60.80

Latvia 38.00 42.20 44.00 41.00 41.70

Lithuania 38.20 46.20 43.40 38.10 37.30

Hungary 71.40 79.30 76.70 73.90 69.90

Poland 50.20 57.20 53.60 49.30 50.90

Romania 36.10 46.80 48.50 47.20 47.90

Slovenia 74.20 79.60 74.40 72.30 69.30

Slovakia 50.60 58.90 61.10 57.80 56.70

2023 report and that Cyprus and Greece, which were rated as high-risk a year earlier,
are now rated as low-risk (European Commission, 2023c, p. 16).

The picture is much more mixed for the medium-term assessment. Based on the
2023 report, two countries saw their risk assessment worsen, and three had improved.
Romania and Slovenia moved from high risk to medium risk, while Bulgaria moved
from medium to low risk, mainly due to an improving fiscal situation. Poland moved
from low to medium risk, while Hungary moved down one category to high risk.
For both countries, the worsening is explained by worse fiscal conditions, poorer
economic growth prospects, and less favourable financing conditions (European
Commission, 2023c, p. 14).

Four countries are rated low (Bulgaria, Estonia, Latvia, and Lithuania) Four
countries are also rated as medium risk (Czechia, Poland, Romania, and Slovenia)
mainly due to their increasing indebtedness. Three countries have a high risk (Croatia,
Hungary, and Slovakia) mainly due to their higher indebtedness and their higher
exposure to possible adverse changes in external conditions. It is surprising that
Croatia’s rating had not improved, despite the fact that its debt-to-GDP ratio declined
by nearly 20% points between 2020 and 2022 and was projected by the European
Commission to reach a debt-to-GDP ratio of 60.8% in 2023, with a further decline
of 7.4% points (Table 5.20). For the long-term risk rating, only the Baltic countries
received a low rating. Five countries were rated medium (Bulgaria, Czechia, Croatia,
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Table 5.21: Fiscal sustainability risk classification by member states
Source: European Commission (2023c, p. 16)
Note: when different, the risk classification from the FSR 2021 is shown in brackets

Overall short-term risk Overall medium-term risk Overall long-term risk

Bulgaria Low Low (Medium) Medium

Czechia Low Medium Medium (High)

Croatia Low High Medium

Estonia Low Low Low

Hungary Low High (Medium) High

Latvia Low Low Low

Lithuania Low Low Low

Poland Low Medium (Low) Medium

Romania Low Medium (High) Medium

Slovenia Low Medium (High) High

Slovakia Low High High

Poland, and Romania) with one change. Czechia improved one category mainly due
to its more favourable initial fiscal position. Three countries had the worst rating, i.e.,
high risk, mainly due to the fiscal risks of ageing (Hungary, Slovenia, and Slovakia;
European Commission, 2023c, p. 13).

5.6 Long-term Credit Ratings

Although this has no direct impact on the fiscal situation, the way major credit rating
agencies (notably Moody’s and S&P) assess a country’s long-term foreign currency
sovereign risks in the case of debt issued in foreign currency is an important indicator
of international perceptions of fiscal risk and, therefore, influences interest rates
to be paid. Particularly in a tense international environment such as the war in the
neighbourhood of the countries of the region, investors are particularly sensitive to
changes in the risk of sovereign foreign currency debt. The severely misrated assets
before the outbreak of the 2008 financial crisis led many, and in my opinion rightly
so, to questioning the professional competence of rating agencies, but to this day
these ratings still serve as a guide for investment professionals. Table 5.22 shows that
the countries in the region are clearly in the investment grade category according to
both Moody’s and S&P. Czechia, the Baltic countries, Poland, Slovenia, and Slovakia
are in the favourable rating categories starting with A, which clearly provides an
already relatively low risk rating and continued favourable access to international
financial markets.
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Moody’s did not change its rating for any country in a year before December 2022,
except for Croatia, which was apparently upgraded by two notches to investment
grade in view of its entry into the euro zone in January 2023. Of the others, Czechia
and Slovakia received warnings in the form of negative outlooks, a harbinger of
a possible downgrading, but Slovakia was not downgraded until March 2024, and
Czechia has since regained a stable outlook with unchanged ratings (Moody’s, 2024a,
Moody’s, 2024b).

In 2022, S&P upgraded the ratings of two countries. Bulgaria moved up one notch
and, unsurprisingly for the reasons mentioned above, Croatia was upgraded by two
notches. Three countries, on the other hand, received a negative outlook. Lithuania
and Slovakia were rated as A+, while Hungary was rated as BBB. More than a year
later, only Hungary has been downgraded to BBB-. Slovakia has regained its stable
outlook with the A+ rating, while Lithuania continues to maintain its A+ rating with
a negative outlook (S&P, 2024).

5.7 Eurosystem Financing Assistance

Euro area member countries have the opportunity through the ECB to facilitate
the financing of public debt and improve market access. In 2021-2022, the Baltic
countries, Slovakia, and Slovenia, members of the Euro area, could take advantage of
this opportunity (Table 5.23). Through the Eurosystem, the ECB covered 24-72% of
the total financing needs in 2021 by purchasing bonds of the respective countries.
When assessing the impact of the war, an interesting aspect to consider is how the
expected ECB bond purchases of these five countries in 2021 were fulfilled in 2022.

Table 5.23 shows that in 2022 all five countries experienced lower than expected
ECB bond buying. In Estonia and Slovakia, the ECB’s bond buying rate was below
10% of the Gross Financing Needs (GFN). For Lithuania and Slovakia, the ECB’s
bond purchase rate is much lower than initially expected. Only for Latvia were ECB
bond purchases around 30% of the total GFN, as initially estimated.

Beyond this, however, a further question can be raised. The credit ratings, market
access, and interest rate conditions of the euro area countries in the region are clearly
more favourable than those of the countries with their own currency and very close
to the average of the euro area countries (Table 5.5). In times of tightening market
conditions, it would therefore be of much greater help, stability, and confidence to
non-euro area countries if they could participate in the Eurosystem. Obviously, a
number of technical issues would need to be resolved to create such a possibility. For
example, should the ECB be able to buy non-euro-denominated government bonds
of member states, or should it only be able to buy euro-denominated government
bonds? Participation in the Eurosystem could also be one of many other incentives
to join the euro area. A counterargument could be that non-euro area countries are
already subject to looser fiscal rules and that ECB assistance might increase the risk
of moral hazard in fiscal policy.
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Table 5.22: Long-term foreign currency sovereign ratings
Source: European Commission (2022, p. 53) for November 2021, European Commis-
sion (2023c, p. 37) for December 2022

(at November 2, 2021)

Moody’s S&P

Rating Since Outlook Rating Since Outlook

Bulgaria Baa1 09.10.2020 STABLE BBB- 29.11.2019 STABLE

Czechia Aa3 04.10.2019 STABLE AA- 24.08.2011 STABLE

Estonia A1 23.04.2009 STABLE AA- 13.01.2012 POS

Croatia Ba1 13.11.2020 STABLE BBB- 22.03.2019 STABLE

Latvia A3 13.02.2015 STABLE A+ 21.02.2020 STABLE

Lithuania A2 12.02.2021 STABLE A+ 21.02.2020 STABLE

Hungary Baa2 24.09.2021 STABLE BBB 15.02.2019 STABLE

Poland A2 12.11.2002 STABLE A- 12.10.2018 STABLE

Romania Baa3 06.10.2006 STABLE BBB- 16.05.2014 STABLE

Slovenia A3 02.10.2020 STABLE AA- 14.06.2019 STABLE

Slovakia A2 13.02.2012 STABLE A+ 31.07.2015 STABLE

(at 9 December 2022)

Moody’s S&P

Rating Since Outlook Rating Since Outlook

Bulgaria Baa1 09.10.2020 STABLE BBB 29.05.2020 STABLE

Czechia Aa3 05.08.2022 NEG AA- 24.08.2011 STABLE

Estonia A1 31.03.2010 STABLE AA- 31.03.2022 STABLE

Croatia Baa2 15.07.2022 STABLE BBB+ 14.07.2022 STABLE

Latvia A3 13.02.2015 STABLE A+ 21.02.2020 STABLE

Lithuania A2 12.02.2021 STABLE A+ 02.12.2022 NEG

Hungary Baa2 24.09.2021 STABLE BBB 12.08.2022 NEG

Poland A2 12.05.2017 STABLE A- 12.10.2018 STABLE

Romania Baa3 18.10.2021 STABLE BBB- 16.04.2021 STABLE

Slovenia A3 02.10.2020 STABLE AA- 14.06.2019 STABLE

Slovakia A2 05.08.2022 NEG A+ 20.05.2022 NEG
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Table 5.23: Government GFN and possible total acquisitions of sovereign bonds by
the Eurosystem - 2021 and 2022 estimates
Note: The cut-off dates for this table are 16 December 2021 (2021, 2022 forecasts)
and 21 December 2022 (2022, 2023 forecasts)
A: GFNs, EUR bn
B: Public sector asset purchases under APP and PEPP, EUR bn
C: Public sector asset purchases under APP and PEPP, % of GFNs 2021
D: GFNs, EUR bn
E: Expected public sector asset purchases under APP and PEPP, EUR bn
F: Expected Public sector asset purchases under APP and PEPP, % of GFNs 2022
G: GFNs, EUR bn
H: Public sector asset purchases under APP and PEPP, EUR bn
I: Public sector asset purchases under APP and PEPP, % of GFNs 2021
J: GFNs, EUR bn

2021 2021 2021 2022 2022 2022 2022 2022 2022 2023

Forecast Forecast Forecast Fact Fact Fact Forecast

A B C D E F G H I J

Estonia 0.7 0.2 24 1.3 0.9 67 1.7 0 2.2 1.3

Latvia 4.1 1.3 31 3.8 1.2 32 2.1 0.6 30.4 2.4

Lithuania 3.4 1.8 51 3.0 1.8 61 3.2 0.6 17 .6 7

Slovenia 7.8 4.3 55 7.7 1.5 20 8.4 0.7 8.3 8.9

Slovakia 6.9 5.0 72 6.5 3.7 56 4.6 1.7 36.2 7.4

5.8 Public Debt Financing

The Gross Financing Needs (GFN) data show precisely that the region’s lower
indebtedness compared to the EU as a whole is naturally reflected in lower annual
gross financing needs. The annual public debt financing needs for the EU as a whole
in 2021-2022 will be 18-20% of GDP, which is lower than the annual financing needs
of all CEEC (Table 5.24). Due to soaring deficits under Covid, in 2020 the GFN
was above 10% in all but two countries (Bulgaria and Latvia) and above 20% of
GDP in three countries (Croatia, Hungary, and Slovenia). By 2021, the GFN had
fallen below 20% in all CEEC. The rule of thumb is also evident in the region that if
there is no dramatic difference in maturity structure, the level of public debt largely
determines the annual GFN. Accordingly, the highest GFN above 10% is found in the
most indebted countries in 2021-2022 for Croatia, Hungary, Romania, and Slovenia
while Poland is just below 10%.

Looking at the impact of the war, in contrast to Covid, where GFN increased
dramatically across the region, there is no significant increase in 2022, and GFN
in many countries had decreased further. In the Baltic countries, Bulgaria, and
Slovakia GFN is below 5%, while Poland and Slovenia show a slight increase. These
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developments also reflect the trend already described that in 2022 there was no jump
in either the budget deficit or the indebtedness in the region. The Commission’s
Spring 2023 forecast did not predict any dangerous trends for the GFN for 2023-2024.

Table 5.24: Gross financing needs (GFN) (% of GDP, 2019-2024)
Source: European Commission (2023c, p. 31)

2019 2020 2021 2022 2023 2024

Forecast

EU 12.7 22.1 18.6 17.1 16.9 16.7

EA 13.7 23.3 20.3 18.5 18.4 18.2

BG 0.5 5.5 3.2 3.5 4.0 5.1

CZ 5.3 10.7 10.9 9.2 8.6 7.5

EE 1.3 10.5 2.8 4.6 3.5 5.1

HR 14.0 21.4 13.2 10.6 12.2 13.6

LV 4.5 9.1 10.0 5.6 6.0 4.5

LT 6.1 15.3 6.0 4.8 9.6 4.4

HU 18.1 27.0 17.1 15.6 13.6 14.4

PL 4.6 15.6 7.6 9.8 11.2 10.2

RO 7.6 15.7 10.6 10.8 9.5 9.8

SI 6.9 20.8 13.5 14.2 14.1 12.5

SK 3.7 14.2 8.0 4.3 6.1 5.5

The annual deficit and the ratio of debt maturing in a given year may also be
important factors in further assessing the GFN (Tables 5.25-5.26). The popular
day-to-day assessment of fiscal policy is focusing on the fiscal deficit; however
refinancing the maturing debt could pose a much more dangerous risk to the state’s
fiscal sustainability. Unsurprisingly, the ratio of maturing debt to GDP is also below
the EU and euro area average in all CEEC. There was only one country with a notable
increase of 2% of GDP (Croatia).

Besides maturing debt, the maturity structure is the best indicator of stable,
sustainable financing of public debt in the long run (Table 5.27). At the peak of
the financial crisis in 2009, only the Czech Republic and Slovenia had an average
maturity structure (6.2 and 5.9 years, respectively) above the EU average (simple).
The remaining maturity (securities) in all Eurozone countries in the region was above
8 years in 2021-2022 and in all non-eurozone countries below the EU average (7.9
years). These data are perhaps the best reflection of the positive impact of euro area
membership on the financing conditions of public debt and the reduced vulnerability
of the euro area countries in the region. Despite tensions in the financial markets in
the year of the war, the maturity structure became even more favourable by September
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Table 5.25: Gross Financing Needs by Components (% of GDP), 2021 estimates, by
country
Source: European Commission (2022, p. 48)
Note: GFN estimates/forecasts are calculated as the sum of the budgetary deficit,
redemption of main debt instruments (securities and loan principal repayments), as
well as stock- flow adjustments

Budget deficit Maturing debt Stock Flow Adjustment GFN

EU-27 6.6 12.4 -0.2 18.8

Euro area 7.1 13.6 -0.2 20.6

Bulgaria 3.6 0.6 0.2 4.5

Czechia 7.0 3.9 0.3 11.2

Estonia 3.1 0.9 -1.6 2.5

Croatia 4.1 9.3 -0.4 13.0

Latvia 9.5 4.5 -1.2 12.8

Lithuania 4.1 3.6 -1.3 6.3

Hungary 7.5 12.2 0.6 20.3

Poland 3.3 5.2 -1.2 7.3

Romania 8.0 3.9 -1.6 10.3

Slovenia 7.2 11.4 -3.3 15.3

Slovakia 7.3 2.0 -2.1 7.2

2022; with the exception of Bulgaria, i.e., no adverse developments in this respect in
2022.

Finally, some factors relevant to long-term financing vulnerability are examined,
based on Table 5.28 (the underlying data are only available for 2021). The ratio
of short-term debt to total debt is usually examined first, although in this respect
a relatively high ratio of short-term debt to an otherwise very low level of debt
may be misleading. This is exactly the case for Estonia, where the country had the
highest ratio of short-term debt to total debt at 8.6% in 2021. Given that Estonia’s
total debt was less than 20% in 2021, the ratio of short-term debt to GDP was
roughly 1.5% of GDP. Similarly, Croatia, Hungary, and Romania had a moderate
vulnerability with short-term debt ratios of 5-6% of total debt. These ratios support
the classification cited above: all the countries in the region received a low-risk rating
in the Commission’s 2023 short term assessment.

Another risk factor that is often examined is the share of foreign debt in total debt.
Given that all the debt of the euro-area member states in the euro area is denominated
in euros, the proportion of foreign currency debt in these countries can be considered
zero. Croatia’s (70.7%) and Bulgaria’s (74.6%) exceptionally high foreign debt ratios
should also be of less concern. Since the compilation of these statistics, Croatia
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Table 5.26: Gross financing needs by components (% of GDP, 2022 estimates)
Source: European Commission (2023c, p. 33)

Components

Total Budget deficit Maturing debt Stock Flow Adjustment

EU 17 3,4 13,7 0

Euro area 18,6 3,5 15 0,1

Bulgaria 3,5 3,4 1,7 -1,6

Czechia 9,2 4,3 3,7 1,2

Estonia 4,6 2,3 1,3 1

Croatia 10,6 1,6 11,2 -2,1

Latvia 5,6 7,1 1,8 -3,3

Lithuania 4,8 1,9 3,4 -0,5

Hungary 15,6 6,3 8,7 0,6

Poland 9,8 4,8 4,9 0

Romania 10,8 6,6 4,9 -0,7

Slovenia 14,2 3,6 10,1 0,6

Slovakia 4,3 4,2 1,7 -1,6

Table 5.27: Average residual maturity of debt (general government)
Source: European Commission (2023c, p. 80)

Debt securities All debt (Oct. 2022)

Dec.09 Dec.20 Dec.21 Sep. 2022. Diff. 2022-2009

Bulgaria 4,3 6,2 8,4 7,4 3,1 8,1

Czechia 6,2 6,0 5,9 6,4 0,2 6,1

Estonia 8,0

Croatia 7,6 7,9 8,2 6,0

Latvia 3,7 9,9 8,8 8,9 5,2 8,1

Lithuania 6,2 9,0 9,3 9,5

Hungary 4,1 3,7 5,6 6,9 2,8 5,9

Poland 5,3 4,8 4,4 4,4 -0,9 4,4

Romania 2,3 6,9 7,4 7,4 5,1 7,4

Slovenia 5,9 9,4 8,8 9,7 3,8 9,8

Slovakia 4,5 8,6 8,3 8,5 4,1 8,5

EU Average 5,4 7,0 7,6 7,9 2,5 (7,9) 8.5(simple)
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has entered the euro zone and the risk of foreign currency indebtedness has been
eliminated accordingly. Bulgaria is also in the final stages of the euro accession
process and plans to enter the euro zone in 2025 (Krassen, Nikolov, 2024). Even
if entry is delayed by one or two years, the euro-denominated debt for Bulgaria
will no longer be a risk factor, which is a minimal risk in view of the fact that
the debt-to-GDP ratio is below 25% anyway (Table 5.20). Among non-euro area
member states, Romania has a foreign currency denominated debt ratio of over 50%,
which in the event of an unexpected, drastic devaluation would significantly increase
indebtedness and pose a serious financing risk. Hungary and Poland, on the other
hand, have an external foreign currency debt of 20-25%, which can be considered
moderate, given the economic openness of the two countries and their significant
foreign trade.

The third factor is the proportion of public debt financed by non-residents. Indeed,
from a risk perspective, it may be a problem if there is a high level of foreign currency
debt, much of which is held by foreign investors. But here again, we should distinguish
the situation in the euro area member states, where the national approach is less
prevalent in the single European capital markets. Investors distinguish between euro
investments mainly on the basis of interest rate conditions, given past experience
and the euro zone safety net. Since Greece, which has experienced debt levels above
200%, has not gone bankrupt, the countries of the region with much lower debt levels
and more stable fiscal policies are low risk.

A greater concern may be the financing of countries with their own currency
by foreigners, assuming that foreigners are the most ‘hysterical’ investors and the
easiest to flee a country’s sovereign debt market in times of financial stress. Just as a
parenthetical note, we have already seen domestic investors panicking in a country and
line up outside bank branch offices, triggering a sovereign default. For countries that
have not joined the euro zone, the share of non-residents in public debt is 30-50%, but
this is more a sign of foreign investor confidence, due to integrated European financial
markets and liberalised regulation than representing a real risk until a combination of
a possible serious deterioration in external balance and irresponsible fiscal policy
undermines confidence in the country.

5.9 Expenditure Structure

One of the most important measures of the impact of the war may be whether
structural changes were needed on the expenditure side of fiscal policy. A few days
before the present study was finalised in March 2024, Eurostat published details of
the 2022 expenditure data. We will refer to these data in the remainder of this section
(Eurostat Data Browser, 2024b).

There have been no significant shifts in the size of total expenditure except in
Croatia, where the expenditure-to-GDP ratio fell by more than 9% points between
2020 and 2022, which was necessary to turn the deficit of more than 7% into a budget
surplus by 2022.
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Table 5.28: Government debt structure (2021) as shares of total debt (%)
Source: European Commission (2023c, p. 136)

Short-term public debt Public debt Public debt

(original maturity) held in foreign currency held by non-residents

Bulgaria 0.1 74.6 46.1

Czechia 2.6 7.7 29.7

Estonia 8.6 0.0 69.7

Croatia 5.7 70.7 34.0

Latvia 3.1 0.0 63.9

Lithuania 0.0 0.0 64.7

Hungary 5.9 22.6 31.7

Poland 1.2 22.7 33.1

Romania 5.1 53.3 49.2

Slovenia 2.1 0.1 55.2

Slovakia 3.6 0.0 49.6

There were no major shifts in general public services, except in Bulgaria and
Croatia, where there was a 1.3 and 0.9% point drop in GDP, respectively. The refugee
crisis and economic assistance to Ukraine in the aftermath of the war seem to have
had little impact on national budgets. Even in the EU as a whole, foreign economic aid
was only 0.3% of GDP and remained stable in 2022. And in CEEC, there was virtually
no meaningful spending of any size on this expenditure item. In the aftermath of the
war, serious reflection began almost from the first weeks about the way to strengthen
the defence capabilities of the EU as a whole and of individual member states. The
argument presented earlier that a major arms build-up can only be achieved over a
longer period of time is confirmed by the 2022 figures. At the EU level, there was
no increase in this area in 2022, but even in the region, only four countries (Estonia,
Lithuania, Hungary, and Slovakia) saw an increase in defence spending, although the
largest increase did not exceed 0.3% of GDP (Hungary). However, an important fact
for the fiscal policy space for the future is that no country except the Baltic countries
has a defence spending ratio above 2% of GDP, which seems to indicate that in the
coming years the changed strategic situation and the much stronger US push to reach
the 2% minimum will in any case lead to further spending increases in this area.

In the area of public order and safety, there was no substantial movement in 2022.
There is already a wide variation in support for economic areas between CEEC.
Estonia spends only 4.7% of its GDP on this area, while Hungary more than doubles
its GDP to 10.7%. However, in terms of the impact of the war, it is worth looking
at the breakdown because, unsurprisingly, fuel and energy has seen a significant
increase in spending in most countries in the region. With the exception of Czechia,
Slovakia, and Poland, all experienced significant increases ranging from 0.7% to 2.1%
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of GDP. The largest increase was observed in Hungary, with 2.9% of GDP being
spent by general government on this item. These figures confirm that most countries
have tried to mitigate the severe impact of the sharp increase in energy prices. Despite
the growing importance of environmental spending over the last 10-15 years, with
numerous strategies and regulations implemented, spending on the environment is
still below 1% of GDP across the EU. In the region, spending on the environment is
lower than this, and in 2022 this low percentage was further reduced by 0.1% of GDP.
There was no significant shift in housing benefit expenditure in 2022.

Health expenditures are not directly related to the war and may be more related
to the end of the Covid epidemic. Health spending also fell marginally at the EU
level by 0.3% of GDP, but in the region as a whole, with the exception of Bulgaria,
health spending as a share of GDP fell by a larger ratio than this. The decline is
particularly large in Latvia and Hungary (-1.5% and -1.3%): they have reduced their
health expenditure by a total of 2 percentage points compared to 2020. However, it
should also be noted that they had the largest increase during the Covid pandemic,
and that this reduction is roughly back to the pre-Covid situation.

There have been no major shifts in the areas of recreation, culture, sport, and
education. In social assistance, the bulk of which is made up of fixed transfers,
spending as a share of GDP also fell by 0.3% at the EU level. The region has an
inherently lower social expenditure ratio, but the Baltic countries, Croatia (-1%), and
Poland have significantly reduced their social spending. A good part of this reduction
was concentrated in pension type benefits at a rate of 0.5-0.6% of GDP (Estonia,
Croatia, Poland, and Slovakia). Probably in these countries there is no preliminary
fixed indexation mechanism for pensions to be compensated in the case of a surprise
inflation during the year.

5.10 Long-term Fiscal Risks

Based on the experience of 2022-2023, there could be a serious risk of another signi-
ficant increase in energy prices at any time. Of the expenditure changes described in
the previous sub-chapter, the increase in energy expenditure was the most spectacular.
This also highlights the risk that, although the energy industry is a fundamentally
market-driven economic sector, it is an important national strategic issue and is so
sensitive for households and businesses that fiscal policy cannot avert the need for
additional spending in such an extreme situation. Moreover, experience shows that
the required rapidity of the response may lead to significant additional expenditure in
the short term, while the room for manoeuvre for fiscal policy is very limited over this
time horizon, and it is difficult to find a counterbalance in the form of tax increases or
expenditure cuts.

Developments in the financial markets in 2022-2023 showed that the period of
negative, extremely low interest rates had ended for an unpredictable period. The
previous state of grace may have sent the dangerous message to fiscal policymakers
that spending could be unlimited, as the cost of additional debt was almost minimal.
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While the EU and national fiscal rules limit this approach, in the Covid period,
extremely high budget deficits and low interest rates coexisted hand in hand. Later,
however, the traditional correlation was restored. Inflation started to pick up and
central banks were forced to raise interest rates to previously unanticipated levels.
As a result, government bond market interest rates also started to rise and some
countries already experienced dramatically higher interest expenditure. Although
market interest rates had not returned to their pre-2022 low levels, by 2023 the
situation had been somewhat normalised. However, events in 2022-2023 show that,
especially in countries where the debt-to-GDP ratio is already in the 60-75% range,
fiscal policy should aim for further debt reduction.

While the increase in defence spending in 2022 is barely detectable, it is almost
certain that in the coming years there will be major increases in this area. The share
of defence spending in budget expenditure will almost certainly increase for most
CEEC (Astrov et al., 2022, p. 374). While spending will be delayed, together with
the substantial operating costs, it could make an impact on fiscal policy space for
decades.

Although not directly related to the war, in the coming decades the additional
expenditure associated with the climate crisis and the expenditure-increasing effects
of ageing populations will also reduce the room for manoeuvring for fiscal policy.
The European Commission’s 2022 report specifically points out that countries in the
CEE region are particularly vulnerable to the effects of the climate crisis (European
Commission, 2022, p. 171).

An additional risk factor could be the share of Ukrainian reconstruction costs (see
Chapter 10) to be allocated to CEEC. The third study on this subject, led by the World
Bank, puts the expected cost of reconstruction at nearly USD 500 billion (The World
Bank, 2024).

Given that the continuation of the war is increasing these costs day by day and that
the end of the war is not in sight, these costs will certainly continue to increase. In the
short term (1-1.5 years), reconstruction costs are certainly not expected to show up in
the budget even if the war was to end within weeks. It would certainly take longer to
spread the financing burden, to raise funds, to plan, to prepare, to select suppliers,
and to start the actual work. Astrov et al. (2022, p. 367) suggest that Ukraine should
have access to EU funds in the same way as if it was a full member. This proposal has
several risks. In EU budgetary matters, even one country may have veto power, which
proved to be a problem in December 2023, when Hungary vetoed the EUR 50 billion
aid package for Ukraine (Hungary withdrew its veto in February 2024). The normal
EU budget allocation is also perhaps the most contentious among member states. It is
not necessarily expected that when such large sums are involved, and the pockets of
previously net beneficiary member states are affected, this bargaining process will be
an easy ride.

In addition, several issues are still unclear concerning the USD 500 billion. The
most important ones: How much will non-EU countries contribute? How much of the
burden will fall on businesses? What can Ukraine contribute from its own resources?
How much can be financed from seized Russian assets? So far, the bulk of the vital
financial and military support has been provided by European institutions, the US,
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and major Western European countries (UK, Germany, Denmark, and Norway). The
Baltic countries, Poland, Czechia, and Slovakia have also provided substantial support
in relation to their own economic strength, but the bulk of the resources has not come
from CEEC (Statista, 2024).

In subsequent resource allocation debates, countries in the region may argue that
they were already more affected by the economic consequences of the war because of
their geographical proximity.

Over the past two years, EU institutions have provided more than 80 billion euros
for Ukraine’s defence and economic efforts (Statista, 2024). If either the war or
reconstruction takes a similar toll on the EU budget in the longer term, there may
sooner or later be a serious rethinking of resource allocation. In this case, if net
contributors are unwilling to take on more of the burden, countries in the region
could find themselves with less EU funding. It would be very difficult to restructure
the current resource allocation for the 2021-2027 period, but in the next financial
period EU funds could be reallocated from the catching up CEE countries.

EU funds improve the budgetary situation both directly and indirectly. This was
clearly the case for the Hungarian economic policy and fiscal effects in 2007-2013, as
shown in a 2017 study by KPMG-GKI (KPMG-GKI, 2017). A significant reduction
in EU funding would therefore also pose a serious challenge for fiscal policy makers
in CEEC.

5.11 Conclusion and Policy Recommendations

Despite the warning signs, no one was prepared for the unexpected outbreak of the
Russian-Ukrainian war in February 2022. Weeks or months of the outbreak of the war,
it was impossible to assess the expected economic consequences and their impact on
the fiscal situation.

Contrary to initial expectations, direct macroeconomic effects were more moderate.
In 2022, economic growth declined compared to the rapid post-Covid bounce-back
but was broadly in line with an average year of growth in almost all CEEC. Amplifying
the effects of the previous loose fiscal and monetary policy under Covid, a sharp
surge in energy and food prices led to an unprecedented rise in inflation and interest
rates. Primarily due to the soaring energy bill, external balances also deteriorated
dangerously in many countries. Indirectly, all these factors had already significantly
reduced growth by 2023 and pushed the most affected countries into recession. In
addition to direct effects, in several areas the war also had indirect effects on the fiscal
situation.

The impact of the war on budget revenues was moderate. Expenditure tended to
decline relative to GDP, contrary to possible preliminary expectations. The largest
direct expenditure increase was to cushion the impact of energy price increases,
but the impact of rising market interest rates on government interest expenditure is
already clearly visible, especially in 2023. It appears that the expenditure savings
enabled by the Covid epidemic, which was fortunately already receding in 2022,
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have been used to offset these surpluses. However, the direct and almost immediate
expenditure-increasing effect of the energy price hike has made it even clearer that the
energy policies of the countries in the region need to accelerate the shift away from
Russian sources, diversify energy supplies, and switch to green energy, whose prices
are much less exposed to international conflicts. Contrary to preliminary expectations,
even the budgets of the most directly affected countries have not been hit by the cost
of caring for refugees from Ukraine, and in some countries defence spending has
barely increased.

Due to the suspension of EU’s fiscal rules in 2020, in 2022-2023 only national fiscal
rules and common sense limited the room for fiscal policy spending. In 2022-2023,
fiscal policy in some countries made noticeable use of this opportunity for electoral
spending (Poland, Hungary, and Slovakia).

Despite the war, the budget deficit showed a marked downward trend in 2022.
However, in 2023 the trend is no longer consistent in the region. Most countries,
however, still had public deficits above 3%, which, under the old/new fiscal rules
that will come into force again in 2024, foreshadows the launch of the Excessive
Deficit Procedure (EDP) for them in 2024. This, in turn, is likely to lead to faster
fiscal consolidation given that under the EDP procedure, the countries concerned will
generally face a 50-150 basis point higher financing cost (Kalan, Popescu & Reynaud,
2018, p. 17).

The more moderate direct impact of the war is reflected in the fact that debt levels
in the region actually declined in 2022 and did not show any appreciable increase in
2023, despite interest rate hikes and weaker economic growth.

Nevertheless, there are instructive developments in the financing conditions.
Although the debt-to-GDP ratios in the countries of the region are all below the EU
average, and only four countries are above 60%, it cannot be argued that there are no
financing and interest rate risks in the most indebted countries. It is clear that countries
that have already entered the euro area can finance themselves at lower interest rates
over longer maturities, have better credit ratings, and do not run foreign exchange
risks. These positive effects also improve the financing conditions for the business
sector, improving growth prospects. On top of this, they can also take advantage of
the ECB’s special government bond purchase facilities, which further reduces their
funding risk and increases the confidence the market placed in them. By contrast,
without the environment provided by the ECB, member states that have not yet joined
the euro area are much more vulnerable. Against this background, from a fiscal risk
perspective, it would clearly be in the interest of all CEEC to join the euro area.6

Paradoxically, in a situation of market stress, it is precisely those euro area countries
that are much less in need of help that the ECB helps. It is for these exact reasons,
however, that a possibility could be developed to allow non-euro area member states
to benefit from ECB assistance in times of international financial market stresses that
are clearly independent of the economic policies of the member states concerned.
The 2022-2023 period could be a good example, when the energy price boom and

6 Naturally, the decision to enter the euro area can be considered within a much broader framework.
Here we have only explored aspects of the risk of fiscal financing. Other factors could well make a
very clear case against joining.
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the international market interest rate hikes were not due to irresponsible economic
policies of individual countries. In this case, the Eurosystem could also be used
by countries that have not yet joined the euro area. This option could increase the
financial stability of the EU as a whole, without creating an additional burden at the
EU or ECB level, but its mere existence would increase the financial stability of the
countries concerned and the confidence placed in them.

Contrary to initial fears, the war did not shatter the fiscal situation of the CEEC,
nor did it create unmanageable financing tensions, but it did pose a serious challenge
to fiscal policymakers. Adjustments were needed in a number of areas. It is not yet
safe to sit back and assume that no problems are to be expected. The war is still
going on and it is impossible to predict what dangers we may still face. Following
the principles of fiscal prudence will certainly help whatever challenges a fiscal
decision-maker may face.
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Chapter 6
External Balances

Balázs Csontó and Jiaqian Chen

Abstract Following a stocktaking of the evolution of external balances between the
Global Financial Crisis (GFC) and the war in Ukraine in the central and eastern
European economies (CEEE), highlighting the large improvement in external flow
and stock vulnerabilities, the chapter provides an overview of the impact of the
external shocks stemming from the war in Ukraine on external balances in the region.
First, the negative terms-of-trade shock stemming from surging energy prices led to a
large deterioration in the current account balance in most CEE countries. Second,
the tightening of external financial conditions was associated with capital outflows.
The adjustment to the combined shock differed across CEE countries reflecting
several factors, including differences in their monetary policy regime (members of
the euro area and others) and policy preferences (degree of exchange rate flexibility
in non-euro area countries), as well as their exposure to commodity prices. Going
forward, the pre-war current account surpluses are unlikely to return in the medium
term as the external position will be affected by population aging and investment
needs related to economic convergence and digital and climate transition. Against
this backdrop, fiscal and structural policies could help unlock investments, while
the impact on the external position could be mitigated through the use of EU funds.
Also, in order to maintain resilience to external shocks, it remains important to have
adequate external buffers and conduct sound macroeconomic policies, especially for
CEE countries that are not members of the euro area.
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6.1 Introduction

The external position of the central and eastern European economies (CEEE) was
affected by several global and domestic developments during the decades before the
start of the war in Ukraine. Following the turbulent transition period in the early-1990s,
most CEE countries embarked on a convergence path in the mid-1990s, characterized
by rising trade, increasing integration into supply chains and international financial
markets, and large foreign investments (IMF, 2010b). In the mid-2000s, against the
backdrop of surging capital inflows on the back of both global and CEE-specific factors
(e.g., EU membership), growth became increasingly driven by domestic demand,
thereby giving rise to the emergence of elevated current account deficits and a sharp
increase in external liabilities. In the wake of the Global Financial Crisis (GFC),
the sudden stop in capital flows forced a large and prolonged adjustment in external
balances, with the current account balance switching to surplus in several CEE
countries in the 2010s, reflecting the combination of structural and cyclical factors.
While the adjustment in the external position was needed to reduce vulnerabilities,
there were some concerns around the impact of the decline in investments on potential
growth. CNB Governor Miroslav Singer, for example, compared this to “a company
with a perfect cash flow because of a lack of investment into research and development
or new machinery” (E15, 2014).

The series of external shocks during the past two decades also highlighted the
importance of sound policies and solid fundamentals. In the context of the GFC,
Belka (2009) notes that “it is clear that at least some countries were not ‘innocent
bystanders’ but that domestic policies had made them more vulnerable than others”.
Indeed, the post-GFC decline in external vulnerabilities, partly driven by the conduct
of increasingly prudent fiscal policy, enhanced the resilience of CEE countries to
external shocks, including the Taper Tantrum in 2013, the emerging market (EM)
sell-off in 2018, or the pandemic shock in 2020. Also, six CEE countries are already
members of the euro area, thereby benefiting from the safe haven status of the euro.

Nonetheless, the war in Ukraine affected the external position of the CEE countries
via several channels. Most importantly, the surge in commodity prices implied a
major negative terms-of-trade shock for the CEEE. In addition, the tightening of
external financial conditions also affected the CEEE, including through increasing risk
aversion in the immediate aftermath of the Russian invasion of Ukraine and monetary
policy tightening in major advanced economies in response to the inflationary pressure
in the remainder of 2022. Finally, in light of these shocks and elevated uncertainty
around potential supply disruptions and the economic outlook, external demand also
weakened.

Given the impact of surging commodity prices on imports, current account
balances deteriorated significantly throughout the region, with the re-emergence of
elevated deficits in some CEE countries following an extended period of modest
deficits and surpluses. Higher energy prices also had a negative impact on corporate
profitability and – combined with sharply increasing food prices – on households’
net savings that was only partially offset by an improved fiscal balance in most CEE
countries.
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In light of the tightening of external financial conditions, most countries recorded
portfolio outflows after the start of the war in Ukraine. At the same time, resilient
foreign direct investment (FDI) inflows and stable or even increasing other investment
flows provided support to the balance of payments in 2022. Nonetheless, the combined
terms-of-trade and financial shock exerted a depreciation pressure on the currencies
of inflation-targeting CEE countries (Czechia, Hungary, Poland, and Romania),
triggering different responses across countries, including policy rate hikes and foreign
exchange (FX) interventions. In addition to policy response, the impact of the negative
external shock on the exchange rate was also mitigated by strong inflows of EU finds
in some countries.

Specifically, the adjustment to the external shocks took place mostly through
currency depreciation and policy rate hikes in Hungary and Poland. At the same time,
the stability of the exchange rate was supported by the tightening cycle and foreign
exchange (FX) interventions in Czechia and Romania, with the sizeable FX sales
facilitated by the extraordinarily high level of reserves in the former.

Although current account balances improved in the CEEE on the back of lower
commodity prices in 2023, the current account surpluses recorded during the pre-war
decade are unlikely to return over the medium term. In addition to ‘old’ investment
needs in the context of economic convergence, the external position will be affected
by ‘new’ spending needs, including those related to climate and digital transformation.
Moreover, CEE countries are facing significant challenges stemming from population
aging that is exacerbated by net emigration in some cases. The re-emergence of current
account deficits, however, is not a problem per se. To the extent the deficit reflects
productive investments, it is a ‘necessary’ by-product in the context of economic
convergence, and climate and digital transition.

Against this backdrop, structural policies could support investments needed to
reinforce the convergence process and support the green and digital agenda, while
fiscal policy should create space for investments in infrastructure and human capital,
as well as incentives to foster the economic transformation. Also, the use of EU funds
could mitigate the impact of high investment needs on the external position. Moreover,
following the post-GFC improvement in external balances and reduction in external
vulnerabilities, CEE countries weathered several external shocks well, highlighting the
importance of strong fundamentals. Therefore, they should preserve and/or enhance
their resilience to external shocks. This, however, also depends on policy frameworks.
With six CEE countries already benefiting from the safe haven status of the euro and
Bulgaria in the ERM-II, it remains important for inflation-targeting CEE countries to
maintain an adequate level of FX reserves and keep external vulnerabilities contained
via the conduct of sound macroeconomic policies while limiting the use of FX
interventions to avoid a disorderly adjustment in the exchange rate.

In the first part of the chapter, we take stock of developments in the external position
of the CEE countries during the pre-war period (Section 6.2), including the large post-
GFC improvement in current account balances and its drivers from the perspective
of trade and income (Section 6.2.1), the savings-investment gap (Section 6.2.2),
its financing and implications for the net international investment position (NIIP)
(Section 6.2.3), the evolution of real and nominal exchange rates (Section 6.2.4),
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and whether the external position was ‘excessive’ or in line with the ‘equilibrium
level’(Section 6.2.5). In the second part of the chapter, we provide an overview
of the impact of external shocks stemming from the war in Ukraine (Section 6.3),
including the change in the current account balance in light of the terms-of-trade
shock (Section 6.3.1), the evolution of savings and investments (Section 6.3.2),
capital flows against the backdrop of the tightening of external financial conditions
(Section 6.3.3), as well as the exchange rate adjustment and the policy response to
the external shocks (Section 6.3.4). Finally, Section 6.4 concludes.

6.2 External (Im)Balances Before the Start of the War in Ukraine

6.2.1 From Current Account Deficits to Surpluses

In general, the period between the GFC and the war in Ukraine was characterized
by a large improvement in external positions compared with the pre-GFC external
imbalances in most CEE countries. On average, the current account deficit was 0.1
percent of GDP between 2010-21 down from 9.1 percent of GDP between 2004-08
in the CEEE (Figure 6.1). Moreover, several CEE countries recorded current account
surpluses during this period.

Notwithstanding differences across countries, the improvement in the current
account balance in the wake of the GFC reflected the correction of previous imbalances.
In countries with a pre-GFC boom in domestic demand fueled by capital inflows, the
sudden stop in capital flows was associated by a sharp correction in economic activity
and external balances. In the Baltics, for example, the cumulative improvement
in the current account balance in 2009-10 was around 20 percent of GDP, with
the large current account deficit turning into a surplus in 2009. Similarly, current
account deficits contracted sharply in Hungary, Romania, Slovakia, and Slovenia. In
countries with a sharp adjustment, the main driver tended to be the trade balance as
imports collapsed (Figure 6.2). Indeed, Lane and Milesi-Ferretti (2011) note that the
adjustment relied more on expenditure reduction than expenditure switching.

Against the backdrop of the rebalancing of growth from domestic demand to
exports, there were modest deficits in most CEE countries and an increasing prevalence
of deficits turning into surpluses (e.g., the Baltics and Hungary in 2010, Bulgaria
and Croatia in 2011, Slovakia and Slovenia in 2012) between 2010-12. Until the
mid-2010s, domestic demand strengthened gradually on the back of improving private
sector balance sheets and supportive policy measures in some cases, albeit with
some setbacks (e.g., recession in Czechia and Slovenia in 2012-13 and Hungary in
2012 amid the euro area debt crisis). This, however, was coupled with continued
strong export performance, supported by integration into German supply chains (e.g.,
Hungary, Slovakia), as well as idiosyncratic factors such as the positive impact of
internal devaluation on competitiveness in the Baltics (IMF, 2010a). In addition to
the trade balance, the primary and the secondary income balances also contributed to
the improvement in the current account balance via several channels, including the
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Fig. 6.1: Current account balance (percentage of GDP)
Data: Eurostat (2023a, 2023d), authors’ calculations
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combination of low interest rates and declining external debt, lower profitability of
foreign companies amid the ongoing recovery1, and an increase in the absorption of
EU funds (Figure 6.2).2

By the mid-2010s, the recovery from the GFC resumed, with output gaps closing
throughout the region and current account balances peaking in most CEE countries.
Between 2013-19, Bulgaria, Croatia, Czechia, Estonia, Lithuania, Hungary, and
Slovenia recorded current account surpluses for at least five out of seven years. This,
combined with capital account surpluses, implied that most CEE countries had a
positive net lending position vis-à-vis the rest of the world during this period.3
Notwithstanding the recovery in imports against the backdrop of the strengthening
of domestic demand(IMF, 2016a), the trade balance continued to have a strong
contribution to improved current account balances, including on the back of an
improvement in terms of trade due to the oil price shock in 2015 and a number of

1 In some cases, the profitability of foreign firms was also affected by one-off factors. In Latvia, for
example, the write-off of losses by foreign banks improved the income balance by around 6 percent
of GDP in 2009 (IMF, 2010c).
2 As they were only partially recorded in the current account, EU funds also contributed to an
improvement in the capital account balance.
3 The net lending position is the sum of the current and the capital account balances, with the latter
dominated by EU funds in the CEEE.
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Fig. 6.2: Net lending/borrowing: components, 2004-2021 (percentage of GDP)
Data: Eurostat (2023a, 2023d), authors’ calculations
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idiosyncratic factors.4 At the same time, the income balance showed large variation
across countries: while low interest rates and declining external debt helped keep
interest payments contained and the secondary income balance continued to benefit
from remittances and EU funds5, the stronger cyclical position was associated with
higher profitability of foreign companies.6

In the late-2010s, there were divergent developments in the region, with the current
account balance stabilizing or improving in a few CEE countries (Croatia, Estonia,
Lithuania, Poland, Slovenia), and gradually deteriorating in others (Czechia, Hungary,

4 Among others, country-specific factors included the 2013 EU accession in Croatia (IMF, 2018b),
strong services exports supported by reforms (e.g., the digitalization of government services) in
Estonia (IMF, 2021d), the positive impact on exports of investments in the transport sector in
Lithuania (IMF, 2019f), and strong integration into German supply chains in Slovakia and Slovenia
(IMF, 2016d, 2017e).
5 The latter, however, affected the capital account balance to an even larger extent in most countries,
amounting to 2-3 percent of GDP in the mid-2010s.
6 The primary income balance was also affected by one-off factors in a few countries. In Croatia, for
example, the current account balance improved by 2 percent of GDP due to the one-off decline in
profits of foreign-owned firms on the back of the conversion of Swiss franc loans in 2015 (IMF,
2016c), and was was boosted by one-off provisions of banks for losses related to the bankruptcy of
Agrokor in 2017 (IMF, 2019d). Also, the current account balance was supported by the accounting
of ‘superdividends’ in Estonia. Specifically, the profit repatriation of foreign firms in the form of
‘discrete superdividend payments every few years’ was recorded as negative FDI instead of an
outflow in the current account, with its impact estimated at 2 percent of GDP in 2014 (IMF, 2015c).
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Latvia, Romania, Slovakia). In Hungary and Romania, for example, the deterioration
was close to 5 percent of GDP relative to its peak. In general, the deterioration was
largely driven by increasing domestic demand on the back of pro-cyclical fiscal policy
and tight labor markets, with signs of overheating in a few cases (IMF, 2019c). In
addition, export performance was constrained by weaker external demand affecting
vehicle production (e.g., Slovakia, IMF, 2019c) or the REER appreciation eroding
competitiveness (Romania, IMF, 2019g).

In the early-2020s, the pandemic shock also led to divergent changes in the CEE
countries. In 2020, the current account balance improved in six CEE countries, largely
driven by the lower profit of foreign firms, falling consumption, and declining oil
prices. This, however, was more than offset in five countries by the impact on exports
of the decline in external demand and disruptions to supply chains. On average, the
current account surplus reached its highest level since the GFC in the CEEE. As
the recovery unfolded in 2021, current account balances deteriorated throughout the
region, except for Croatia, with the average current account balance switching to the
highest deficit since 2011.

6.2.2 Moderate Investments after the pre-GFC Boom

Compared with the pre-GFC period, the improvement in the external position in
the 2010s took place against the backdrop of lower investments and higher savings
across the region, with the former being the main driver (Figure 6.3). On average, the
investment-to-GDP ratio declined by close to 7 percentage points during 2010-19
compared with the period of 2004-08, with the decline being the sharpest in countries
that ‘overinvested’ before the GFC (IMF, 2015b).7 In Latvia, for example, it fell from
37 percent of GDP between 2004-08 to 23 percent of GDP between 2010-19. In
addition to lower investments, the post-GFC improvement in the external position
was also driven by higher savings in some countries. In Bulgaria and Hungary, for
example, savings increased by more than 5 percent of GDP during the post-GFC
decade relative to the pre-GFC period. Notwithstanding differences across countries,
the increase in the saving-investment gap was largely related to the private sector,
especially non-financial corporations (Figure 6.4). These general developments in
savings and investments in the 2010s, however, masked different trends in the early-
and the late-2010s.

7 Before the GFC, Estonia and Latvia recorded the highest investment rates in the region, exceeding
40 percent of GDP at their peak. Although Czechia and Slovenia also recorded sizeable investments,
this was largely financed by domestic savings, thereby containing the current account deficit. While
Hungary and Poland had the lowest investment rates, the low level of domestic savings contributed
to elevated current account deficits in the former. There were also large differences across CEE
countries in terms of sectoral positions. In Bulgaria, Estonia, Latvia, and Romania, elevated current
account deficits were largely driven by the net borrowing position of households and non-financial
corporations. In Croatia, Czechia, Hungary, Slovakia, and Slovenia, the current account deficit
was largely related to net borrowing by non-financial corporations and the government, albeit to a
different extent across countries.



178 Balázs Csontó and Jiaqian Chen

Fig. 6.3: Savings and investments, 2004-2021 (percentage of GDP)
Data: Eurostat (2023a, 2023d), authors’ calculations
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The relatively low level of investments during the 2010s reflected both cyclical
and structural factors. In the aftermath of the GFC, the decline in investments
was driven by bank deleveraging, the repair of private sector balance sheets, and
uncertainty around the economic outlook. In addition to crisis legacies, investments
were also affected by a structural shift in trend growth in the first half and middle
of the 2010s. During this period, investments are estimated to have undershot the
‘historical benchmark’ (i.e., the level “consistent with capital accumulation path of
selected advanced European economies during 1951-2011 that has proven to be
sustainable"), therefore higher investments seemed necessary to “get back on the
fast convergence path" (IMF, 2016b).8 In the second half of the 2010s, investments
increased sharply in a few countries, partly related to the pick-up in the disbursement
of EU funds.9 This, however, was followed by a temporary decline in investments
amid the pandemic-driven lockdown and uncertainty around the economic outlook in
2020.

Compared with the pre-GFC period, the savings rate also increased in several
countries. In Bulgaria, Hungary, and Romania, for example, the savings-to-GDP

8 At the same time, investments were broadly in line with the ‘golden rule’ defined as “a lower
bound to which an investment rate in a country would eventually converge as it approaches its own
steady state level underpinned by its deep structural characteristics and exogenous parameters" (IMF,
2016b).
9 Croatia, for example, recorded an increase in investments from around 18 to 22 percent of GDP
between the early- and late-2010s, partly related to Croatia’s EU accession in 2013.
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ratio increased by 6-7 percentage points by the mid-2010s relative to the pre-GFC
period. In the second half of the 2010s, the savings rate stabilized in most CEE
countries, with the notable exception of Croatia and Romania. In Croatia, the savings
rate increased sharply in the second half of the 2010s, contributing to the current
account surplus. In contrast, Romania witnessed a sharp decline in savings in the
late-2010s, with a deterioration of the current account balance. In the early stage of the
pandemic, savings remained broadly stable on average in the region, notwithstanding
differences across countries. This was followed by decreasing savings across the
region as consumption recovered.

From the perspective of sectoral positions, in the first half of the 2010s, non-
financial corporations became net savers amid post-GFC deleveraging in most CEE
countries, except for Czechia (and Estonia for a few years). Households also improved
their net savings position in most countries on the back of suppressed consumption
(IMF, 2016b). In comparison with other EU countries, however, the savings rate of
households continued to be relatively low due to the higher share of consumption
in household income and lower labor income share (IMF, 2016b). Similarly to the
private sector, the public sector’s net savings position also improved in most countries
during this period, reflecting fiscal consolidation efforts, including the unwinding
of counter-cyclical fiscal policy during the GFC.10 In the second half of the 2010s,
however, fiscal positions deteriorated across the region, as the loosening of fiscal
policy was only partially offset by the cyclical upswing. Also, the net savings position
of non-financial corporations worsened slightly as investment activity strengthened.
During the first year of the pandemic, the large improvement in the net savings
position of households and non-financial corporations was partially offset by the
deterioration in the fiscal balance. Against the backdrop of the ensuing recovery in
2021, the net savings position of non-financial corporations and households fell but
remained above the historical average in the case of the latter. This was partially
offset by the declining, albeit still elevated, deficit of the general government.

6.2.3 Declining Overall External Vulnerabilities

Between the GFC and the war in Ukraine, the flip side of the improvement in the
current account balance was the adjustment in capital inflows, albeit to a different

10 In Slovenia, the one-off large deterioration related to the bank crisis in 2013 was followed by a
continuous improvement until 2019.
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Fig. 6.4: Net lending/borrowing by sectors, 2004-2021 (percentage of GDP)
Data: Eurostat (2023f, 2023d), authors’ calculations
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extent across countries and types of capital flows.11 To some extent, this reflected
a global phenomenon. Lane and Milesi-Ferretti (2018) note that the growth in
cross-border positions relative to world GDP came to a halt after the GFC. They
also highlight that in addition to the lower level of capital flows, their composition
changed, with a reduction in cross-border banking given the shrinking balance sheets
of many international banks, partially offset by rising portfolio flows on the back of
increasing international bond issuances.12

11 This followed the extraordinary surge in capital inflows before the GFC, supported by abundant
global liquidity and low interest rates in advanced economies (IMF, 2010a), as well as CEE-specific
factors such as good prospects associated with “new Europe” following the accession of the EU,
progress on reform implementation, and accommodative domestic macro policies (Bakker & Gulde,
2010). Against this backdrop, emerging Europe recorded even higher capital inflows than most other
EM regions (Abiad, Leigh & Mody, 2007). Bakker and Gulde (2010) point out that the size of
cumulative capital inflows between 2003-07, ranging from 33 percent of GDP in Czechia to 192
percent of GDP in Bulgaria, exceeded those before the Asian crisis. Abiad et al. (2007) also note
that the flow of capital from the old to the new EU member states provided a counterexample to the
global anomaly of ‘uphill’ flows from poor to rich countries known as the Lucas paradox (Lucas,
1990).
12 In the early-2010s, a few CEE countries also relied on official financing from the European
Commission and the IMF. Hungary and Latvia were the first CEE countries to enter a program with
the IMF and the EU in November and December 2008, respectively. Shortly thereafter, Romania
also entered into an agreement in May 2009 that was followed by two consecutive arrangements
until 2015.
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On the back of the changing pattern of capital flows and robust economic growth,
there was a continuous improvement in the net international investment position
(NIIP) relative to GDP in the 2010s (Figure 6.6). On average, net international
investment liabilities decreased by 35 percent of GDP to 37 percent of GDP in the
CEEE between 2009 and 2019, with the improvement close to 70 percent of GDP in
Bulgaria and Hungary.13 In general, this was primarily driven by a decline in other
investment liabilities, reflecting the correction of pre-GFC imbalances, especially in
the banking sector, as well as an increase in official reserve assets across the CEEE.

In most countries, the net FDI position remained broadly stable in the 2010s
(Figure 6.6). Given the high degree of uncertainty around the region’s outlook,
FDI investors took a wait-and-see approach in the early-2010s, leading to moderate
flows compared with the pre-GFC period (IMF, 2011).14 Nonetheless, net FDI flows
remained positive in the 2010s. In addition to cost competitiveness that made the region
more attractive to foreign investors, Jirasavetakul and Rahman (2018) emphasize the
role of the quality of labor and the provision of financial incentives, including tax
holidays, investment credit and allowances, as well as VAT exemptions for imports,
property assistance, guaranteed cheap finance, and training of labor. They also note
that the composition of FDI inflows changed, with inflows into services shifting from
the financial sector towards trade, transport and communications. Jirasavetakul and
Rahman (2018) also highlight an increase in outward FDI in some CEE countries,
especially Czechia and Hungary, potentially attributed to the “industrial upgrading by
companies headquartered in these countries who are outsourcing parts of production
to pursue cost efficiency" (‘flying geese syndrome’), and/or “transitory capital from a
third country that simply pass through" an CEE intermediary.

Net portfolio liabilities showed different patterns across countries, recording an
increase in a few CEE countries (Croatia, Czechia, Romania) and a decrease elsewhere
(Hungary). In general, portfolio flows continued to be largely driven by global factors,
with strong capital inflows in the region throughout the decade amid abundant global
liquidity and the search-for-yield environment. This, however, was interrupted several
times by external shocks such as the euro area crisis in 2010-12, the Taper Tantrum
in 2013, the EM market sell-off in 2018, or the Covid-19 pandemic in 2020, leading
to temporary outflows (Figure 6.5). The pandemic, for example, was characterized by
“an unprecedented sharp reversal of portfolio flows" (IMF, 2020), with portfolio bond

13 In contrast, the pre-GFC period was characterized by the buildup of sizeable stock vulnerabilities.
Between 2004 and 2009, the NIIP deteriorated by close to 30 percentage points to around 70 percent
of GDP on average in the CEEE. While foreign liabilities were predominantly FDI liabilities in most
CEE countries, there were also sizeable other investment liabilities in countries with large foreign
bank funding (the Baltics, Croatia, Hungary, Romania, Slovenia), and non-trivial portfolio liabilities
in Hungary and Poland.
14 The high pre-GFC level of FDI inflows was the result of several factors. For example, Bruno,
Campos, Estrin and Tian (2016) estimate that the EU membership boosted FDI inflows by 14-38
percent. Jirasavetakul and Rahman (2018) note that foreign investors were aiming to exploit lower
wages in the manufacturing sector, as well as to access new markets, especially in the services sector.
An example for the former is the sub-group of CEE countries (e.g., Hungary, Slovakia) where the
integration into the German supply chain, especially in the automotive sector, resulted in the more
balanced distribution of FDI between tradable and nontradable sectors.
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and equity outflows reaching USD 4.7 billion and USD 0.4 billion, respectively, in the
CEEE in March 2020 (EPFR, 2023). These episodes also highlighted the importance
of country-specific fundamentals as investors tended to differentiate across countries.
In addition to external financial conditions, other factors also played a role in driving
portfolio flows. In Hungary, for example, capital outflows reflected the deliberate
reduction in external debt, with bond repayments exceeding new issuances in the
mid-2010s.

Fig. 6.5: Bond and equity flows in the CEEE, 2010-2021 (monthly, millions of USD)
Data: EPFR (2023), authors’ calculations
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The decline in other investment liabilities reflected the sharp reversal in other
investment flows in the context of the correction of significant pre-GFC imbalances.
Specifically, annual net outflows exceeded 3 percent of GDP in the first half of the
2010s following an average annual inflow of close to 7 percent of GDP between
2004-08. The largest reversal took place in countries with the highest pre-GFC
reliance on bank funding (IMF, 2010b),15 with more than half of the increase in

15 Before the GFC, the credit and asset price boom was fueled by surging capital inflows in the
banking sector in a few countries (IMF, 2010a). In the Baltics, for example, domestic banks, with
significant financing from their Nordic parents in the aftermath of the EU membership, fueled the
credit boom and economic overheating, especially in Estonia and Latvia (Purfield & Rosenberg,
2010). In addition to the pace of credit growth, another source of vulnerability emerged in the form
of FX borrowing by unhedged households and firms throughout the region, except for Czechia,
Poland, and Slovakia. Rosenberg and Tirpák (2008) find that borrowing in FX was primarily driven
by interest rate differential and the size of external financing in the banking sector.



6 External Balances 183

foreign funding-to-GDP ratio during 2003-08 unwound in two waves during 2008-12
in the broader region (IMF, 2013).16 Between September 2008 (i.e., the collapse of
Lehman Brothers) and mid-2010, the financing of regional banks by their Western
parents dried up, especially in countries with a foreign-financed credit-driven growth
model before the GFC (e.g., the Baltics). Nonetheless, the decline in foreign financing
was mitigated by international coordination, including the Vienna Initiative aiming
to “prevent a large-scale and uncoordinated withdrawal of cross-border bank groups
from the region" and “Ensure that parent bank groups maintain their exposures and
recapitalise their subsidiaries in emerging Europe".(Vienna Initiative, 2022a) Second,
there was pressure on bank funding in mid-2011 amid the euro area crisis and the
tightening of regulatory standards (e.g., Basel III) (Impavido, Rudolph & Ruggerone,
2013). Against the backdrop of a significant decline in funding, exceeding 10 percent
of GDP in Estonia, Hungary, and Slovenia, the Vienna Initiative was renewed in
January 2012 (IMF, 2013; Vienna Initiative, 2022b).17 During the remainder of the
decade, other investment flows normalized but remained below the pre-GFC level.

Fig. 6.6: Net international investment position: components, 2004-2021 (percentage
of GDP)
Data: Eurostat (2023e, 2023d); Milesi-Ferretti (2022), authors’ calculations
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16 Vogel and Winkler (2016) find that a higher foreign bank presence was associated with more
stable cross-border bank flows.
17 In addition to external developments, some idiosyncratic factors also contributed to outflows. In
Hungary, for example, the conversion of CHF-loans led to a decline in banks’ foreign liabilities and
FX reserves.
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In the 2010s, the increase in international reserves was supported by several factors,
including the improvement in the current account balance, the favorable external
environment, and the increasing absorption of EU funds.18 In addition to general
developments, it is worth highlighting the case of Czechia. In order to prevent an
excessive appreciation of the koruna and the deepening of deflation in the face of
hitting the ‘technical zero’, the CNB operated an exchange rate floor (CKZ/EUR
of 27) between November 2013 and April 2017.19 Against this backdrop, reserves
increased by 40 percent of GDP between 2009-19, exceeding 300 percent of the
IMF’s reserve adequacy (ARA) metric well above the adequate range of 100-150
percent (Figure 6.7). During the pandemic, the allocation of Special Drawing Rights
(SDRs) by the IMF provided a further boost to reserves in August 2021 throughout
the region (IMF, 2021). In Czechia, for example, the allocation of SDR2.09 billion
increased reserves by 1.1 percent of GDP or 0.2 months of imports (IMF, 2022b).
Following the post-GFC decade of improved external positions, reserves were within
the adequate range according to the ARA metric at the start of the war in Ukraine,
leaving the non-euro area CEE countries more resilient to the shock than at the onset
of the GFC (Figure 6.7).

The large improvement in the current account balance, the decline in net external
liabilities, and the increase in international reserves implied a reduction in overall
external vulnerabilities in the CEEE (Figure 6.8).20 At the same time, gross stock
vulnerabilities increased in some countries, including a sharp increase in gross
external liabilities in most countries and gross external debt in a few countries,
especially starting in the late-2010s.21 This could increase the region’s exposure to
external shocks, as gross flows tend to be more pro-cyclical than net flows, making
them a better indicator of financial vulnerabilities (Lane & Milesi-Ferretti, 2007;
Forbes & Warnock, 2011; Broner, Didier, Erce & Schmukler, 2013).

6.2.4 Stalling Real Appreciation

The period between the GFC and the war in Ukraine was characterized by broadly
stable real exchange rates across CEE countries, following the pre-GFC period of
steady real appreciation (Figure 6.9).22 Although the combination of elevated current

18 When discussing reserves, we focus on non-euro area CEE countries.
19 As argued by Lízal and Schwarz (2013), “foreign exchange interventions represent a meaningful
monetary policy tool for small open economies not facing serious liquidity problems” when facing
the zero lower bound.
20 Ahuja, Syed and Wiseman (2017) and IMF (2021b) show that vulnerability to sudden stops
is indicated by the current account balance, the degree of real effective exchange rate (REER)
misalignment, the level of external debt (especially private debt) relative to exports, and reserves.
21 In Hungary, gross external debt unadjusted for special purpose entities (SPEs) is significantly
higher. This, however, distorts the picture as SPEs “typically perform a financial intermediary
function” instead of real economic activity in the country (Koroknai & Lénárt-Odorán, 2011).
22 Unless otherwise indicated, the chapter discusses real exchange rates based on consumer price
indices (CPI).
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Fig. 6.7: International reserves, 2004-2021 (percentage of ARA metric)
Data: IMF (2023b)
Note: The Assessing Reserve Adequacy (ARA) metric compares the level of reserves
to a set of indicators, including short-term debt, medium- and long-term debt and
equity liabilities, broad money, and export earnings (IMF, 2015a).
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Fig. 6.8: External vulnerabilities in the CEEE (average)
Data: Eurostat (2023a, 2023e); Milesi-Ferretti (2022); Eurostat (2023d); IMF (2023b),
authors’ calculations
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account deficits and real appreciation before the GFC, and modest current account
balances and broadly stable real exchange rate during the pre-war period might suggest
a causal relationship, with real appreciation causing a loss of external competitiveness,
the picture is not so straightforward in catching-up economies: to the extent real
appreciation is driven by higher productivity growth, it does not lead to a loss of
competitiveness and thus a deterioration in the external balance. Specifically, as
productivity gains lead to increasing real wages in the tradable sector and – assuming
labor market mobility – in the nontradable sector, the relative price of nontradables
increases and the price level converges to that in countries with higher productivity
(Balassa-Samuelson hypothesis). This price convergence implies real appreciation via
nominal appreciation and/or higher inflation. To explain the sharp appreciation of the
real exchange rate during the pre-GFC period, a wide strand of papers focuses on the
Balassa-Samuelson effect, finding evidence of productivity-driven real appreciation.23
Nonetheless, there were also signs of excessive movements in the real exchange rate
in a few cases.24

During the 2010s, real exchange rates were broadly stable against the backdrop
of a slowdown in economic growth across the region (Figure 6.9). Specifically, the
REER appreciated by 0.1 percent per year on average in the CEEE between 2010
and 2019, reflecting modest appreciation in some countries (Czechia, Estonia, Latvia,
Lithuania, Slovakia, and Slovenia) and depreciation in others (Bulgaria, Croatia,
Hungary, Poland, and Romania).25 Żuk, Polgar, Savelin, del Hoyo and König (2018)
show that convergence towards the EU average decelerated in the aftermath of the
GFC, mostly due to slowing total factor productivity growth. In the context of the
productivity puzzle, Gabrisch (2019) finds that slower productivity growth in the

23 Several papers find evidence of such productivity-driven increase in the relative price of
nontradables and the appreciation of the real exchange rate in the 1990s, notwithstanding differences
in terms of the magnitude of the impact across papers (De Broeck & Sløk, 2001; Égert, Drine,
Lommatzsch & Rault, 2003). Égert, Halpern and MacDonald (2005) also show that in addition to the
Balassa-Samuelson effect, regulated price hikes and an inappropriate adjustment for the improving
quality of products also contributed to the appreciation of the real exchange rate. Encompassing
the period between the mid-1990s and early-2008, Mihaljek and Klau (2008) estimate that the
Balassa-Samuelson effect contributed about 1.2 percentage point on average to inflation differential
between CEEE and the euro area, ranging from 0.03 in Bulgaria to 4.6 percentage points in Lithuania.
They also show that compared with the 1990s, the Balassa-Samuelson effect declined during
2002-2008 in Bulgaria, Croatia, Hungary, Latvia, and Slovakia, while it increased in Czechia,
Estonia, Lithuania, Poland, and Slovenia.
24 For example, imbalances were larger in countries with exchange rate pegs, namely the Baltics
and Bulgaria (IMF, 2011), as they had less instruments to stop the credit boom. IMF (2011)
highlight the vicious circle of high wage growth and inflation amid economic overheating leading
to decreasing real interest rates, thereby further boosting credit demand, as well as deteriorating
tradable competitiveness. In the Baltics, this is also well-reflected in the significant appreciation
of the REER based on unit labor costs (ULC) well exceeding the appreciation of the CPI-based
REER, especially in Latvia (Figure 6.9). At the same time, floaters could use nominal appreciation
to tighten monetary conditions, thereby keeping inflation low and real interest rates high.
25 Overall, the ULC-based REER was also broadly stable in the CEEE, with an average annual
appreciation of 1 percent during this period (Figure 6.9). This reflects appreciation of around 2-4
percent in the Baltics and Bulgaria, some modest strengthening in Czechia, Romania, and Slovakia),
and depreciation in Croatia, Hungary, Poland, and Slovenia.
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Fig. 6.9: Real effective exchange rates (annualized change, percentage)
Data: Eurostat (2024b, 2024a, 2024c), authors’ calculations
Note: CPI and ULC refer to consumer price index and unit labor costs, respectively.
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region was due to weaker external and domestic demand as opposed to “adverse
technological progress”.

In addition to the magnitude of changes in the real exchange rate, CEE countries
also differed in terms of the relative importance of changes in the nominal exchange
rate and inflation differential (Figure 6.9). Before the GFC, the real appreciation took
the form of high inflation differential in countries with pegs (the Baltics, Bulgaria) and
bands (Hungary), while there was a bigger reliance on nominal appreciation in others
(Croatia, Czechia, Poland, Slovakia). In contrast, in addition to the broadly stable
real exchange rate, the post-GFC was characterized by moderate inflation across CEE
countries. Against this backdrop, there was no clear trend in the nominal exchange
rate either. Hungary and Romania, however, provide an exception, as the exchange
rate vis-à-vis the euro depreciated steadily throughout the decade (Figure 6.10). In
the former, this was also coupled with the largest real depreciation in the region
(Figure 6.9).

Among others, differences in the relative importance of inflation differential and
changes in nominal exchange rates reflected the choice of the exchange rate regime.
Specifically, following Slovakia and Slovenia, the Baltics also joined the euro area in
the first half of the 2010s.26 Similarly, Bulgaria was operating an exchange rate peg in

26 Estonia, Latvia, and Lithuania adopted the euro in 2011, 2014, and 2015, respectively.
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Fig. 6.10: Bilateral nominal exchange rates, 2004-2021 (cumulative change, percent-
age)
Data: Eurostat (2023c)
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the form of currency board,27 and Croatia used the exchange rate of the kuna vis-à-vis
the euro as the nominal anchor for monetary policy.28 Even across inflation-targeting
CEE countries (Czechia, Hungary, Romania, Poland), there were differences in terms
of the de facto exchange rate regime (IMF, 2023). In Hungary and Poland, the de
facto exchange rate regime had been classified as (free) floating arrangement since the
GFC. At the same time, the floating regime was temporarily replaced by an exchange
rate floor between 2013 and 2016 in Czechia,29 and by a crawl-like system in 2016
and a stabilized arrangement in 2018 in Romania.30

The exchange rate regime affected the ability of CEE countries to respond to
external shocks. In inflation-targeting CEE countries, FX intervention generally aimed
at preventing disorderly market conditions during episodes of major external shocks,
such as the Taper Tantrum in 2013 or the general EM sell-off in 2018. In addition,

27 Bulgaria formally entered the ERM-II mechanism in July 2020.
28 While the de jure arrangement was managed floating without a predetermined path, the classification
of the de facto regime was switching between soft pegs (crawl-like, stabilized), and the residual
category of other managed arrangement in the 2010s. Croatia entered the ERM-II mechanism in
July 2020.
29 The de facto regime was classified as other managed and stabilized arrangements during this
period by IMF (2023b).
30 Habermeier, Kokenyne, Veyrune and Anderson (2009) provide an overview of the classification
of exchange rate arrangements.
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changes in the policy rate were sometimes partly motivated by the evolution of the
exchange rate. In Hungary and Poland, for example, the central bank emphasized the
role of the pass-through of currency depreciation into inflation behind the policy rate
hikes in 2011 and 2012.31

6.2.5 External Position: Excessive or Not?

In light of the large improvement in current account balances and the decline in
the NIIP, was the external position of CEE countries excessive or not before the
war in Ukraine? As Allen et al. (2023) note, “there are good reasons for countries
to run current account surpluses or deficits, such as to smooth out the effects of
temporary shocks, to save and accumulate assets to cover retirement needs, or to
allow capital to flow to where it is scarcer and can have a higher rate of return”.
Standard theory predicts that in the absence of restrictions on trade and capital flows,
capital should flow from richer to poorer countries as the marginal product of capital
is higher in the capital-scarce poorer country.32. As such, the deficit of the current
account could actually indicate the strength of the catching-up economy – that the
country is undertaking investments during the convergence process. Similarly, the
surplus of the current account might be a welcome development but could also be the
result of insufficient investments. As noted by IMF (2021g) for Poland, for example,
the current account “surplus is deemed excessive given that income convergence is
incomplete". In other words, neither the pre-GFC current account deficits nor the
pre-war surpluses in the CEEE constitute a problem per se.

How can the ‘appropriate’ level of the current account balance be determined?
A rule of thumb was provided by Lawrence Summers who famously argued in the
aftermath of the Mexican crisis that “it is unlikely that any country can, over a long
period of time, borrow more than 5 percent of its GNP annually unless it is growing
at a very rapid rate” (Summers, 1996). Based on this ‘rule’, most CEE countries ran
potentially unsustainable current account deficits before the GFC, while there was no
reason for major concern during the period between the GFC and the war in Ukraine.

From the perspective of sustainability, the current account balance can be con-
sidered sustainable if it is consistent with a non-increasing ratio of net international
investment liabilities to GDP .33 Based on the evolution of NIIP, this implies unsus-
tainable external positions before the GFC and sustainable positions after the GFC

31 In November 2011 the MNB noted that “the depreciation of the forint in recent months is a threat
to meeting the 3 per cent inflation target” (MNB, 2011), while in May 2012 the NBP explained
that “elevated inflation will be driven by the previously observed weakening of the zloty and high
commodity prices” (NBP, 2012).
32 Lucas (1990) argues that “new investment will occur only in the poorer economy, and this will
continue to be true until capital-labor ratios, and hence wages and capital returns, are equalized”.
33 In theory, the concept of solvency implies that “any path of the current account such that the
infinite sum of all current accounts is equal to the initial foreign debt of the country is consistent
with solvency" (Roubini & Wachtel, 1998).
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throughout the region. A less stringent criterion is to run a current account balance
that is consistent with a non-increasing external debt-to-GDP ratio, thereby taking
into account both the level of the current account and the composition of its financing.
This would imply that there is no reason for concern as long as the current account
deficit is financed through non-debt generating capital inflows (e.g., FDI).

Another concept considers the equilibrium level of the current account balance
on the basis of the drivers of savings and investments (see, for example, Chinn and
Prasad (2003); Phillips et al. (2013); Coutinho, Turrini and Zeugner (2018); Cubeddu
et al. (2019)), including cyclical factors (e.g., business cycle, commodity prices),
macroeconomic and structural fundamentals (e.g., capital-labor ratio, NIIP position,
demographics), and policies (e.g., fiscal policy) (Cubeddu et al., 2019). Based on
the estimated relationship between the current account balance and its drivers, its
excessive nature can be assessed by comparing its cyclically-adjusted level with the
level of the current account balance consistent with medium-term fundamentals and
desirable policies.

Despite the sharp improvement in the current account balance after the GFC, there
was no sign of major overshooting in the CEEE during the first half of the 2010s. 34

In most CEE countries, external positions were assessed to be broadly in line with
the level implied by medium-term fundamentals and policies. In other words, the
significant post-GFC improvement in current account balances was broadly in line
with cyclical developments, as well as changes in macroeconomic fundamentals and
policies.

First, the improvement in the external position was largely driven by the cyclical
downturn after the GFC. As discussed in Sections 6.2.1 and 6.2.2, this period was
characterized by muted domestic demand amid the repair of private sector balance
sheets and declining foreign bank funding, with the output gap staying negative until
the mid-2010s. As the output gap then closed, its negative impact on the external
position was offset by a positive terms-of-trade shock thanks to the sharp fall in oil
prices in 2015-16 (see, for example, IMF, 2018a, 2017b, 2017c, 2017e).

Second, macroeconomic fundamentals also contributed to the improvement. As
discussed in Section 6.2.2, in addition to the cyclical component, the decline in
investment rates also reflected “a perceived structural shift in trend growth" (IMF,
2016b).35 Moreover, the improvement in the NIIP also contributed to the higher
current account balance as lower net external liabilities, coupled with low global
interest rates, were associated with lower interest payments and profit of foreign
investors, thereby improving the income balance.

34 This is based on the IMF’s external balance assessments conducted as part of the regular Article
IV consultations.
35 Estimating two benchmarks for the speed of capital accumulation, IMF (2016b) find that both
the ‘golden rule’ (a model-based steady-state rate) and the ‘historical benchmark’ (“an investment
rate consistent with stylized transition dynamics derived from the historical experience of other
European countries that have achieved convergence to present-day euro area income levels”) fell
after the GFC.
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Third, the current account balance improved on the back of stronger fiscal
positions.36 As a result of the sizeable fiscal consolidation efforts, the structural
fiscal balance, i.e., the fiscal balance adjusted for cyclical effects and one-off factors,
improved continuously in the first half of the 2010s throughout the region.37

In the second half of the 2010s, the deterioration in external balances partly
reflected changes in the business cycle, including signs of overheating in a few
countries. For example, the output gap estimated to have exceeded 4 percent in
Czechia, Hungary, and Romania (European Commission, 2023a).38 The cyclical
uptick also affected fiscal balances. Although fiscal policy became looser, as reflected
in widening structural deficits in a few CEE countries (especially in Hungary and
Romania), headline fiscal balances were supported by strong economy activity.
Against this backdrop, the cyclical contribution to the current account balance turned
negative. In Romania, for example, the business cycle was estimated to have worsened
the current account balance by 0.6 percent of GDP in 2019 (IMF, 2019g). This was
largely related to expansionary fiscal policy, with the current account balance moving
closely together with the structural fiscal balance in the second half of the 2010s
(Norton & Zhao, 2022). Notwithstanding the smaller positive output gap in Bulgaria,
the cyclical contribution was estimated to have reached 3 percent of GDP in 2017
accounting for a temporary drop in public investment and strong tourism-related
exports due to “political uncertainties in some traditional tourism destinations” (IMF,
2018a).

In addition to cyclical developments, however, there were increasing signs of
excessive changes in the external position. In Bulgaria, Czechia, Estonia, Hungary,
Latvia, Lithuania, and Slovenia, the external position was assessed to be stronger than
the level implied by fundamentals in the late-2010s.39 The reason for (moderately)

36 There is a large literature on the relationship between fiscal and current account balances (see, for
example, Gagnon (2017)). If Ricardian equivalence holds, changes in the fiscal balance would be
offset by changes in the private sector’s consumption and investment decisions, thereby having only
a limited impact on the current account balance. The literature, however, finds a positive relationship
between current account and fiscal balances. For example, Cubeddu et al. (2019) estimate that a 1
percentage point change in the fiscal stance is associated with a 0.33 percentage point deterioration
in the current account balance. Moreover, fiscal policy could also have supply-side impact on the
economy.
37 This followed the worsening of the fiscal balance at the peak of the GFC in each CEE country,
except for Hungary where fiscal policy acted in a pro-cyclical way given the lack of space following
large pre-GFC fiscal imbalances.
38 In late-2010s, however, economic activity weakened in advanced Europe on the back of several
factors “such as the tighter EU emission standards, a shift in preferences from diesel toward gasoline
and other alternative fuel vehicles, and weakening global demand, especially from China” (IMF,
2019c). Nonetheless, IMF (2019c) point out anecdotal evidence that vehicle production in the CEE
countries was resilient thanks to robust demand for the types of cars (e.g., SUVs) produced in the
region.
39 Similarly, Kuziemska-Pawlak and Mućk (2019) estimate the current account balance to be higher
than the level explained by medium- to long-term fundamentals in each CEE country, except for
Lithuania, Romania, and Slovakia. They also note that Hungary is estimated to have the highest
positive deviation from the structural level. Finally, in terms of the sign of the balance, they estimate
that the ‘structural’ current account for 2016 was positive for Czechia, Estonia, Lithuania, and zero
or slightly negative for other CEE countries.
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stronger external positions, however, differed across countries, including a moderately
undervalued exchange rate, strong fiscal position, and precautionary savings by
households in the late-2010s in Czechia (IMF, 2019a); policy gaps, in particular
a relatively tight fiscal policy, with no clear indication of undervaluation in the
mid-2010s in Estonia (IMF, 2017a); weak private sector credit and the undervalued
currency in Hungary (IMF, 2019b); low public health expenditure and credit growth
offset by higher fiscal deficit in Latvia (IMF, 2019e); relatively strong fiscal policy (i.e.,
looser-than-desired fiscal policy in the rest of the world) in Lithuania (IMF, 2018d);
and fiscal policy closer to its desired level than in trading partners, undervalued
currency, and weak private sector credit in Slovenia (IMF, 2017d). In contrast, there
were signs of modest overvaluation in Croatia in the mid-2010s, contributing to the
relatively weak current account balance. Similarly, Romania also had a weak external
position in the late-2010s (IMF, 2021i).

During the pandemic, the external position was largely affected by cyclical
developments such as the lockdown, the temporary closing of borders, disruptions to
supply chains, specific import needs related to the pandemic, the commodity price
shock, and an extraordinarily high degree of uncertainty. As such, the contribution to
the current account balance of Covid-19 related developments was estimated at -1.4
percent of GDP in Hungary (IMF, 2021c) and -1.6 percent of GDP in Poland (IMF,
2021g) in 2020, and -1.2 percent of GDP in Czechia in 2021 (IMF, 2022b).

There were also signs of excessive balances. Specifically, the external position was
assessed to be stronger than the level implied by fundamentals and desired policies
in Bulgaria, Estonia, Hungary, Latvia, Lithuania, Poland, and Slovenia. The strong
position was driven by several factors. For example, the relatively tight fiscal policy
(i.e., not as loose as in the rest of the world) and low health spending supported the
current account balance in a few countries, including Bulgaria, Estonia, Latvia, and
Lithuania (IMF, 2021a, 2021d, 2021e, 2021f). Moreover, the strong external position
was also related to the undervaluation of the real exchange rate in Bulgaria, Estonia,
Hungary, Poland, and Slovenia (IMF, 2021a, 2021d, 2021c, 2022c, 2021h). Also,
there were some country-specific sectors such as weak private sector credit in Hungary
or “structural impediments encouraging both higher savings and lower investment"
in Bulgaria (IMF, 2021c, 2021a). At the same time, there were signs of the external
position being weaker than the level implied by medium-term fundamentals and
policies in Romania, largely owing to an overvaluation of the real exchange rate in
the context of expansionary fiscal policy (IMF, 2021i; Norton & Zhao, 2022).

6.3 External Adjustment in the Wake of the War in Ukraine

The world economy witnessed several important shocks in 2022, all of which had
significant impact on the CEE countries’ external positions. In the aftermath of
Russia’s invasion of Ukraine, commodity prices soared amid concerns about a
shortfall in global supplies from Russia and Ukraine, and trade disruptions caused
by the war itself. Brent oil price exceeded USD 120 dollar per barrel in June 2022,
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before starting to decline in the second half of 2022 as demand growth from major
economies, such as China, slowed and trade diversion enabled a steady supply of
Russian crude oil to global market. European gas prices had risen to a stratospheric
level amid supply disruptions but subsequently declined, owing to substitution efforts
and an exceptionally mild winter that reduced demand. Food prices also began to fall
around the same period as supply and demand reacted to higher prices, including
through the reopening of the Black Sea corridor, increased wheat production in
Europe and India, and lower demand for price-elastic items. Despite the decline since
mid-year, average commodity prices in 2022 were higher than those in 2021 and well
above their pre-pandemic levels.

In addition to the terms-of-trade shock, the tightening of external financial
conditions also affected the CEE economies, including via increasing risk aversion in
the immediate aftermath of the Russian invasion of Ukraine and monetary policy
tightening in major advanced economies thereafter. Specifically, soaring commodity
prices had prompted central banks to tighten monetary policy to fight the rapidly
accelerating inflation, notably in the U.S. that contributed to the appreciation of the
U.S. dollar in 2022. Moreover, in light of the commodity price shock, the tightening
of financial conditions, and elevated uncertainty, external demand also weakened,
with global growth decelerating from 6.3 percent in 2021 to 3.5 percent in 2022 (IMF,
2023).

6.3.1 Current Account Balances and the Terms-of-Trade Shock

With the exception of Bulgaria, the current account balance deteriorated significantly
in each CEE country between 2021 and 2022, with the worsening averaging 2.7
percent of GDP and ranging from 0.6 percent of GDP in Estonia to 6.6 percent
of GDP in Lithuania (Figure 6.11). Following the pre-war decade characterized by
surpluses and modest deficits, each CEE country recorded a deficit, with the deficit
close to or exceeding 5 percent of GDP in five out of 11 CEE countries. In Hungary,
Slovakia, and Romania, for example, the deficit was in the range of 7-9 percent of
GDP, respectively. Moreover, the current account balance was much lower than the
level projected before the start of the war across CEE countries, except for Bulgaria,
reflecting the unanticipated effect of the war (Figure 6.12). Before the war, four CEE
countries were actually expected to record a current account surplus in 2022.

The deterioration in the current account balance was primarily driven by the trade
balance (Figure 6.11).40 Specifically, the sharp increase in commodity prices was
associated with a surge in imports41, while exports were affected by slowing global
demand.42 The worsening of the goods balance was only partially offset by the strong

40 For a detailed account of the impact of the war on external trade, see Chapter 7.
41 In Poland, imports were also boosted by the positive impact on domestic demand of consumption
by refugees (IMF, 2023e).
42 Exports were also constrained by the restrictions introduced on exports to Russia. The impact on
exports, however, was mitigated by several factors (see Chapter 1 on sanctions).
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Fig. 6.11: Current account balance, 2021-2022 (percentage of GDP)
Data: Eurostat (2023a, 2023d), authors’ calculations
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performance of services in some countries, including Croatia, Estonia, Hungary,
Latvia, Lithuania, and Poland (IMF, 2023a, 2023b, 2023b, 2023c, 2023d, 2023e). On
average, the trade balance worsened by close to 3 percent of GDP in 2022, ranging
from 1 percent of GDP in Romania to 6.5 percent of GDP in Lithuania.43 Nonetheless,
Bulgaria, Poland, and Slovenia continued to record trade surplus. In general, changes
in the primary and the secondary income balance were relatively modest on the back
of offsetting factors such as increasing interest payments due to higher interest rates
and declining declining FDI-related income outflows in the context of worsening
profitability in some cases. In terms of the magnitude of changes, a major exception
was Bulgaria and Slovakia where the primary income balance improved by 1.5 and
1.8 percent of GDP, respectively.44

43 In Estonia, it improved by 0.5 percent of GDP.
44 In Bulgaria, the primary income balance improved on the back of lower outflows related to
equity income under FDI “probably due to the banking sector", as some restrictions on dividend
payments and banks’ foreign exposures were still in place in early-2022 (BNB, 2023). Similarly,
the improvement in the primary income balance was related to declining outflows of dividends and
reinvested earnings under FDI in Slovakia (NBS, 2023).
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Fig. 6.12: Current account balance, 2022 (percentage of GDP)
Data: IMF (2022, 2023), authors’ calculations
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6.3.2 Declining Private Savings amid High Inflation

In 2022, the current account balance deteriorated against the backdrop of the
combination of an increase in investment and a decrease in savings in most CEE
countries (Figure 6.13). In general, this reflected robust private investments and
resilient public investment supported by EU funds amid improved fiscal balances.
Moreover, private savings were negatively affected by the sharp increase in energy
prices throughout the region.

In most CEE countries, the deterioration in the external position reflected an
improvement in the fiscal balance that was more than offset by the worsening of
the private sector’s net lending position (Figure 6.14). Indeed, the ‘normalization’
of fiscal policy following the large stimulus during Covid-19 implied a decrease in
fiscal deficits in most CEE countries in 2022. At the same time, as surging energy
prices had a negative impact on corporate profits and private investment remained
strong, the net lending position of non-financial corporations declined. In a few cases
(Croatia, Slovenia), the net lending position actually switched into a net borrowing
position between 2021 and 2022. Similarly, households’ net lending position was
impaired by high inflation in the context of rising energy and food prices across CEE
countries.
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Fig. 6.13: Savings and investments: contribution to the change in the current account
balance between 2021 and 2022 (percentage of GDP)
Data: IMF (2023), authors’ calculations
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Fig. 6.14: Net lending/borrowing by sectors, 2021-2022 (percentage of GDP)
Data: Eurostat (2023f, 2023d), authors’ calculations
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6.3.3 Capital Flows and Tighter External Financial Conditions

In addition to the terms-of-trade shock leading to a sharp deterioration in the current
account balance, heightened risk aversion at the start of the war in Ukraine and the
tightening of global financial conditions exerted pressure on capital inflows as well. As
a result, cumulative bond outflows amounted to around USD2 billion between March
and June 2022 in the CEEE (Figure 6.15). Although there was some normalization
in the remainder of the year, the majority of CEE countries recorded negative net
portfolio flows in 2022 (Figure 6.16). This is consistent with the pattern observed in
other EMs against the backdrop of monetary policy tightening in advanced economies
(IMF (2023a)).

Fig. 6.15: Bond and equity flows in the CEEE, 2022-2023 (monthly, millions of USD)
Data: EPFR (2023), authors’ calculations
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In line with their historical behavior, net FDI inflows were robust throughout
the region. In Romania, for example, net FDI inflows reached historic high despite
the lifting of restrictions on dividend payments introduced during the pandemic by
the supervisory authority (NBR, 2023). Similarly, other investment flows remained
positive and even increased in a few countries, thereby providing support to the
balance of payments. This also fits the global pattern that other investment inflows to
EMs, and in particular global banking flows, were broadly positive in 2022.

Notwithstanding the use of FX reserves in the context of disorderly market
conditions at the start of the war in Ukraine (Section 6.3.4), most CEE countries
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recorded a modest increase in reserves in 2022, reflecting inflows of EU funds or the
issuance of FX bonds (see, for example, IMF, 2023b, 2023e). A major exception was
Czechia where the extraordinarily high level of reserves allowed for a cumulative
intervention of EUR26 billion between May and September 2022 (CNB, 2023).
Nonetheless, reserved stood at 366 percent of the ARA metric in Czechia at the end
of 2022, well above the adequate range of 100-150 percent. Other inflation-targeting
CEE countries also recorded reserves within the range, with Poland at the higher end
(146 percent), and Hungary (110 percent) and Romania (100 percent) closer to the
lower end of the range (IMF, 2023b).

Fig. 6.16: Financial account balance, 2021-2022 (percentage of GDP)
Data: Eurostat (2023a, 2023d), authors’ calculations
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Despite the deterioration in current account balances, many CEE countries saw
their NIIP improved in 2022 relative to 2021 (Figure 6.17), with much of the
improvement driven by the increase in nominal GDP and revaluation effects on
external debt in the context of rising yields (see, for example, IMF, 2023a, 2023b).
In general, high inflation had a large contribution to reducing global net creditor
and debtor positions relative to GDP by raising nominal GDP (Milesi-Ferretti, Gian
Maria, 2023). As a result, external stock vulnerabilities of CEE countries remained
contained in 2022, with net external liabilities significantly below their pre-GFC level
(Figure 6.17).
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Fig. 6.17: Net international investment position (percentage of GDP)
Data: IMF (2023), authors’ calculations
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6.3.4 Policy Response to External Pressure

Notwithstanding the pressure on the currencies of inflation-targeting CEE countries
stemming from the real and financial shocks, they showed different patterns. Specific-
ally, the Romanian leu remained stable vis-à-vis the euro throughout 2022, while the
Czech koruna, the Hungarian forint, and the Polish zloty depreciated by 5-7 percent
in the immediate aftermath of the start of the war. During the remainder of the year,
however, the performance of these currencies also differed remarkably. In March
2022, the koruna was already stronger than at the start of the war, and recorded a
steady appreciation path between the fall of 2022 and the spring of 2023. While
the zloty also rebounded quickly, it remained highly volatile in the remainder of
2022, with the exchange rate returning to its pre-war level only in 2023. The forint
depreciated continuously until the fall, with the cumulative weakening reaching close
to 15 percent against the euro, that was followed by a partial correction over the next
few months. Despite the volatile external environment, all inflation-targeting CEE
currencies were stronger as of early-November 2023 compared to the level just before
the war in February 2022, with the exception of the Hungarian forint. In order to
understand the drivers of cross-country differences, we turn to the policy response to
the external pressure.

Although the depreciation of CEE currencies in the immediate aftermath of the
start of the war indicates the presence of external pressure, the realized change in
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Fig. 6.18: Bilateral nominal exchange rates, 2022-2023 (Jan 3, 2022=100)
Data: Eurostat (2023b), authors’ calculations
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exchange rates may only be a partial measure of external pressure, as economies
can resort to FX intervention or interest rate changes to cushion such pressure.
Figure 6.19 plots the Exchange Market Pressure (EMP) index and its components for
2022, incorporating both realized exchange rate movement and policy intervention
(purchases and sales of FX reserves and policy rate changes) by central banks.45 As
such, the index could provide an indication of both the magnitude of external pressure
and the response to this pressure across countries.46 The EMP index was the highest in
Romania, potentially reflecting pre-war vulnerabilities, including signs of overheating,
currency overvaluation, and a relatively weak external position (Section 6.2.5). At
the same time, the EMP index was relatively modest in Poland and the EA-member
CEE countries.

There were also differences in terms of the response to the pressure in 2022
(Figure 6.19). Most non-euro area CEE countries resorted to the combination of
policy rate hikes, FX interventions, and exchange rate flexibility, albeit to a different
extent across countries. In the case of interest rate decisions, however, it is not
straightforward to attribute the policy decision to the external pressure as opposed
to the acceleration in inflation. An exception is the extraordinary meeting of the

45 The EMP index is based on Goldberg and Krogstrup (2023). The index, defined as the weighted
and scaled sum of exchange rate depreciation, foreign exchange intervention, and policy rate changes,
combines pressures observed in exchange rate adjustments with model-based estimates of incipient
pressures that are absorbed by FX interventions and policy rate adjustments.
46 For a comprehensive overview of monetary policy response to the external shock, see Chapter 4.
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Fig. 6.19: Exchange market pressure
Data: Adler, Chang, Mano and Shao (2021); Goldberg and Krogstrup (2023); IMF
(2023a), authors’ calculations
Note: Positive values correspond to exchange market pressure that would depreciate
the nominal exchange rate. A country’s total exchange market pressure in 2022
is the sum of scaled and weighted observed FX interventions, short-term interest
rate changes, and nominal exchange rate movements. Values of FX interventions
and interest rate changes are expressed in terms of counterfactual exchange rate
adjustments that would have occurred if no FX intervention or policy rate changes
had been conducted. FX interventions are spot interventions from an updated data set
of Adler et al. (2021).
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Monetary Policy Committee (MPC) of the central bank of Hungary raising the O/N
collateralised lending rate by 950 basis points in mid-October 2022 amid pressure
on the currency (MNB, 2023b). In addition to policy rate changes, most countries
also intervened in FX markets. For example, the Czech koruna was supported by
FX interventions facilitated by the extraordinarily high level of FX reserves (see
Section 6.2.3), the “calming effect on domestic entities and the majority of foreign
investors" of high reserves, and the positive interest rate differential following policy
rate hikes (CNB, 2023). The CNB (2023) also noted that the less than full reliance on
exchange rate adjustment was motivated by the “fear that a weaker koruna could boost
already high inflation". The central bank of Poland also intervened in FX markets
in March 2022 to mitigate the depreciation of the zloty (IMF, 2023e). While the
central bank of Hungary did not comment explicitly on FX interventions, it noted its
readiness “to intervene in a decisive manner using every instrument in its monetary
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policy toolkit, if necessary" (MNB, 2023a). In light of differences in the magnitude
of the pressure and the policy response in the form of rate hikes and FX interventions,
CEE countries differed in terms of the degree of exchange rate flexibility. While the
exchange rate was broadly stable in Czechia and Romania in 2022, Hungary and
Poland relied more on currency depreciation.

Fig. 6.20: Real effective exchange rates, 2022-2023 (cumulative change, percentage)
Data: Eurostat (2024b, 2024a), authors’ calculations
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Following the start of the war in Ukraine, real exchange rates also underwent
a major adjustment in the CEEE. Between early-2022 and late-2023, the REER
strengthened in each CEE country, albeit to a different extent and in a different
composition in terms of the relative importance of nominal exchange rates and
inflation differential (Figure 6.20). Between January and October 2022, the nominal
effective exchange rate (NEER) was broadly stable, with the exception of Hungary
and Poland. At the same time, higher inflation relative to trading partners drove the
appreciation of the REER in the Baltics and partially offset nominal depreciation in
Hungary and Poland. Between late-2022 and late-2023, the REER appreciation was
driven by the combination of NEER appreciation and inflation differential in most
CEE countries. In Hungary and Poland, the rebound of the currency was associated
with a relatively large contribution of the NEER appreciation to changes in the REER
during this period. At the same time, the strengthening of the NEER was modest in a
few countries (Croatia, Slovakia, Slovenia).
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6.4 Conclusions

Following a decade of current account surpluses and modest deficits in the CEEE,
the war in Ukraine was characterized by the re-emergence of (sizeable) deficits in
most countries in the region. As this was largely driven by the temporary impact of
the terms-of-trade shock, the worsening of balances was expected to reverse on the
back of lower energy prices in 2023, with most CEE countries recording modest
deficit or surplus (Figure 6.21). The current account surpluses recorded during the
post-GFC decade, however, are unlikely to return over the medium term. Indeed, the
current account ‘norm’ of most CEE countries was estimated to be in the negative
territory in 2022 (Figure 6.21).47 The ‘normalization’ of current account deficits is
related to several factors. In addition to investments needed for most CEE countries
to reinforce their convergence to the rest of the EU, public finances and the external
position will be affected by further spending needs, including those related to climate
and digital transformation. The EU’s ‘Fit for 55’ package, for example, aims to
reduce net greenhouse emissions by 57 percent by 2030 compared to 1990, including
through investment in renewables, energy efficiency, and clean transport (European
Commission, 2023b). In order to achieve the ultimate objective of climate neutrality
by 2050, additional annual investments of around 2 percent of GDP are needed (Wolff,
Tagliapietra & Lenaerts, 2023). Against the backdrop of the uncertainty around energy
supply caused by the war in Ukraine and a “double urgency to transform Europe’s
energy system", the EU presented the REPowerEU Plan in mid-2022, necessitating
an additional investment of =C210 billion by 2027 (European Commission, 2022b).

47 Allen et al. (2023) define the norm as “the benchmark levels consistent with the underlying
macroeconomic and structural fundamentals at their actual values and with medium-term policies
deemed desirable or appropriate by staff, once temporary and cyclical factors are excluded". For the
latest assessment of the norm in the EEE, see IMF (2022a) for Bulgaria, IMF (2023a) for Croatia,
IMF (2022b) for Czechia, IMF (2023b) for Estonia, IMF (2023b) for Hungary, IMF (2023c) for
Latvia, IMF (2023d) for Lithuania, IMF (2023e) for Poland, IMF (2022d) for Romania, IMF (2022e)
for Slovakia, and IMF (2023f) for Slovenia.
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Fig. 6.21: Current account balance: actual, norm, and projection (percentage of GDP)
Data: IMF (2023); IMF (2023f, 2023a, 2023b, 2023e, 2023c, 2023d, 2022b, 2023b),
authors’ calculations
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CEE countries are also facing significant challenges stemming from population
aging. In addition, adverse demographic trends have been exacerbated by net emigra-
tion, thereby contributing to the increase in old-age dependency in many countries
(IMF, 2016b). Specifically, the median old-age dependency ratio, defined as the ratio
of population aged 30-64 years to population aged 65 and above, increased from
33 percent in 2004 to 42 percent in 2021 and is expected to rise even further to 51
percent by 2030 (United Nations, 2022). Population aging could affect the external
position via several channels. Cubeddu et al. (2019) distinguished between a static
and a dynamic effect: countries with a high share of young or elderly tend to dissave,
while countries save more when the life expectancy of prime-aged savers increases.
Overall, Ca’Zorzi, Chudik and Dieppe (2009) note that a higher share of dependent
population is expected to be associated with a lower level of savings and a lower
current account balance. In Estonia, for example, the declining and aging population
is estimated to be a main driver of the current account deficit over the medium term
(IMF, 2018c).

As discussed in Section 6.2.5, however, the deficit of the current account is not
a problem per se. Therefore, CEE countries should pursue policies that support
investments needed to resume the convergence process and to facilitate the green and
digital transformation. For example, structural policies could contribute to unlocking
investments, by removing labor market barriers, reducing the regulatory burden, and
improving the business climate. Also, fiscal policy should create enough space for
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investments in infrastructure and human capital, as well as incentives to foster the
economic transformation. At the same time, the implementation of a growth-friendly
fiscal consolidation would help avoid excessive current deficits in CEE countries
where the looser fiscal stance contributed to the worsening of the external position
during the pandemic and the war in Ukraine. Finally, in countries with signs of
currency overvaluation and/or loss of cost competitiveness, greater exchange rate
flexibility and the alignment of wage dynamics with productivity growth would help
lower the risk of the emergence of external imbalances.

In order to mitigate the pressure on the external position arising from high
investment needs, CEE countries should also enhance their capacity to absorb EU
funds, as well as ensure the effective use of these funds. Specifically, as part of
NextGenerationEU, the EU’s Recovery and Resilience Facility (RRF) “offers grants
and loans to support reforms and investments in the EU Member States for a total of
=C723.8 billion in current prices" of which =C338 billion and up to =C385.8 billion are
to be provided in the form of grants and loans, respectively (European Commission,
2022a). Poland’s recovery and resilience plan, for example, includes RRF funding
of =C22.5 billion in grants and =C11.5 billion in loans, with 42.7 and 21.3 percent
of the plan supporting the green and the digital transition, respectively (European
Commission, 2023c). Also, in Czechia, the investment gap of the green transition is
expected to be covered by “the RRF and other structural EU funds" and revenues
from the EU ETS (IMF, 2022b).

In addition to structural changes, CEE countries also remain exposed to temporary
external shocks, including those related to commodity prices and shifts in global
market sentiment. First, swings in commodity prices have had a large impact on the
external position of CEE countries, as demonstrated by the sharp fall in prices in the
mid-2010s or the surge at the start of the war in Ukraine. Going forward, oil and
gas price volatility could be heightened by the climate transition. As estimated by
Boer, Pescatori and Stuermer (2023), oil prices could decline to around USD 25 per
barrel in 2030 if emission reduction is driven by demand-side policies, but increase
to above USD 130 per barrel on the back of supply-side policies aimed at reducing
production. This highlights the uncertainty around the evolution of commodity prices
amid the climate transition, with major implications for the external position of both
commodity exporters and importers. Second, given their integration into international
financial markets, CEE countries also remain exposed to changes in global financial
conditions, with the size of pressure differing across CEE countries depending on the
strength of their fundamentals and their policy frameworks.

Against this backdrop, CEE countries should preserve and/or enhance their
resilience to external shocks. Specifically, the REPowerEU Plan aims to enhance
energy security, including by lowering the dependence on energy imports. The
execution of such investments would thus increase the resilience to terms-of-trade
shocks. Moreover, given that markets differentiate across countries during periods
of the tightening of global financial conditions, the pressure on the balance of
payments is mitigated by the conduct of sound policies and strong fundamentals.
The exposure of CEE countries to such shocks also differs given the differences in
their monetary policy frameworks. Specifically, six countries are already members
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of the euro area, thereby benefiting from the safe haven status of the euro during
heightened volatility in international financial markets. Moreover, the remaining CEE
countries have no opt-out right, therefore they are also supposed to join the euro area
eventually. In fact, Bulgaria already entered the ERM-II mechanism in mid-2020. In
the meantime, it remains important for inflation-targeting CEE countries (Czechia,
Hungary, Poland, Romania) to maintain an adequate level of FX reserves and keep
external vulnerabilities contained in order to strengthen their resilience to shocks.
Also, when facing temporary external shocks, they can use FX intervention to avoid
a disorderly adjustment in the exchange rate.
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Chapter 7
Trade, Deteriorating Terms of Trade and FDI

Zsóka Kóczán and Maxim Chupilkin

Abstract This chapter examines changes in trade patterns, terms of trade and foreign
direct investment flows in Central and Eastern European Economies in the aftermath
of the start of the war on Ukraine. Slower global trade growth and weaker demand
from advanced economies weighed on the outlook for economies in Eastern Europe,
closely integrated in European supply chains. Beyond this, the war in Ukraine also
resulted in substantial reorientation in trade patterns between Central and Eastern
European Economies, Ukraine and Russia. While the role of Ukraine as a trading
partner was relatively modest before the start of the war, imports (in particular of
food) from Ukraine and exports to Ukraine (driven by minerals and arms) rose
sharply (though exports of most other goods, including machinery, chemicals and
transport equipment, declined). Sharp initial increases in energy prices pushed up
Central and Eastern European Economies’ imports from Russia and worsened their
terms of trade, though imported quantities of gas, and in some cases oil, declined,
offsetting some of the price effect. Exports to Russia dropped for most goods, with
the decline being most pronounced for machinery and transport equipment. Foreign
direct investment inflows from Russia and Ukraine were modest before the start of the
war. Flows from Russia, concentrated in coal, oil and gas, automotives, transportation
and warehousing and metals, collapsed since the start of the war (though the decline
started earlier). Inflows from Ukraine, in turn, increased substantially, predominantly
in software and IT services, in line with significant movement of skilled Ukrainians
to these economies.
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7.1 Introduction

Russia’s invasion of Ukraine in February 2022 has led to profound changes in trade
patterns. This chapter examines trade, terms of trade and foreign direct investment in
Central and Eastern European Economies after the start of the war.

The first part of the chapter looks at changes in trade patterns of Central and Eastern
European Economies, focusing on changes in trading partners (export destinations
and sources of imports), changes in exported and imported goods and zooming in
specifically on trade with Ukraine and Russia. It also examines changes in trade
patterns with Russia more broadly, including the role of ‘intermediated trade’ through
the Caucasus and Central Asia, as well as changes in Central and Eastern European
Economies’ terms of trade. The analysis complements Chapter 1, which focuses
on the economic impact of the economic sanctions introduced against Russia. The
second part of the chapter mirrors this analysis for foreign direct investment inflows
to Central and Eastern European Economies, focusing on investment inflows from
Ukraine and Russia.

7.2 Changes in Trade Patterns

We provide an overview of the evolution of the exports and imports of Central and
Eastern European Economies using disaggregated data on trade flows from United
Nations (2023). The analysis is conducted at the 4-digit Harmonised System (HS)
level of analysis, in nominal US dollars, at monthly frequency. The HS4 level of
disaggregation distinguishes, for example, between wheat (HS 1001), rye (HS 1002)
and maize (HS 1005). We compare trade patterns in 2022 with trade in 2021, to
provide a snapshot of changes shortly after the start of the war (but after the Covid-19
pandemic).

7.2.1 Global Trade

The growth rate of global trade (measured as the exported and imported volume of
goods and services) was estimated to have declined from 5.1 percent in 2022 to 0.9
percent in 2023, before rising to 3.5 percent in 2024, well below the 2000-19 average
of 4.9 percent (IMF, 2023; Figure 7.1). The slowdown was especially pronounced for
imports of advanced economies, declining from 6.7 percent in 2022 to 0.1 percent in
2023.

The decline in 2023 reflected not only the path of global demand, but also shifts
in its composition away from goods and towards services; lagged effects of dollar
appreciation, which slows trade owing to the widespread invoicing of products in
dollars; and rising trade barriers. In 2022, countries imposed almost 3,000 new
restrictions on trade (for instance on agricultural goods in an attempt to keep domestic



7 Trade, Deteriorating Terms of Trade and FDI 217

Fig. 7.1: Slowdown in global trade
Data: International Monetary Fund (2023) and authors’ calculations
Note: Trade volume of goods and services.

prices lower, or on strategic goods, such as critical minerals), up from fewer than
1,000 in 2019 (IMF, 2023).

Slow growth in Western Europe also weighed on growth prospects in Emerging
Europe. Growth in advanced economies slowed sharply between 2022 and 2023,
reflecting a broad slowdown in manufacturing activity as firms scaled back investments
amid softening consumption of goods, continued uncertainty, weak productivity
growth and more challenging financing conditions.

Central and Eastern European Economies are closely integrated with Western
Europe through trade linkages (see Figure 7.2). The exports of central European
countries tend to strongly follow the export trends of Germany, with such correlations
reaching 70-80 percent in Hungary, Slovakia and Slovenia (EBRD, 2023b).

Fig. 7.2: Slow growth in Germany weighed on Central and Eastern European
Economies
Data: United Nations (2023) and authors’ calculations
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7.2.2 Trade with Ukraine

Imports from Ukraine accounted for a relatively small share of overall imports for
Central and Eastern European Economies in 2021, however, increased substantially
after the start of the war. Imports from Ukraine accounted for about 0.66 percent
of GDP in the 11 Central and Eastern European Economies on average in 2021,
increasing to 0.8 percent of GDP in 2022 (see Figure 7.3, left panel). This increase
was most pronounced in economies in geographic proximity to Ukraine, in central
and south-eastern Europe, with only relatively small changes in the Baltic states,
Slovenia or Croatia.

Exports to Ukraine also increased on average, though again from low levels – from
0.84 percent of GDP on average in the Central and Eastern European Economies in
2021 to 0.96 percent in 2022 (see Figure 7.3, right panel). As for imports, increases
in exports were particularly pronounced for Bulgaria, Poland and Slovakia (for Latvia
exports increased more than imports from Ukraine, while for Hungary imports from
Ukraine increased but exports to Ukraine declined).

Fig. 7.3: Changes in imports to and exports from Ukraine
Data: United Nations (2023) and authors’ calculations

The increase in imports from Ukraine was to a large extent driven by food (see
Figure 7.4). Overall food imports of the Central and Eastern European Economies
also increased in 2022 relative to 2021, by about 20 percent, in part reflecting weak
domestic harvests. However, Ukraine’s share also increased sharply: food imports
from Ukraine tripled between 2021 and 2022, accounting for about a fifth of Central
and Eastern European Economies’ increased food imports (see Figure 7.4).

Effects were particularly pronounced for Central and South-Eastern Europe, while
patterns are similar, though more muted for the Baltic states (see Figure 7.5). The
pick-up was driven by a very large increase in sunflower imports, but corn, wheat,
rapeseed and other food imports from Ukraine also rose.
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Fig. 7.4: Food imports
Data: United Nations (2023) and authors’ calculations.
Note: Food imports to Bulgaria, Croatia, the Czechia, Estonia, Hungary, Latvia,
Lithuania, Poland, Romania, Slovakia and Slovenia.

Fig. 7.5: Food imports from Ukraine
Data: United Nations (2023) and authors’ calculations.
Note: Food imports to Bulgaria, Croatia, the Czechia, Estonia, Hungary, Latvia,
Lithuania, Poland, Romania, Slovakia and Slovenia.

Overall food imports from Ukraine increased 7- to 10-fold in Bulgaria, Croatia,
Hungary and Romania in March to December 2022 relative to the same period in
2021 (see Figure 7.6).

In part, the effects are driven by rerouting of food exports from Ukraine, with
Central and Eastern European Economies becoming important transit routes. Danube
River ports, together with the railroads and roads via neighbouring countries, became
important routes for Ukrainian food exports. Using the Danube route, grain was
transported to the Izmail and Reni ports by rail and trucks and onward by small coaster
vessels directly to the ports of destination or to the Constanza port to be reloaded onto
seagoing vessels. In June 2022, the EU and Moldova created alternative land routes,
so-called Solidarity Lanes, for Ukraine to export its grains and oilseeds through
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Fig. 7.6: Change in food imports from Ukraine
Data: United Nations (2023) and authors’ calculations

neighbouring economies. Hauliers could transit through the territories without the
need for permits.

To mitigate the effects of increased supply on local prices and protect farmers in
Bulgaria, Hungary, Poland, Romania and Slovakia, on 2 May 2023 the EU banned
imports of Ukrainian grain into neighbouring countries while allowing trans-shipment
to third countries. After this temporary ban expired in mid-September 2023, Hungary,
Poland and Slovakia imposed their own restrictions on Ukrainian grain imports (other
than for transit). In response, Ukraine launched legal action against the trio at the
WTO (paused in October 2023).

The increase in exports to Ukraine was mostly driven by minerals and arms,
exports of most other goods, including, for instance, machinery, chemicals and
transport equipment, which were substantial in 2021, declined, reflecting the collapse
of economic activity in Ukraine (see Figure 7.7).

7.2.3 Trade with Russia

While Ukraine’s role as a trade partner for Central and Eastern European Economies
was relatively modest on average, Russia was more important, in particular as a
source of Central and Eastern European Economies’ (energy) imports pre-war. As
discussed in Chapter 1, Europe’s pre-war trade ties with Russia had been dominated
by energy-related products, with Europe’s heavy reliance on imports of Russian
energy dating back to the post-WW2 period and the construction of the Druzhba,
Bratstvo and Yamal pipelines.

As energy prices spiked in the immediate aftermath of the start of the war
(discussed in greater detail in Section 8.3 on terms of trade changes), Central and
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Fig. 7.7: Exports to Ukraine
Data: United Nations (2023) and authors’ calculations

Eastern European Economies’ imports from Russia increased from about 3.8 percent
of GDP on average in 2021 to 4.2 percent in 2022 (see Figure 7.8).

Fig. 7.8: Changes in imports and exports to Russia
Data: United Nations (2023) and authors’ calculations

While energy-related sanctions were not imposed by the EU in the immediate
aftermath of the Russian invasion of Ukraine, in early March 2022, the EU announced
ambitious plans to reduce its reliance on imports of Russian energy, including an
expedited reduction in reliance on fossil fuels and increasing role for renewables, the
diversification of supplies and routes, the development of a hydrogen market, the
improvement of the interconnection of European gas and electricity networks, as well
as the improvement of energy efficiency.
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Central and Eastern European Economies’ oil and gas imports from Russia declined
from a peak in March 2022, and this decline was particularly pronounced for the
Baltic states (see Figure 7.9).

Fig. 7.9: Imports from Russia
Data: United Nations (2023) and authors’ calculations.
Note: Imports to Bulgaria, Croatia, the Czechia, Estonia, Hungary, Latvia, Lithuania,
Poland, Romania, Slovakia and Slovenia.

Examining quantities of oil and gas imports from Russia, measured in millions of
tonnes in Figure 7.10, gas imports declined between 2021 and 2022 in all economies
in Eastern Europe. Oil imports from Russia declined in the Baltic states, Poland, and
Romania as a result in these economies the overall imports from Russia also declined
between 2021 and 2022, as lower imported quantities offset the effects of higher
prices.

Fig. 7.10: Oil and gas imports from Russia
Data: United Nations (2023) and authors’ calculations
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Consumption of gas in Europe fell by more than 20 percent during the winter of
2022-23 compared with the previous winter. However, this had a milder-than-expected
impact on overall economic activity. Most of the adjustment to reduced supply of
natural gas came from changes in the structure of industrial production—the shift away
from gas-intensive industries, such as construction materials, chemicals and basic
metals to less gas-intensive industries such as car manufacturing and pharmaceuticals
(Plekhanov & Sassoon, 2023). In some economies, warmer weather and the shift
to renewables in electricity generation also contributed. In a few cases, reliance on
coal also increased. Total industrial output was also weaker than could be otherwise
expected, contributing to slower economic growth. Large shifts in the structure of
industrial production have, so far, by and large not been accompanied by reduced
employment in industries with lower output, contributing to tight labour markets and
high nominal wage growth amidst negative GDP growth numbers in 2023 (Plekhanov
& Sassoon, 2023).

Fertilizer imports from Russia increased for a number of economies in Eastern
Europe (possibly replacing fertilizer imports from Belarus). They doubled to tripled
in Bulgaria, Croatia, the Czechia, Romania, Slovakia and Slovenia (declines in the
Baltic states, Hungary and Poland were relatively more modest than in the other
economies). In some economies, such as Bulgaria and Latvia, food imports from
Russia also almost doubled.

In some economies, imports of metals, including rare earth elements from Russia
also increased. Metals were not subject to sanctions and countries may have diversified
suppliers to avoid supply chain disruptions. For instance, Russia’s exports of rare
earths, aluminium and ferro-alloys to Estonia more than doubled.

Exports to Russia dropped for most goods, with the decline being most pronounced
for machinery and transport equipment, exports of which were substantial before the
start of the war (see Figure 7.11).

Fig. 7.11: Exports to Russia
Data: United Nations (2023) and authors’ calculations.
Note: Exports from Bulgaria, Croatia, the Czechia, Estonia, Hungary, Latvia,
Lithuania, Poland, Romania, Slovakia and Slovenia.
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The war in Ukraine also resulted in the extension of sanctions in Russia and
broader changes to its trade patterns. This section provides an overview of such
changes in regional trade patterns, drawing on Chupilkin, Javorcik and Plekhanov
(2023).

Prior to Russia’s full-scale invasion of Ukraine in 2022, a narrower set of sanctions
was already in place. These earlier sanctions were introduced in response to the
annexation of Crimea in 2014 and the armed conflict in Eastern Ukraine that started
in the same year. Those sanctions predominantly targeted specific companies and
individuals. They were accompanied by counter-measures imposed by Russia, notably
a ban on import of various food products from the EU, the US and the UK (see Peeva
(2019) for an overview). Those sanctions and counter-sanctions were found to result
in a broad-based reduction in Russia’s trade with the sanctioning countries (Crozet
& Hinz, 2020), an increase in prices of the affected goods (Hinz & Monastyrenko,
2022), weaker performance of sanctioned companies (Ahn & Ludema, 2020) and
possibly an increased popular support for the government (Peeva, 2019).

On 23 February 2022, the EU expanded the sanctions in response to the recognition
of the non-government controlled areas of the Donetsk and Luhansk oblasts of
Ukraine and the ordering of Russian armed forces into those areas. The sanctions
were expanded further in several waves, with most in place by the mid-March of
2022. Luxury goods, for instance, were added as part of the fourth package on 15
March 2022, while technology-related goods were added as part of earlier packages.
Overall, export prohibitions have covered arms, advanced and dual-use technology,
quantum computing, advanced semiconductors, sensitive machinery, transportation
and chemicals, goods for use in the oil industry and maritime navigation and goods
seen to enhance Russia’s industrial production capacity as well as luxury products.

A total of 45 jurisdictions including Australia, Canada, members of the European
Economic Area, Japan, Korea, New Zealand, Switzerland, Taipei China, UK and US
adopted their own sanction packages. At the same time, China and Turkey are among
Russia’s main trading partners that did not impose economic sanctions on Russia.

Figure 7.12 depicts export values denominated in US dollars adjusted for US
inflation. It traces trade in goods that subsequently were subject to sanctions, goods
similar to sanctioned goods and other products. Starting with the top panel, the graphs
depict a dramatic drop in the exports from the EU/UK to Russia, accompanied by a
substantial increase in exports to Central Asia and the Caucasus (CCA4: Armenia,
Georgia, Kazakhstan and the Kyrgyzstan). These changes are particularly pronounced
for sanctioned goods, which accounted for majority of exports prior to the war. A
very similar pattern is visible for US exports, with the exports of sanctioned goods to
Russia becoming negligible in terms of value after the Russian invasion of Ukraine
and the exports to CCA4 being on the rise.

The picture is markedly different in the bottom part of the figure where exports
from Turkey and China are depicted. After a temporary drop in Turkey’s exports
to Russia in March-April 2022, the trade flows resumed, reaching the record value
during the period depicted in the graph (January 2017 – August 2022). Trade in
all product categories went up. At the same time, Turkish exports to CCA4 saw a
stratospheric increase, albeit from a small baseline in absolute terms. This increase
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Fig. 7.12: Exports to Russia, by exporter and type of goods (A)
Data: United Nations (2023) and authors’ calculations
Note: Based on trade reported by exporters. Trade in nominal US dollars is adjusted
for US inflation. EU total includes the UK. Sanctioned refers to HS6 product lines
where EU sanctions apply at least partially. Similar goods are those not sanctioned by
the EU but within the same HS4 as sanctioned products. CCA4 refers to Armenia,
Georgia, Kazakhstan and Kyrgyzstan.

was most visible in sanctioned goods but is also visible in other goods. China’s
exports exhibited yet a different pattern – after a temporary drop in the aftermath of
Russian invasion of Ukraine, they recovered to previous levels. Unlike flows from
other countries, Chinese exports registered a steady and sizable increase in the 12
months prior to the war.

These patterns hold in relative terms as well. Figure 7.13 depicts EU/UK exports
Russia relative to aggregate EU/UK exports as well as EU/UK exports to CCA3
relative to aggregate flows. EU/UK exports to Russia dropped dramatically relative
to the exports to the rest of the world, while the EU/UK exports to CCA3 went up in
relative terms.

The right-hand side panel of Figure 7.13 repeats the same exercise for China.
Normalizing exports to particular destination by total exports may be particularly
relevant in the Chinese context, given the disruptions caused in the country by the zero-
Covid policy. However, even with this normalization, the broad patterns discussed
earlier remain. After a temporary dip in Chinese exports to Russia immediately
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Table 7.12 Cont.: Exports to Russia, by exporter and type of goods (B)
Data: General Administration of Customs of the People’s Republic of China (2023);
United Nations (2023) and authors’ calculations
Note: Based on trade reported by exporters. Trade in nominal US dollars is adjusted
for US inflation. EU total includes the UK. Sanctioned refers to HS6 product lines
where EU sanctions apply at least partially. Similar goods are those not sanctioned by
the EU but within the same HS4 as sanctioned products. CCA4 refers to Armenia,
Georgia, Kazakhstan and Kyrgyzstan.

following the invasion of Ukraine, trade flows recovered and grew in importance as
a share of total Chinese exports. Similarly, the importance of CCA3 as an export
destination increased over time.

The pattern was broadly similar when examining export values adjusted for US
inflation and normalizing the flows that took place during May-July 2022 by their
value during the corresponding months in 2017-19. Again, this points to a drop in
Western exports to Russia accompanied by an increase in exports to Central Asia and
the Caucasus. More specifically, exports from the EU, UK and US to Armenia and
the Kyrgyzstan increased by 86 percent relative to the 2017-2019 average.

These striking trends suggest that a substantial part of additional exports to Central
Asia and the Caucasus may have been re-routed to buyers in Russia. Indeed, the
Kyrgyzstan and Armenia recorded significant increases in exports to Russia (see
Figure 7.10, though the records of trade within the EEU customs union are likely to
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Fig. 7.13: Share of exports to Russia and CCA3 in total exports
Data: General Administration of Customs of the People’s Republic of China (2023);
United Nations (2023) and authors’ calculations.
Note: The figure shows the log-difference between exports to Russia (or CCA3) and
exports to the rest of the world in a given month. The 95 percent confidence intervals
are based on the standard errors calculated for the entire period.

be incomplete), while Georgia recorded a significant increase in re-exports to Russia
(see Figure 7.14).

Having said that, the rise in the (recorded) trade between the EU and CCA3
corresponds to a small fraction of the drop in direct EU exports to Russia (around
3-5 percent in the early months, rising over time). Nonetheless, the rerouted trade is
important in case of specific product groups.

7.2.4 Trade with Belarus

Trade links with Belarus were strongest for the Baltic states, there imports from
Belarus (consisting mostly of mineral products and wood) accounted for 1.4-2.2
percent of GDP in 2021. Such imports, however, declined substantially in 2022
(see Figure 7.14, left panel). Exports to Belarus were highest pre-war for Lithuania,
accounting for 1.8 percent of GDP in 2021, consisting mostly of machinery and
transport equipment and increased further in 2022 (see Figure 7.15, right panel).

Exports to Belarus also changed in terms of their composition – exports of
machinery and metals dropped substantially, while exports of transport equipment,
and to a lesser extent chemicals increased (see Figure 7.16).
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Fig. 7.14: Exports to Russia from CCA4 increased substantially
Data: General Administration of Customs of the People’s Republic of China (2023);
United Nations (2023) and authors’ calculations.
Note: Based on trade reported by exporters. Trade in nominal US dollars adjusted for
US inflation.

Fig. 7.15: Changes in imports and exports from Belarus
Data: United Nations (2023) and authors’ calculations

7.3 Changes in Terms of Trade

The terms of trade—the ratio of the price index for exports of goods and services to
the price index for imports of goods and services—in general worsened for Central
and Eastern European Economies in 2022 relative to 2021 (see Figure 7.17). This
held across central Europe, while the effect was less pronounced in south-eastern
Europe, Latvia and even showing a small improvement in Estonia (reflecting a milder
initial decline).

This reflects to a large extent higher prices of imported energy. Brent oil averaged
around USD 78 per barrel in 2021, increasing to USD 103 in 2022. Gas prices in
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Fig. 7.16: Changes in exports to Belarus
Data: United Nations (2023) and authors’ calculations.
Note: Exports from Bulgaria, Croatia, the Czechia, Estonia, Hungary, Latvia,
Lithuania, Poland, Romania, Slovakia and Slovenia.

Fig. 7.17: Changes in terms of trade of Central and Eastern European Economies
Data: European Comission (2023) and authors’ calculations

Europe more than doubled, from USD 61 per megawatt-hour in 2021 to USD 134 in
2022 (Figure 7.18).

As oil and gas prices in Europe came down from their peaks in the second half of
2022, the terms of trade of Central and Eastern European Economies also improved
substantially (see Figure 7.19). As of late December 2023, oil and gas prices have
fallen back to below their pre-war levels. However, gas prices in Europe remain
significantly above their 2017-21 averages and almost 5 times the US price and are
expected to pick up further later in the winter season.

The start of the war in Ukraine led to a sharp initial drop in maritime grain
shipments from Ukraine, previously a major exporter via the Black Sea, and resulted
in a sharp increase in prices (see Figure 7.20). To address the issue, in July 2022, the
United Nations and Turkey brokered the Black Sea grain initiative which provided
security guarantees to allow grain and other food exports from Ukraine (and Russia)
to ease the tension on global markets. The deal covered 3 Ukrainian ports on the
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Fig. 7.18: Oil and gas prices
Data: Bloomberg (2023); Refinitiv Eikon (2023) and authors’ calculations.
Note: Prices adjusted for US inflation.

Fig. 7.19: Oil and gas prices and changes in the terms of trade
Data: Bloomberg (2023); European Comission (2023) and authors’ calculations.
Note: Prices adjusted for US inflation. Terms of trade is a simple average across the
Czechia, Estonia, Hungary, Latvia and Poland.

Black Sea – Odesa, Chornomorsk and Pivdennyi, otherwise blocked since the start
of the war (in 2021 these ports accounted for 63 percent of Ukraine’s grain exports).

For the period of its duration, the initiative ensured the safe passage of over 32
million metric tons of food commodities from Ukraine (40 percent of the country’s
food exports, with onward shipment to 42 countries) stabilising global grain prices.
Key destinations included Turkey, Indonesia, Bangladesh, Italy, Spain, the Netherlands,
China (for corn) and Egypt. Russia unilaterally terminated the deal in July 2023.

Wheat prices, however, largely continued to decline. Ukraine single-handedly
announced on 10 August 2023 a temporary safe corridor along its own coast as well
as the coasts of Romania and Bulgaria. Cargo shipments through this route have
continued since, increasing sharply in November 2023. Wheat prices have fallen back
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Fig. 7.20: Wheat prices
Data: Refinitiv Eikon (2023) and authors’ calculations.
Note: Price adjusted for US consumer price inflation.

to below their 2017-21 average and, as of end-2023 futures markets expect a further
decline in the price of wheat by spring 2024.

7.4 Changes in Foreign Direct Investment Patterns

This part of the chapter relies on project-level information on foreign direct investments
(FDI) from the fDi Markets (2023). The fDi Markets (2023) covers new investments
(greenfield FDI) rather than changes in ownership (brownfield FDI). It provides
granular, project-level information, such as the investment’s targeted sector and
activity, source country, (estimated) capital expenditure and number of jobs created.
The database tracks investments at their dates of announcement—this is in contrast
with official data (for instance from UNCTAD), which tracks FDI at the date the
capital effectively crosses borders.1

Foreign direct inflows to Central and Eastern European Economies are very large:
they created almost 19,000 jobs per month on average over the period 2003-2019
(based on greenfield FDI inflows from the FT fDi Markets database). Inflows from
Russia and Ukraine, however, accounted for only a very small fraction of these inflows
on average in Central and Eastern European Economies even before the start of
the war. Greenfield FDI inflows from Russia made up less than 1 percent of total

1 fDi Markets data may thus at times reflect intentions rather than effectively carried out investments.
Numbers referring to employment created in the following should thus be interpreted as referring to
announcements over the given period, which may not all have been realized to date. Employment
generated may also be estimates rather than actual values. While the database differentiates between
announced, opened and closed projects, in practice, many announced projects are already in progress
or may even be finished. All projects are thus included in the following analysis. This also provides
the closest match with other aggregate sources, such as UNCTAD (see also Koczan, Paetzold &
Vujic, 2021).
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greenfield FDI related jobs generated in Central and Eastern European Economies;
Ukraine only accounted for around 0.2 percent over the period 2003-2019 (Figure
7.21). Shares are higher in terms of capital expenditure, around 2.2 percent for Russia
and 0.4 percent for Ukraine, as projects were relatively capital-intensive.

Fig. 7.21: Foreign direct investment inflows to Central and Eastern European Eco-
nomies from Ukraine and Russia
Data: fDi Markets (2023) and authors’ calculations.

Greenfield FDI inflows from Russia to Central and Eastern European Economies
over the period 2003-2019 created most jobs in coal, oil and gas, automotives,
transportation and warehousing and metals (see Figure 7.22).

Overall greenfield FDI inflows declined somewhat over time, even before the
start of the war in Ukraine. Greenfield FDI related jobs generated in Central and
Eastern European Economies fell to around 18,000 jobs per month during the Covid
pandemic, and around 16,000 since the start of the war in Ukraine. Russia’s share
in these inflows also declined sharply: already before the start of the war, in the
period January 2020 to February 2022, its share fell from about 1 percent to just over
0.2 percent, and a negligible share since the start of the war. Inflows from Ukraine
have, however, increased. Ukraine accounted for about 0.25 percent of greenfield
FDI related employment creation in Central and Eastern European Economies in the
period 2003-2019, 0.1 percent in 2020-February 2022, but rose to almost 1.4 percent
since the start of the war, on average.

The patterns observed above hold across most Central and Eastern European
Economies. Greenfield FDI inflows from Russia were largest in relative terms in the
Baltic states, the only economies where Russia was among the 10 largest investors
(accounting for around 3 to 6 percent of jobs generated) in the period 2003-2019, as
well as in Bulgaria and Slovenia (making up around 2 percent). Its share declined to
close to zero since the start of the war in Ukraine across the board (see Figure 7.23).

Ukraine’s share in FDI-related job creation since the start of the war is largest in
Estonia, accounting for about 5 percent of jobs generated on average, making it the
8th largest source country in terms of employment generated. It also accounts for
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Fig. 7.22: Foreign direct investment inflows to Central and Eastern European Eco-
nomies from Russia
Data: fDi Markets (2023) and authors’ calculations.
Note: 2003-2019, total across all Central and Eastern European Economies.

about 3 percent of jobs generated in Croatia, and around 2 percent in Poland and
Slovakia.

Ukrainian greenfield FDI inflows created most jobs in Central and Eastern European
Economies in software and IT services, in line with significant movement of skilled
Ukrainians to these economies (and beyond) since the start of the war (see Figure
7.24). There was also some employment creation in Central and Eastern European
Economies in business services, transportation and warehousing, food and beverages
and space and defence.

Foreign direct investment inflows typically drop to countries engaged in wars and
remain below the levels observed in similar economies thereafter (EBRD, 2023a).
Net foreign direct investment was equivalent to 4.7 percent of GDP in Ukraine
over the period 2003-13, that figure fell to 0.6 percent in 2014 (the year of the
annexation of Crimea), with a net outflow being recorded in 2015. The associated
uncertainty also weighed on future investment projects. For example, Chevron and
Shell suspended their plans to develop the Olesska shale field in western Ukraine
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Fig. 7.23: Foreign direct investment inflows to Central and Eastern European Eco-
nomies from Ukraine and Russia (A)
Data: fDi Markets (2023) and authors’ calculations.

and the Yuzivska gas field in eastern Ukraine, respectively (EBRD, 2023a). The
findings above highlight that the drop in net foreign direct investment inflows may,
however, reflect a combination of both lower inflows (as expected, given disruptions
to production processes and high uncertainty during war time) and higher outflows
(capital flight, possibly following labour flows).



7 Trade, Deteriorating Terms of Trade and FDI 235

Table 7.23 Cont.: Foreign direct investment inflows to Central and Eastern European
Economies from Ukraine and Russia (B)
Data: fDi Markets (2023) and authors’ calculations.

7.5 Policy Implications

In line with the findings presented in other chapters, this analysis also highlighted that
Central and Eastern European Economies remain exposed to external shocks—whether
through changes in commodity prices, shifts in global market sentiment, or through
value chains. Against this backdrop, Central and Eastern European Economies should
enhance their resilience against such changes, including for instance by examining
and tackling specific vulnerabilities across different stages of production and export
and import linkages in supply chains, or in terms of energy needs (see also Chapter
2).
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Fig. 7.24: Foreign direct investment inflows to Central and Eastern European Eco-
nomies from Ukraine
Data: fDi Markets (2023) and authors’ calculations.
Note: 2003-2019, total across all Central and Eastern European Economies.

The chapter, however, also pointed to the benefits of Central and Eastern European
Economies’ high levels of integration. They gained tremendously from foreign direct
investment inflows over the past two decades. As this analysis suggests, they could
also stand to benefit from the arrival of skilled workers and associated foreign
direct investment inflows (see also Chapters 9 and 10). In general, a more conscious
approach to managing foreign direct investments–to ensure matches with domestic
production opportunities and available skill sets, and maximize spillovers in terms of
technology and know-how–could help to increase such gains further.

On the flip side, a key takeaway for policymakers is that net foreign direct
investment outflows during wars can not only consist of diminished inflows, but can
also take the form of increased foreign direct investments abroad. While these are
equivalent in terms of loss of funding and capital flight in the short run, in the longer
term such outflows could enhance trade and other linkages between economies.
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7.6 Conclusions

World trade growth slowed sharply between 2022 and 2023 as the composition of
global demand shifted away from goods towards services, weighing on the outlook
for economies in Eastern Europe, closely integrated in European supply chains.

The war in Ukraine also resulted in substantial reorientation in trade patterns
between Central and Eastern European Economies, Ukraine and Russia (and a lesser
extent Belarus). Imports from Ukraine accounted for a small share of overall imports
for Central and Eastern European Economies before the war, however, increased
substantially after the start of the war, driven by increased food imports (in particular
sunflower, though corn, wheat, rapeseed and other food imports from Ukraine also
increased). Exports to Ukraine also increased on average, though again from relatively
low levels. The increase in exports to Ukraine was to a large extent driven by minerals
and arms, exports of most other goods, including, for instance, machinery, chemicals
and transport equipment, which were substantial in 2021, declined, reflecting the
collapse of economic activity in Ukraine.

As the prices of oil and gas increased in the aftermath of the start of the war,
Central and Eastern European Economies’ imports from Russia also increased, though
in some cases declines in quantities, in particular of gas, more than offset the price
effect. However, for some economies, as for Ukraine, food and fertilizer imports from
Russia to also increased. In some economies, imports of metals, including rare earths
from Russia also rose. Exports to Russia dropped for most goods, with the decline
being most pronounced for machinery and transport equipment.

The terms of trade of Central and Eastern European Economies followed the
path of energy prices: worsening after the start of the war, however as oil prices and
European gas prices started coming down from their peaks in the second half of
2022, the terms of trade of Central and Eastern European Economies also improved
substantially.

Foreign direct inflows to Central and Eastern European Economies created almost
19,000 jobs per month on average over the period 2003-2019. Inflows from Russia
and Ukraine, however, accounted for only a very small fraction of these inflows, even
before the start of the war. Greenfield FDI inflows from Russia made up less than 1
percent of total greenfield FDI related jobs generated in Central and Eastern European
Economies over the period 2003-2019, and were concentrated in coal, oil and gas,
automotives, transportation and warehousing and metals. Inflows from Russia fell
to close to zero in most economies since the start of the war in Ukraine. Ukraine
only accounted for around 0.2 percent of greenfield FDI-related job creation over the
period 2003-2019, however, its share increased substantially since the start of the war,
creating most jobs in Central and Eastern European Economies in software and IT
services, in line with significant movement of skilled Ukrainians to these economies
(and beyond) since the start of the war.
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Chapter 8
Refugees: Economic Costs and Eventual Benefits

György Bőgel, Jan Brzozowski, Karolina Czerska-Shaw, László Mátyás, and Katalin
Tausz

Abstract The war between Ukraine and Russia resulted in Europe’s largest refugee
crisis since World War II. The chapter begins with a brief historic overview needed
for a realistic assessment of the current situation. Then it deals with the problems
of definitions and ambiguous, patchy, and sometimes contradictory statistics. The
evolution of the international institutional and legal system for refugees is described,
with its strengths and weaknesses analysed. Special attention is paid to the activities
of the UNHCR. Recent trends and developments regarding attitudes and policies
towards refugees are also discussed. The current Ukrainian refugee wave is compared
with some earlier, and the most relevant data is presented on the magnitude and other
dimensions of the refugee migration that the war has caused. The state of the refugees
in CEE countries is described, focusing on Poland, where the number of Ukrainian
refugees is the highest. Policies, field activities, costs and other expenditures are
compared, especially those of accommodation, health, living conditions and education.
A special section is devoted to the protection of children. The most important lessons
learnt and policy recommendations are summarised at the end.
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8.1 Refugees and Migrants: Definitions, Data Sources, and the
General Social and Political Context

According to the State Statistic Service of Ukraine (2021), the size of the country’s
population was 41.9 million in 2020, excluding the territory of the Autonomous
Republic of Crimea and the city of Sevastopol occupied by Russia in 2014. The
Russian army attacked Ukraine in February 2022. By the end of March, the same year,
millions had fled the country, and millions had been displaced inside it. The conflict
generated the largest flow of refugees in a single year since the end of the Cold War.
The size and the speed of the refugee wave placed a huge strain on neighbouring
countries.

For assessing the situation, and for developing and implementing efficient and
lasting solutions, we have to understand the economic, social, political, legal and
institutional environment where this unprecedented wave of Ukrainian refugees
arrived, considering similarities and differences between the host countries.

Analysis should always be supported with data, but in this case, it is not easy to
meet that requirement. Ambiguity of definitions, differences in concepts and data
collection methodologies between countries make the interpretation and comparison
of international migration data very difficult. In some cases, people who have
never undertaken migration are also referred to as ‘migrants’, e.g., ‘second or third
generation migrants’. Indicators change rapidly, statistics are frequently contradictory
or confusing, and it is sometimes hard or impossible to identify the extent that different
statistical populations overlap. Figures are often patchy and may understate the real
number of uprooted people. In some countries, data published (or not published) may
become ‘political products’ with the goal of influencing the public mood: the war is
taking place not only on the battlefield, but also in the information space. The map of
Central and Eastern Europe (CEE) has radically changed since 1990. The dissolution
of the Yugoslav state started in 1991; the self-determined split of Czechoslovakia
into the independent states of the Czech Republic and Slovakia took effect at the
end of 1992; fifteen republics gained full independence after the dissolution of the
Soviet Union in December 1991. As the borders have moved, some people might have
become ‘foreigners’ officially or informally in the part of the world where they lived or
could receive dual citizenship (Mikanowski, 2023). We try to use reliable information
sources but are aware that even data coming from well-known organisations may
sometimes be contradictory or confusing.

We have to be especially careful with using and comparing stock and flow figures
(Shaver et al., 2022): within short periods, refugees may cross borders multiple times,
they may look for asylum in different countries at the same time, many of them try to
return home, several others are moving on to other countries, and all this may happen
in very short time. Refugees’ movement from country to country inside the EU is
not necessarily registered officially. When refugees enter a Schengen country, they
are allowed to travel on to other Schengen countries without visa or border checks,
consequently it is not precisely known where they are at any given time.
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At the end of 2019 (the year before the Covid-19 epidemic struck) there were
approximately 80 million uprooted or displaced people in the world for a variety of
reasons (Loescher, 2021). According to the United Nations’ 1951 Refugee Convention,
refugees are persons who, ‘owing to a well-founded fear of persecution, on the grounds
of race, religion, nationality or membership of a social group’, are displaced outside
of their country of origin, and are unable or unwilling to enjoy the protection of that
country. Their number was about 24 million at the end of 2019 (ibid.). Being a refugee
is not only a formal status, but also a state of mind: refugees are abruptly and violently
uprooted from their familiar world, may experience violence and discrimination, and
may be perceived as an economic burden and cultural threat (Kurkov, 2023). They
cross borders to receive protection and assistance, but many other displaced persons
do not: they are called internally displaced persons or IDPs. Based on some estimates,
in 2019 there were more than 45 million IDPs. Many refugees are asylum seekers
who officially submit claims for asylum in their host country. We should add that
there are also millions of stateless persons in the world, without citizenship or any
official documentation.

Refugees, asylum seekers, and IDPs are collectively defined as forced migrants.
Refugees are international migrants, but not all international migrants are refugees.
The basis of the distinction is whether the movement is voluntary. The UN estimates
that there were more than 250 million international migrants in 2019, and their
number has grown by 49% since 2000 (Loescher, 2021). In many instances, it has
become increasingly difficult to distinguish between refugees and migrants who often
use the same routes. Governments are generally interested in keeping the definition
of refugees narrow, concerned that otherwise, they may have obligations for a larger
number of people.

Besides armed conflicts, war, massacres, genocides and other kinds of direct
violence, there are several incentives for international migration: scarcity of land
and water, poverty, differences in living standard, job opportunities, climate change
and other environmental pressures, rapid population growth, degradation of human
habitat, weak and failing states where governance capacity is collapsing and who
are unwilling or unable to provide even basic human protection (Fiddian-Qasmiyeh,
Loescher, Long & Sigona, 2014). According to some estimates, by the year 2050,
140 million people may be displaced due to climate change only (Betts, 2021). New
opportunities for migration have also emerged: globalisation, improving transportation
and telecommunications, the rapid spread of social media, growing and better-
organised diaspora networks, the development of people smuggling as a business,
and so on.

Before considering the costs and benefits of the international movement of refugees
and forced migrants from Ukraine to CEE countries, we should explore the theoretical
concepts of international migration. Although there is no single, unanimously
accepted theory of international migration (Skeldon, 2012), there is a predominant
understanding that most contemporary economic migrants are favourably self-selected
in terms of their socio-economic and demographic characteristics (Chiquiar & Hanson,
2005). They tend to be younger (Mayda, 2022), healthier (Lu, 2008), better educated
(Bernard & Bell, 2018), and have more work or business experience than the
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average individual in their home countries. This positive self-selection of economic
migrants is further enhanced by selective migration policies in developed countries,
where entry preferences are given to highly skilled individuals (Brücker & Defoort,
2009). Additionally, voluntary migration decisions are often made with at least
some degree of rationality, involving planning and preparation, where future benefits
and risks are considered (Brzozowski & Coniglio, 2021). Consequently, ex-post
evidence shows that, upon settling in a new destination, economic migrants generally
experience an improvement in their living conditions (Battisti, Peri & Romiti, 2022).
Furthermore, international migration yields benefits beyond economic outcomes, as
many individuals observe a significant increase in subjective well-being, measured
by happiness or life satisfaction scores, compared to their situation before migration
(Hendriks & Bartram, 2019).

However, these positive effects are valid mainly for economic migrants. In the
case of individuals forced to leave their home countries due to military conflicts,
persecution, or natural disasters, the selection process is not always positive. Studies
indicate that refugees are positively selected for education in distant destinations,
such as Iraqis or Syrians moving to Western Europe (Aksoy & Poutvaara, 2021),
while those moving short distances, typically to neighbouring countries, are usually
negatively selected in this aspect (Welker, 2022). Moreover, forced migrants move
out of necessity, rather than choice which may lead to ill-prepared migration projects,
rushed departures without proper planning, and difficulty in obtaining essential
documents certifying their educational and professional background. Additionally,
they are more exposed to health hazards, physically and mentally, and are more likely
to seek healthcare services at their destination than economic migrants. Consequently,
welcoming refugees is primarily a humanitarian obligation and a moral principle
rather than ‘good business’. On average, the socio-economic integration of forced
migrants and refugees is less successful than that of economic migrants (Brell,
Dustmann & Preston, 2020).

Another crucial aspect requiring closer attention is distinguishing between volun-
tary and involuntary migration. While theoretical frameworks easily classify migrating
individuals, real-life situations are often more complex (Erdal & Oeppen, 2018).
Many economic migrants could be de facto refugees or forced migrants, as, even
one individual may have diverse motives for moving. For example, during the 1980s
political and economic crisis in Poland, some citizens were welcomed as refugees in
Western Europe, the US, Canada, and Australia, while only a fraction of them had
been active members of the Solidarity movement fighting the communist regime,
which could result in political persecution (Pleskot, 2015). Similarly, in the Ukrainian
diaspora’s current situation, one should consider that for many Ukrainians, the military
conflict began as early as February 2014, with the Russian annexation of Crimea
and the Russian-sponsored separatist conflict in the Donbas region. Consequently,
labelled as economic migrants, many Ukrainians who migrated to Central and Eastern
Europe between February 2014 and January 2022, were at least partially internally
displaced persons in Ukraine who later chose to emigrate from their home country.
This continuity of economic and forced migration is a specific feature of the Ukrainian
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diaspora, resulting in unique patterns of social, cultural, and economic integration in
major destinations.

Forced displacement and migration is not a new phenomenon in history. In the
1950s large groups of people fled the East European communist countries looking
for resettlement in the West, where some 900,000 European refugees were absorbed,
mainly by the USA. In the 1970s there was mass exodus from East Pakistan, Uganda,
Cyprus, and Indochina. In the 1980s growing numbers of asylum seekers started
to migrate from the Global South to the well-developed countries of the North. In
the 1990s, brutal armed conflicts, genocides and ethnic cleansing in the Balkans,
Afghanistan, Myanmar, and Central Africa forced many people to leave their countries
and look for protection elsewhere. The early 21st century, the ‘War on Terror’ and the
Western occupations of Iraq and Afghanistan opened a new chapter in the history of
international migration. By the end of 2019, more than six million people had fled
Syria, where millions more were internally displaced (Loescher, 2021).

In some countries of today’s world, we notice a proliferation of complex emergen-
cies, e.g., environmental degradation combined with ethnic and religious tensions
generate political instability and armed conflicts, leading to economic collapse
coupled with the disintegration of civil society. The average duration of refugee
situations is getting longer, with increasing numbers of people spending decades
outside their home countries. Millions of Palestinian have been in exile since 1948.

The vast majority of refugees do not travel far. They tend to stay in countries
neighbouring their homelands, living in camps and urban areas (mainly slums). These
days, 85% of them are in the Global South. At the end of 2019, the countries hosting
the largest refugee groups were Turkey, Colombia, Pakistan, and Uganda. Since the
refugee crisis in 2014-15, when more than a million people attempted to get into the
EU (Pachocka, 2016), there has been a dramatic drop in the numbers of refugees and
asylum seekers arriving in Europe from Africa and Asia, but even now many risk
their lives crossing borders and the open seas.

The subject of migration is usually highly politicised. Immigration and refugee
issues strike deep social, political, cultural, religious, and political chords in many
countries. Several governments of developed countries set strict limits on migrants
and use such control measures as tight pre-arrival screening, limiting access to
social and health services, routine deportation to so called ‘safe third countries’,
forced separation of families, prolonged detention of asylum seekers, building walls
and razor wire fences, and bilateral deals with transit countries. This attitude and
behaviour are historically not new, e.g., the general consensus during the Great
Depression in the first half of the 20th century was that national interest must
be served by imposing limits on immigration, and the nations’ own citizens must
be prioritised when offering employment opportunities. Human rights principles
frequently clash with the economic, security and political interests of certain groups
of actors. Nationalist and populist leaders may use hatred and fear as political tools.
Disinformation and prejudice spread very fast through online channels. Refugees and
asylum seekers, mixed with other migrants who are looking for a better and safer life
are frequently perceived as evidence of the risks and dangers of open societies and



246 György Bőgel at al.

economic globalisation. In many people’s eyes, refugees are ‘economic migrants in
disguise’ who cause tensions and violence, and drain national resources.

Asylum practices differ from country to country, but asylum seekers are commonly
asked to prove that they were persecuted at home, and if they have no proof, they
may be deported or may only be granted temporary right to remain. The hidden goal
of long and bureaucratic processes may be to deter others from seeking asylum. An
emerging new refugee treatment model is based on prevention, containment, and fast
repatriation.

Observing the high and growing numbers of forced displacements, it transpires
that the international community must be mobilised to ensure protection and provide
lasting solutions for refugees. The basic forms of lasting or ‘durable’ solutions are
repatriation, resettlement in another country, or local integration in a receiving country,
preferably a nearby one. It is not an easy job, because state sovereignty prevents the
international community from intervening without the individual countries’ approval,
unless the UN Security Council authorizes such action under a specific chapter of
the UN Charter. Unfortunately, the UN’s Security Council is a rather inactive and
sharply divided organisation.

Currently, the most important international organisation responsible for the
protection of refugees is the United Nations High Commissioner for Refugees
(UNHCR). It was created in 1950, a few years after World War II, and since then
has undergone an impressive growth in the scope and scale of its work. According to
data published on its website (UNHCR: The UN Refugee Agency, 2023), it works in
137 countries and territories, employing almost 19,000 people at the end of 2021,
with their large majority based in the field. The UNHCR’s budget increased to USD
9.15 billion in 2021, and in 2023 it planned to raise 10.211 billion USD, to support
an expected 117.2 million displaced and stateless people (UNHCR, 2022f).

Officially the UNHCR works under the authority of the UN’s General Assembly,
but only its administrative costs are covered by the general budget of the UN, and
for its operative work it needs voluntary contributions. The logic of the present
international refugee system is built on the voluntary cooperation of states, with
no binding obligation to share the costs of providing asylum. The UNHCR plays
a vital role, but only with the approval and active contribution of states can it
implement solutions. About 80% of its budget comes from a small group of donor
states (Loescher, 2021). The organisation has to respond to the interests of the leading
donor states, who frequently ‘earmark’ their contributions for specific countries and
projects: in the recent past, mainly for Syria and Afghanistan. The consensus of states
may be quickly eroded by the continuously changing global order and state interests.

Regarding the scope of the UNHCR’s work, since 2005 it has also assumed formal
responsibility for the protection of internally displaced persons.

The UNHCR is a major actor in the present ‘refugee ecosystem’, but only one
of many. It has to compete for attention, resources and political support with other
players like national and international offices, support organisations, religious and
professional groups, and thousands of NGOs. There were relatively few international
NGOs working on refugee issues until the late 1980s, but their numbers have recently
exploded. After the European migration crisis in 2014-15, in most EU countries
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opposition to further inflows of refugees and asylum seekers increased quickly,
nevertheless generosity towards refugees is still impressive in civil society. Some civil
organisations, e.g., the IKEA Foundation have significant resources. Médecins Sans
Frontières is a non-profit, self-governing, member-based, worldwide organisation
that can mobilise more than 60,000 people, mainly doctors and nurses. Its activities
are frequently coordinated with the Red Cross, a humanitarian organisation capable
of mobilising about 100 million volunteers worldwide. In 2021, it raised EUR 1.94
billion from millions of individual donors and private institutions (Médecins Sans
Frontiéres, 2023). Considering the size, diversity and complexity of the ‘refugee
ecosystem’, assessing the total costs of specific operations is a complex task.

The ‘refugee ecosystem’ is a highly competitive ‘marketplace’ of many actors
representing different and frequently clashing interests. The number of rich donor
states is limited, and only a few of them run regular resettlement programs. In the
emerging ‘refugee regime complex’ (Betts, 2010), issues of humanitarianism, security,
labour migration, international travel, peace-building and economic development are
mixed, and the same confusion and cacophony is observed in the media and common
talk.

We have to note here that there is limited research available on the role of NGOs
in contemporary refugee crises (Milner & Klassen, 2021), while the mechanisms
and means of their influence, and the intended and unintended consequences of their
work are frequently debated.

In 2016, the UN General Assembly adopted the New York Declaration for
Refugees and Migrants. The document confirms that global approaches and solutions
are required, and that closed refugee camps must be the exception, refugees should
be included in the communities; they must be allowed to develop and use their
skills and become self-reliant, to contribute to local economies, and support the
development of the communities hosting them. On 17 December 2018, the United
Nations General Assembly affirmed the Global Compact on Refugees, providing a
framework and blueprint for governments and other actors to ensure that communities
hosting refugees receive significant support and refugees can lead meaningful and
productive lives.

In a nutshell, the general economic, social, political and institutional environment
was hard hit by the war between Russia and Ukraine and the unprecedented refugee
wave set in motion in February 2022.

8.2 Dimensions and Characteristics of the Ukrainian Refugee
Flow

The number of international migrants has increased over the past decades. According
to the statistics published in the United Nations’ World Migration Report (United
Nations, 2022, p. 23) the number of international migrants was 84 million in 1970.
This number increased to 281 million by 2020, which means that about 3.6% of the
world’s population lived in a country other than where they were born. Although the
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impact of the Covid-19 epidemic on the population of migrants is difficult to assess,
the UN estimates that it may have reduced the growth in the stock of international
migrants by around two million, but that was only a temporary drop. According
to EUROSTAT, 1.9 million immigrants entered the EU from non-EU countries in
2020, which is a decrease of almost 30% compared with 2019, but 2.3 million
immigrants arrived in 2021 (Eurostat, 2023a). In 2020, the major region of residence
(destination) for international migrants was Europe, currently hosting about 31%
of migrant population (United Nations, 2022, p. 24). At that time, the majority of
international migrants were of working age, and the male to female split was 52 to
48%.

Table 8.1 shows the size of foreign inflows in five former socialist countries of CEE,
as registered by the OECD’s migration database between 2008 and 2018 (Austria is
added for comparison). Table 8.2 shows the percentage of foreign-born population in
the same countries.

Table 8.1: Inflows of foreign population into selected OECD countries (thousands of
people)
Data: OECD (2023)

2008 2009 2010 2011 2012 2013 2014 2015 2016 2017 2018

Czechia 76.2 38.2 28.0 20.7 28.6 27.8 38.5 31.6 34.8 43.5 55.9

Hungary 35.5 25.6 23.9 22.5 20.3 21.3 26.0 25.8 23.8 36.5 49.3

Poland 41.8 41.3 41.1 41.3 47.1 46.6 32.0 86.1 107.0 128.0 137.6

Slovakia 7.4 5.1 4.2 3.8 2.9 2.5 2.4 3.8 3.6 2.9 2.9

Slovenia 43.8 24.2 11.3 18.0 17.3 15.7 18.4 19.9 20.0 27.7 2.9

Austria 94.4 91.7 69.9 109.9 125.6 165.2 154.3 198.7 158.7 139.3 131.7

Table 8.2: Stocks of foreign-born population as a % of total population, 2019
Data: OECD (2023)

%

Czechia 8.5

Hungary 5.8

Poland 2.0

Slovakia 3.6

Slovenia 12.8

Austria 19.3
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As stated in the Introduction, not all migrants are refugees or asylum seekers.
According to the UNHCR’s 2022 Mid-year Trends report (UNHCR, 2022b), there
were 32.5 million refugees in the middle of 2022 including 26.7 million under
the organisation’s mandate and 5.8 million Palestinian refugees who belong to the
UNRWA.1 The number of asylum seekers was 4.9 million, and there were 53.1 million
internally displaced persons (ibid. p.2). More than three quarters of all refugees and
other people in need of international protection came from just six countries (Table
8.3).

Table 8.3: Number of refugees by country of origin, middle of 2022
Data: UNHCR (2022b)

Million

Syria 6.8

Venezuela 5.6

Ukraine 5.4

Afghanistan 2.8

South Sudan 2.4

Myanmar 1.2

Measured by today’s standards, there were only three relatively large, forced
displacement flows across borders within one specific year between 1981 and 2011,
each well below three million persons. There was a sudden large outflow from
Afghanistan in 1981, another one from Iraq in 1991 after the first Gulf War, and
from Afghanistan again in 2000. Each extra wave was followed by smaller ones in
the years after the large outflows. This trend has changed radically from 2012, when
refugees started to flow out of war-ravaged Syria. Refugees from Syria, South Sudan
and Myanmar ignited a large refugee wave of multiple years between 2012 and 2017.
The Venezuelan refugee exodus, caused by power shifts in the country, pushed the
yearly number above five million in 2018, then, after a short Covid-19 interval, came
the war between Russia and Ukraine, igniting the largest and fastest cross-border
refugee outflow in one year since the end of the Cold War.

Before the full-scale Russian invasion in 2022, the annexation of Crimea in 2014
and the war in the Donbas (both of which may in retrospect be interpreted as preludes
to the frontal attack in 2022) had already resulted in more than two million refugees
and internally displaced persons. According to some reports, their reception was
rather cool in Europe with relatively low success rates in asylum claims and weak
media interest (Mitchneck, Zavisca & Gerbe, 2016). Many of them were uprooted
again when the war started in 2022.

1 The war in Gaza which erupted in 2023 may change this number.
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Due to a highly turbulent history and serious economic, social and political
problems (Sakwa, 2014), in many parts of the world Ukraine had a large diaspora. At
the end of 2021, 1.57 million Ukrainian citizens were officially authorised to stay
in the EU, representing the third biggest non-EU citizen group. The largest groups
lived in Poland, Italy (more than 230 thousand) and Czechia, and many had residence
permits in Czechia, Poland, Lithuania, Estonia and Slovakia (Eurostat, 2023b). Before
the war, Ukrainian citizens were the most numerous foreign workers in Poland, it
is highly probable that in some periods demand far exceeded supply. After 2010,
tens of thousands of Hungarians in Ukraine received Hungarian citizenship and
passports, thus becoming dual citizens according to the Hungarian legal system.
Double citizenship, although officially not penalised, is not legally recognised by
the Ukrainian constitution. Under the present wartime conditions, it is extremely
uncertain how this situation may change, how these travel documents can be used,
where these people are, and what other international complications may arise from
the system. Table 8.4 shows the number of Ukrainian citizens with a valid residence
permit in the eight CEE countries at the end of 2021.

Table 8.4: Number of Ukrainian citizens holding a valid residence permit at the end
of 2021
Data: UNHCR (2022b)

Head

Bulgaria 9,149

Croatia 2,405

Czechia 193,547

Hungary 63,175

Poland 651,221

Romania 2,260

Slovakia 54,138

Slovenia 2,655

The war in Ukraine started on 24 February, 2022. By the end of February 2022,
about 2.3 million Ukrainian refugees had entered neighbouring EU countries (The
Economist, 2021), almost as many as in 2015 and 2016 combined, at a culmination
period of the Syrian war. According to the data continuously collected and updated
by the UNHCR (UNHCR, 2023b), 1,720,227 refugee arrivals were registered at the
Polish border between 24 February and 13 March, plus 255,291 in Hungary, 204,862
in Slovakia, 84,671 in Romania, 131,365 in Russia, 106,994 in Moldova, 1,226 in
Belarus, and 304,156 in other European countries. By the end of May, Poland alone
had taken 3,5 million refugees.
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Four million people fled war-ravaged Ukraine in just five weeks, and millions
more were displaced at home. That number is far higher than any other since 1990,
especially if we consider that, officially, men of fighting age were not allowed to leave
Ukraine. The sentiments and intentions of uprooted people may fluctuate rapidly due
to such after-shock psychological conditions as confusion, fear, panic, rage, euphoria,
apathy, and depression. The Economist reported that in the two weeks to May 23,
2022 the number of Ukrainians travelling home from Poland (345,000) was well
above of those entering the host country (253,000), and other countries also observed
a similar trend (The Economist, 2022a). By the middle of June the same year, the
cumulative number of border-crossings from Ukraine into neighbouring countries
reached 7.7 million, while the flow in the opposite direction stood at 2.6 million,
meaning that only about a third of those who fled the country may be going home
(The Economist, 2022b). Some of the crossings may only be short trips to check what
is happening, and how conditions are changing at home.

EU countries bordering Ukraine have allowed entry to all Ukrainian refugees,
and the EU has invoked, with the unanimous approval of its Member States, the
2001 EU Temporary Protection Directive (TPD) providing temporary, but immediate
protection for displaced persons arriving from outside the Union’s borders. The
directive was introduced in the aftermath of the Yugoslav wars, has been in effect
since August 2001, but the first time it was invoked was in 2022. It is intended to
be used in exceptional circumstances when the ‘normal’ EU asylum system cannot
handle properly a sudden mass refugee influx. It requires Member States to host
refugees according to their capacity and to behave by the principles of solidarity and
balanced efforts.

Between May and September 2022, the UNHCR and its partners in some host
countries conducted thousands of interviews with adult refugees from Ukraine about
their profile, needs and intentions at the time of data collection (UNHCR, 2022d).
According that random sample survey, most adult refugees (85%) were women, many
of them holding university or higher degrees (46%) or certificates of vocational
training (29%). Since men aged 18 to 60 are not allowed to leave Ukraine, 87% of
refugees were women with children, a ratio confirmed not only by official statistics
but by numerous (sometimes shocking) photographs published in the media. The
‘typical refugee’ is a young woman with a small child. 13% were older persons. 23%
of respondents had visited Ukraine at least once since their first arrival. The top three
urgent needs were cash, employment, and accommodation. 63% of the respondents
planned to stay in their present host country in the near future.

The unprecedented outflow of women and children may profoundly and perman-
ently change Ukraine. The country’s demographic decline may be accelerated to an
unprecedented degree. The war with Russia has caused a large-scale demographic
disruption with an unpredictable future (Aksyonova, 2022). Ukraine was a country
in deep demographic crisis even before the war. The extremely low fertility rate
(the lowest in Europe in 2021) is combined with a rapidly aging population, high
mortality, poor health conditions, striking inequalities, intensive external and internal
migration, a growing gap between rural and urban areas, and many other economic
and social challenges. Most families have only one child. According to the Ukrainian
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data analytics website Opendatabot, the country’s birth rate was 28% lower in the
first six months of 2023 than in the same period in 2021, and that has been the highest
decline since Ukraine gained its independence in 1991.

In March 2022, Andrey Kurkov, a prominent Ukrainian writer published an
article in The Economist’s 1843 Magazine (Kurkov, A., 2022) stating that although
displacement on this scale is hard to grasp, in his opinion refugees fall into different
‘tribes’. The largest group is that of ‘first timers’: people who had to flee their home
for the first time, who are in panic, are disoriented and look into the future with
horror. Another group is that of ‘double refugees’, persons who fled the war and the
economic disaster in eastern Ukraine and resettled in the central and eastern parts
of the country, mainly in cities. They are less scared but more fatalistic, and when
having to flee again, they use their previous experience to decide what and what not
to take along. Then, there are people who simply run for their life. Others plan their
exit meticulously, collect information and try to assess the real situation before taking
to the road. Groups and individuals have different choices and options. Although it is
a mass exodus, each refugee has her/his own story. The confusion of refugees and of
those receiving them, the complexity of life situations, the diversity of intentions and
plans, and the general uncertainty are well reflected in the reports based on personal
experiences on the spot (Hetényi, 2023).

In any serious conflict, the first to flee are people who can: individuals with cars,
credit cards, family members or friends abroad, and language skills. Many refugees
fleeing the invasion carry with them trauma and loss, and suffer the stress of family
separation and living abroad. Politicians in host countries say refugees will return
home once peace is restored, but that eventual return depends on several factors.

The UNHCR’s Regional Bureau for Europe regularly publishes Flash Updates
on the Ukrainian situation. In the 16 January, 2023 issue (UNHCR, 2023b, latest
document), they reported that fluctuating pendular movements could be observed
to and from Ukraine. Although there were some slight increases in exit numbers
depending on the intensity of the war and the destruction taking place, no significant
increase was reported.

As the war went on, the UNHCR’s support shifted from an emergency project
to a longer-term response. The UNHCR and the UNICEF established 39 Blue
Dots (protection and support hubs) in eight countries. Using the country snapshots
in the UNHCR’s 16 January 2023 Flash Update, Table 8.5 gives the number of
refugees registered for temporary protection and the numbers of those that received
cash assistance. Temporary protection is a protection status for Ukrainian refugees,
available in the EU. It provides residency rights such as access to shelter if one needs
it, social welfare assistance, medical care, access to education for children under 18
and access to the labour market without a work permit.
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Table 8.5: Ukrainian refugees, country updates as of January 11, 2023
Data: UNHCR (2022b)

Refugees registered for
temporary protection
(head)

Refugees receiving cash
assistance (head)

Bulgaria 150,510 5,060

Czechia 477,614 n.a.

Hungary 33,446 n.a.

Poland 1,563,386 293,073

Romania 103,825 43,000

Slovakia 105,533 29,458

Estonia 42,000 n.a.

Latvia 45,000 n.a.

Lithuania 73,000 n.a.

In March 2022, the UNHCR developed a Regional Refugee Response Plan (RRP)
with the purpose of coordinating the efforts of 142 partners including the International
Red Cross and Red Crescent, UN agencies, national and international NGOs, religious
institutions, academic institutions and local civil societies. The plan was recalibrated
in October the same year to be adapted to emerging priorities and winter-related
needs. The UNHCR’s continuously updated Operational Data Portal publishes data
on the numbers of refugees from Ukraine recorded in the countries featured in the
RRP (In February 2024 these were Bulgaria, Czechia, Estonia, Hungary, Latvia,
Lithuania, Poland, the Republic of Moldova, Romania, and Slovakia), and in other
countries. Table 8.6 shows the situation in the RRP countries and six others between
January 2023 and February 2024.
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Table 8.6: Number of refugees from Ukraine recorded in 16 selected countries,
January–September 2023 (stock data, number of registered refugees present in a
country on a given day)
Data: UNHCR (2023b)
Note: UNHCR’s data table separates columns for ‘refugees registered for temporary
protection’ (see Table 8.5 and the explanation above it) and ‘refugees recorded in
country’ (used in this table), which is the estimated number of individual refugees
who are currently present in a country. Some numbers may be rounded or not updated
on time. Countries in italics are featured in the UNHCR’s Refugee Response Plan
(list downloaded on 22 Sept 2023).

Country 22 January 22 March 22 May 22 July 22 September

Bulgaria 50,325 49,610 50,576 162,935 61,150

Czechia 482,049 497,217 520,234 354,825 368,300

Estonia 66,074 67,601 71,215 48,590 50,450

Hungary 33,603 34,248 35,030 52,335 53,375

Latvia 35,212 35,243 31,769 38,145 32,470

Lithuania 73,040 75,197 77,444 48,425 49,970

Moldova 102,283 107,277 108,620 113,555 116,950

Poland 1,563,386 1,564,711 1,602,062 968,390 959,875

Romania 106,644 110,106 94,952 95,430 85,255

Slovakia 107,476 111,756 116,202 104,830 108,500

Austria 91,631 94,551 97,047 100,575 68,700

Croatia 20,164 21,232 22,382 22,760 23,430

Germany 1,021,667 1,021,667 1,061,623 1,079,815 1,094,155

Italy 167,925 171,739 175,107 163,750 167,525

Slovenia 9,081 9,075 9,312 9,935 10,195

United King-
dom

155,509 165,700 204,700 208,500 210,800

The total number of refugees from Ukraine recorded across Europe was 5,828,000
on 22 September 2023, and the global figure was 6,197,200. 24,882,825 border
crossings were recorded from Ukraine since 24 February 2022, and 17,896,775 to
Ukraine in the same period. The difference between the number of refugees recorded
(stock) and border crossings (flow) is especially striking in the case of Poland where
the high number of refugees is combined with intensive two-way border traffic
(Duszczyk & Kaczmarczyk, 2022).

At the beginning of March 2023, The Economist, using multiple data sources
(University of Warsaw, Destatis, Eurostat, IMF, ONS, UNHCR) published data on
Ukrainian refugees living in selected countries as a percentage of the population
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Table 8.6 Cont.: Number of refugees from Ukraine recorded in 16 selected countries,
November 2023 – February 2024 (stock data, number of registered refugees present
in a country on a given day)

Country November 22nd
2023

January 23rd
2024

February 23rd
2024

Bulgaria 52,245 51,860 67,770

Czechia 368,685 375,590 381,400

Estonia 50,450 50,450 38,245

Hungary 53,375 63,775 65,558

Latvia 32,470 46,610 43,825

Lithuania 50,690 52,305 52,670

Moldova 113,185 120,695 116,195

Poland 958,939 956,635 956,635

Romania 83,280 85,710 78,745

Slovakia 111,860 114,270 115,875

Austria 106,215 83,185 84,135

Croatia 23,855 24,150 24,355

Germany 1,114,070 1,125,850 1,139,690

Italy 167,525 169,040 168,840

Slovenia 10,435 10,635 10,865

United King-
dom

246,760 250,360 253,160

(Fig. 8.1). It is evident from that chart, that the burden of supporting refugees is not
spread evenly across countries.

At the end of 2023 and the beginning of 2024, Russia appeared to be determined to
exhaust Ukraine and to wear out its partners turning the country into a dysfunctional
and abandoned state whose refugees cause problems in Europe. Aware of the military
situation, observers have increasingly expressed the opinion that both countries (and
Europe) must be prepared for a long war and a prolonged refugee crisis. By UNHCR’s
Operational Data Portal (UNHCR, 2023b), 6,004,100 refugees from Ukraine were
recorded in Europe in the middle of February 2024, and 6,479,700 were recorded
globally.
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Fig. 8.1: Ukrainian refugees living in selected countries, as % of population, Feb. 15,
2023 or latest available
Data: The Economist (2023a)
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8.3 Assessing the Economic Costs of Refugee Protection in the
CEE Region

As explained in the first section, navigating the distinction between economic migrants
and refugees is a challenging task and, similarly, assessing the costs and benefits of
migration – whether forced or voluntary – proves to be a complex endeavour. It largely
depends on our units of analysis: we may consider the costs and benefits for people
on the move, host communities, states, international institutions, local municipalities,
or other actors. Additionally, the timeframe of assessment plays a crucial role – while
short-term costs may appear substantial, benefits may unfold over time, or vice versa.
In this section, we focus mainly on short-term demands on host society resources,
such as public services, housing, infrastructure and social support programs. Before
delving into the short-term costs of refugee protection in host societies of the CEE
region, however, we should first consider the negotiation of burden-sharing between
different actors in the ‘refugee regime complex’ (Betts, 2010) or ‘refugee ecosystem’.
In other words, the question is who bears the costs of refugee protection?

The answer to this question is not simple. We should remember that humanitarian
relief is often interlinked with other sectors, particularly development aid and
the security/peace complex. The actors involved in this space sometimes overlap,
cooperate, run in parallel, or are in competition with one another (Betts, 2010). The
Triple Nexus framework, which emerged from the 2016 UN Humanitarian Summit
as a way of more effectively managing forced migration on a global scale, is based



8 Refugees: Economic Costs and Eventual Benefits 257

on the idea of increased cooperation and coordination between the humanitarian,
development, and peace sectors (UNDP, 2023). In economic terms, we can trace
commitments in humanitarian, financial and military expenditures. States, charities,
private donors, civil society organisations, corporations, international organisations
(IOs), multilateral institutions, such as UN institutions (UNHCR, International
Organisation for Migration /IOM/), the World Bank and the IMF all form part of the
Triple Nexus ecosystem.

Let us crunch some numbers to illustrate the scale of support to Ukraine, taking
the Triple Nexus framework as our reference. According to the Kiel Institute for the
World Economy, the EU Commission and Council have committed EUR 29.92 billion,
in addition EUR 3.1 billion via the European Peace Facility, and EUR two billion
through the European Investment Bank. Along with EUR 19.9 billion committed
bilaterally by EU Member States, this brings the total EU commitments for the war
effort to EUR 54.92 billion in the period between 24 January, 2022 and 15 January,
2023 (Trebesch et al., 2023). The authors of the report further note that “financial aid
by multilateral organisations like the IMF, World Bank, UN and the European Bank
of Reconstruction and Development add up to EUR 13.27 billion” (Trebesch et al.,
2023). Zooming in on humanitarian aid, through Member State and donor support,
the UNHCR distributed over USD 226 million in 2022 for the most urgent needs
of displaced persons from Ukraine (UNHCR, 2022a). Since 24 February, 2022, the
European Commission has spent EUR 685 million on humanitarian aid, up from
EUR 350 million in the preceding period (European Commission, 2023a). Yet the
burden of aiding refugees generally falls to individual hosting countries (Betts, 2010).
According to data sourced in January-May 2023, Poland ranks highest in the world in
terms of refugee costs in absolute numbers, totalling EUR 15.42 billion, followed by
Germany with EUR 13.90 billion, and Czechia with EUR 3.85 billion (Kiel Institute
for the World Economy, 2023b). CEE countries are the clear frontrunners if we
calculate refugee costs as a percentage of the GDP: Poland (2.5%), Czechia (1.5%),
Bulgaria (1.4%), and Slovakia (1.1%) rank in the first four places in the world as of
31 May, 2023 (Kiel Institute for the World Economy, 2023a). Bearing these numbers
in mind, we should note that countries receive different forms of compensation for
the costs incurred, including international donations, in-kind support, civil society
mobilisation, and assistance by companies and private households. However, statistics
on donations and costs undertaken by actors are notoriously difficult to track, as
there is no standardised reporting or data, amounting to an unaccounted ‘hidden
aid’ category (Trebesch et al., 2023). It is also worth considering where the costs
are felt most acutely within the state structure. Research conducted by the Union of
Polish Metropolises unequivocally points to local self-governments as bearing of
the burden of hosting refugees, including the provision of housing, access to public
services, education and healthcare (Wojdat & Cywiński, 2022). It is also important
to underscore the costs that have been absorbed by private citizens. In a series of
surveys conducted by the Polish Centre for Public Opinion Research, in April 2022,
63% of Poles declared that they or someone from their household was offering free
voluntarily support to Ukrainian refugees. This percentage dropped to 41% by January
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2023, and a further steady decrease is expected, given people’s limited resources and
soaring inflation (Centre, 2023).

8.3.1 Immediate ‘On the Spot’ Emergency Assistance

In the first days, weeks and months after the full-scale Russian aggression on
Ukraine, emergency assistance to people fleeing the war was delivered by a range of
actors in the hosting countries. As emerging research suggests, the first responders
and frontrunners of assistance were largely local civil societies, including NGOs,
religious organisations, grassroots initiatives, and private individuals (Cullen Dunn &
Kaliszewska, 2023; Grzymała-Kazłowska, Downarowicz & Wydra, 2023); . With this
in mind, it is important to underscore the role of Ukrainian organisations and private
individuals already present in host societies in the mobilisation of assistance (Czerska-
Shaw & Jacoby, 2023). Different levels of public authorities and self-governments
were also involved, ranging from local public institutions, such as social services
departments and cultural centres, to local and regional authorities, crisis management
units, train station management teams, and others.

International charities and volunteers from Europe and beyond arrived on the
scene within the first few months, bringing financial aid, often in cooperation with
local NGOs, and crisis management know-how. However, more critical accounts
of the humanitarian aid industry reveal major shortcomings in the collaboration
and distribution of these resources (Cullen Dunn & Kaliszewska, 2023), alluding to
important analyses such as the ‘Crisis Caravan’ (Polman, 2010), or the ‘NGO game’
(McMahon, 2017) that highlight the boom-and-bust economy of humanitarian aid
and its neo-liberal underpinnings.

The on-the-spot aid ecosystem may be organised into six basic categories: (1)
distribution of foodstuffs and basic material items, such as clothing, toiletries, off-
the-counter medication and cleaning supplies, (2) provision of emergency shelters,
(3) information and administrative points, sometimes with cash assistance programs,
(4) support centres, including psychological aid, children’s daycare zones, language
classes and other cultural activities, (5) logistics hubs, including transport, relocation,
warehouses for goods, and (6) coordination and communication networks (Czerska-
Shaw, Krzyworzeka-Jelinowska & Mucha, 2022). As mentioned above, calculating
the costs of these services is difficult due to the lack of standardisation and availability
of data. We therefore focus on only a few examples for which there is reliable data.

Within the third category, the UNHCR set up ‘Blue Dot’ assistance points in
collaboration with other UN agencies (IOM, UNICEF), as well as a host of local
authorities and NGOs in major hubs of refugee arrivals in the region (UNHCR,
2022a). These Blue Dots serve as one-stop-shops where refugees from Ukraine
can register their stay, obtain the information they require, as well sign up for cash
assistance programmes. The UNHCR distributed over EUR 202 million through its
cash assistance programme to refugees in surrounding states in 2022, of which EUR
79.3 million has been spent in Poland alone (UNHCR, 2022e). Some charities, such
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as Save the Children, have provided cash assistance and voucher aid, and measure
their work through how many people they have reached.

Via the Temporary Protection Directive, triggered on 4 March, 2022, Member
States have been able to formulate national resolutions to respond to and assist
those escaping the war in Ukraine. TPD provides those with temporary protection
free access to essential public services, including medical care, social and welfare
assistance, some housing provision, and education for children under 18. Each of
these services will be discussed below. Additionally, at the start of the full-scale
invasion a number of states and transport companies provided free transport (trains
and local public transportation) for a limited time. In Hungary, Ukrainian refugees
could use ‘Solidarity tickets’ to travel by train through the country; in Romania a
similar ‘ticket help Ukraine’ scheme was introduced. In Poland, most municipalities
offered free public transport to Ukrainian refugees for a period of three months
(March-May 2022) (VisitUkraine, 2022).

8.3.2 Physical and Mental Health Services

Health care systems in receiving states undoubtedly face major strains with sudden
influxes of patients in the system, particularly those who may have encountered trauma
and mental health issues, the elderly, and those in need of specialised medical care. A
study on Ukrainian refugees in Poland conducted by the World Health Organisation
and Statistics Poland in 2022 found that 37.2% of respondents had health care needs
in the 30 days prior to the interview, most often citing sudden illnesses (44%),
chronic illnesses (40%), and dental needs (18%) (Organization & Poland, 2023). Of
those, 68% used a public health facility in Poland to deal with their needs. Another
study estimates that nearly 10% of the refugee population in Poland, comprising
of the elderly, have a significant disease burden, the most frequent of which are
cardiovascular, gastrointestinal, and respiratory diseases (Piotrowicz et al., 2022).
These health-related issues require immediate and systemic solutions. In the 2022
OECD International Outlook, costs associated with assisting Ukrainian nationals
under temporary protection within national health care systems were estimated at a
total of EUR 4.4 billion. The figures reveal that Germany incurred the highest costs
among OECD countries, totalling EUR 1.361 billion, followed by Poland with EUR
664 million, and Czechia in the third place with EUR 341 million (OECD, 2022b).

Amongst the barriers to accessing health care services for refugees are long
waiting times for specialised care, information on how to navigate often opaque health
care systems that are different from those in their home countries, language and
communication difficulties, and costs of medication (Organization & Poland, 2023).
One of the most acute problems is access to mental health services in welcoming
states. This is in part because of disruptions to health care systems and rising
mental health care needs in the wake of the Covid-19 global pandemic (Eurofound,
2021), gaps in provision as well as historically underdeveloped mental health care
provision in Central and Eastern Europe (Winkler et al., 2017). The refugees’ personal
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circumstances, for example, caring for children or elderly relatives, also severely
limits the possibilities of accessing these services. It is also important to note that
there is a cultural taboo on asking for psychological help (Organization & Poland,
2023).

Nevertheless, there may be some benefits to the receiving states’ health care
systems. By the end of 2022, 1700 doctors and 860 nurses and midwives from
Ukraine temporarily residing in Poland under the TPD applied for and received
temporary medical licenses to work in Poland, thereby filling acute shortages in the
medical profession (Jankowski et al., 2023). The critical situation has also engendered
innovative solutions and inter-sectoral cooperation, such as the Health4Ukraine app,
created by the Polish FinTech company Epruf in partnership with humanitarian donors
providing funds for Ukrainian refugee-clients to cover the costs of their medicine
purchases (Health4Ukraine, 2023). Other innovative solutions may trigger systemic
changes to the receiving states’ health care systems in general.

8.3.3 Social and Welfare Benefits

Under the TPD mechanism, receiving countries provide access to social and welfare
benefits to those registered under this category with the same conditions as its own
citizens. However, each EU Member State regulates the conditions under which
benefits are given, which may account for differences between national systems. In
Poland, Ukrainian nationals (as well as their spouses, regardless of their nationality)
registered with the temporary protection status code ‘UKR’, have the same access as
Polish nationals to the following: family benefits, child benefits, disability benefits,
social assistance funds (unemployment insurance and crisis assistance, such as
psychological help), as well as financial assistance for childcare for children up to
three years of age (Stowarzyszenie Interwencji Prawnej, 2022). Additionally, before 1
March, 2023, the subsistence costs of those living in publicly run refugee shelters for
Ukrainian nationals with temporary protection were fully covered. After 1 March,
2023, those living in shelters may need to cover up to 75% of these costs, although this
is up to the discretion of public authorities (Ukrainian in Poland, 2023). Additionally,
Ukrainians under the temporary protection mechanism in Poland were eligible for a
one-off payment of PLN 300 (approx. EUR 65).

According to data provided by the Polish Ministry of Family and Social Policy,
between 24 February, 2022 and July, 2023, the Polish state spent approximately EUR
540 million on child benefits alone (with the program 500+) for Ukrainians under
the temporary protection mechanism (TVN24, 2023). Data from OECD statistics on
social benefits falls in the ‘living costs’ category, which includes accommodation
and other financial assistance (excluding education and health care), and is expected
to amount to EUR 17.2 billion in OECD countries, as estimated for a 10-month
period in 2022. The highest expected costs are estimated for Poland (EUR 6.2 billion),
followed by Germany (EUR 4.42 billion), and Czechia (EUR 4.42 billion) (OECD,
2022b).
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8.3.4 Housing and Accommodation

Access to affordable, liveable housing has been one of the most pressing needs for
Ukrainian refugees in the CEE region since the full-scale invasion. According to
research conducted by the UNHCR published in September 2022, Ukrainian refugees
in Poland consistently rated housing as a top challenge, along with employment and
cash assistance (UNHCR, 2022c). A study by the IOM published in April 2023
still highlighted the difficulty of finding affordable long-term accommodation (IOM,
n.d.-a).

In January 2023, inflation in Poland skyrocketed to 17.2% and in Hungary to 21.9%,
while the consensus forecast for 2023 had been 12.7% and 18.3% respectively, far
above the eurozone projection (5.6%; Polish Economic Institute, 2023ab). Resulting
high energy prices and hikes in interest rates meant that there were fewer buyers
on the housing market, mortgage payments increased, and competition for rentals
on the private market grew. The exorbitant rental prices on the housing market,
especially in big cities such as Warsaw, have been widely reported on by media
outlets (e.g.,Ciobanu, (2023)). The influx of more than 1.1 million refugees from
Ukraine, close to half of whom rented on the private market (UNHCR, 2022c), made
this housing crisis acute. Additionally, systematic underinvestment and a dramatic
shrinking of accessible social housing in the transition period of the 1990s remains a
wider issue for the CEE region (Hegedüs, Horváth, Somogyi, Reháková & Sendi,
2017). As a point of comparison, the share of social housing in the CEE region hovers
at around 2-3%, whilst it ranges from 14 to 20% in Western and Northern European
regions (Hegedüs et al., 2017; OECD, 2022a).

Against this backdrop, societal and state responses to the inflow of refugees from
Ukraine into the CEE region were undeniably unique. The first novelty was the urban
nature of accommodation, largely bypassing regular asylum-seeker reception centres.
This is due primarily to the nature of the Temporary Protection Directive (TPD), which
allowed for semi-automatic residency rights and the concomitant wide-scale private
hosting that spontaneously emerged as a result. It is estimated that around 18% of all
refugees in Poland were hosted by private households as of September 2022 (UNHCR,
2022c), particularly through the strong social networks of Ukrainian nationals already
residing in Poland. Another 44% were estimated to be renting privately (ibid.). Those
living in collective accommodation, defined as assisted longer-term solutions (usually
up to 12 months), ranges from 13% by some statistics (ibid.), to 35% in others (IOM,
n.d.-a). As of October 2022, the Polish government estimated that 85,000 people
were being housed in collective sites supported by the state, with a total of 386,000
since the beginning of the war (Kacprzak, 2022).

The public cost of supporting the housing and subsistence for refugees, in particular
the running and maintenance of collective sites and subsidies for private hosts, was
estimated at 4,1 billion PLN in Poland by the third quarter of 2022 (Kacprzak, 2022).
Other CEE states have also provided financial support to accommodating refugees,
including to private hosting households, with Czechia and Slovakia among them
(OECD, 2022b). Yet by 2023, states such as Poland started limiting housing support
for Ukrainian refugees. As mentioned above, as of March 2023, a new law in Poland
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stipulates that Ukrainian refugees residing in publicly funded collective centres
will be liable for up to 75% of their costs of accommodation. This has met with
substantial criticism from civil society and migration experts, particularly because
people accommodated in collective centres are amongst the most vulnerable (Jarosz
& Klaus, 2023) .

A second novelty in the housing sector has been the upsurge in private enterprise
support, such as Airbnb’s cooperation with IOM as well as with local NGOs. By
November 2022, IOM’s partnership with Airbnb had led to the provision of over
120,000 ’safe nights’ for over 5000 beneficiaries, which cost Airbnb approximately
six million USD (IOM, n.d.-a). IOM’s regional response plan foresees investments
into repairs and renovations of collective centres and individual apartments, ongoing
support for collective accommodation, as well as partnerships with social housing
agencies.

Other costs also need to be considered, such as the emergency reception centres
that were set up by civil society organisations and then closed, or ones set up
by municipalities in association with NGOs or INGOs. While the response to the
accommodation of refugees has been exceptionally agile, there are considerable
hidden costs that are difficult to measure in the ad hoc, informal system in which they
developed.

8.3.5 Local Services: the Case of Kraków

In 2022, it was estimated that 40,000 new residents from Ukraine with ‘UKR’
Temporary Protection status settled in Kraków and the surrounding areas. Before
24 February, 2022, there had been less than a hundred registered asylum seekers in
the same geographical area (Pędziwiatr, Brzozowski & Stonawski, 2021). Kraków,
just under 300 km from the Ukrainian border, was one of the main hubs for the
transit of Ukrainian refugees, as well as a major destination point in Poland and the
CEE region. The ‘refugee regime complex’ (Betts, 2010) began working on a local
level from the first days of the full-scale Russian invasion on Ukraine, including a
reception point at the main train station, operated by an ecosystem of municipal and
regional authorities, train station management, informal groupings (like the grassroots
‘Platform 4’ volunteer group, or the ‘Soup for Ukraine’ group), the Polish scouting
association, the Polish Red Cross, NGOs and countless private individuals offering
their services (Czerska-Shaw et al., 2022).

In Kraków, the organisation of assistance has been largely decentralised, charac-
terised by a high degree of informality and bottom-up structures with the support and
participation of public institutions and municipal and regional authorities. A loose
umbrella network named the ‘Open Kraków Coalition’, connecting over 70 social
actors (NGOs, informal groupings, church organisations, INGOs, public authorities,
private individuals, and academics) became a virtual communication hub particularly
in the first stage of local assistance, mainly through Whatsapp and Slack channels
(Czerska-Shaw et al., 2022). Services provided by the local refugee assistance eco-
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system ranged from housing, distribution points, support centres and information
hubs, education, health care, registration and administrative support, to logistics and
relocation coordination. In short, the local level acted a microcosm of the refugee
assistance ecosystem in its full complexity.

While it is impossible to estimate the costs of the short-term emergency shelters,
distribution points, support centres which were opened and closed, some examples
may offer a brief look at the scale of the assistance provided. At the height of refugee
arrivals in the spring of 2022, the regional and municipal authorities, who were
responsible for coordinating a database of trusted sites for the accommodation of
refugees (hotels, student residences, and temporary shelters such as schools, stadiums),
counted 32,000 beds in their database. According to the regional authorities, by
September 2022 there were around 17,000 refugees from Ukraine using the collective
accommodation options accessible through the database (Pędziwiatr et al., 2021).
From information provided by the spokesperson of the Lesser Poland Voivodship
Office, the region spent PLN 507 million from 24 February 24, to September, 2022 on
aid to Ukrainian refugees, of which PLN 215 million (41% of the total expenditure)
was paid to host families (Pędziwiatr et al., 2021). The municipal government in
Kraków, particularly the Social Welfare Centre, was responsible for running five
collective accommodation sites housing up to 1,500 people, and the city authorities
opened several stadium-style emergency shelters for newcomers, albeit for very brief
period.

We should consider that the rapid inflow of refugees implied a huge burden on the
local educational services. From 24 February to October, 2022 almost 7,000 refugee
children were enrolled in the public education system, including almost 2,000 in
pre-schools and 4,000 in primary schools. Additionally, 98 preparatory classes were
created in 58 schools in Kraków, providing educational services for 1,835 students. As
for the 2022-2023 school year, the number of refugee children enrolled was smaller:
slightly over six thousand, as some of the families decided to return home or migrate
to other countries (Municipality of Kraków, 2023).

The bulk of the assistance in the first months of the war came in the form of the
distribution of goods, such as clothing, off-the-counter medications, and household
supplies, sometimes together with legal and psychological support. It is important to
underscore the pivotal role of Ukrainian-led organisations in the provision of this
support, along with the thousands of volunteers who helped in the daily running of
reception and support centres. A case in point is the ‘Live in Kraków’ or ‘R3 Aid
Point’ reception centre, operated jointly by two Ukrainian-led organisations, UA in
Kraków and Zustricz, in conjunction with Salam Lab, with the support of the Jewish
Community Centre, Internationaler Bund Polska, the Szlachetna Paczka organisation
and the Juliusz Słowacki Theatre. The reception point gave shelter and assistance
to over 3500 people and replied to over 17,000 phone calls for assistance between
24 February and May 2022, aided by over 600 volunteers and 30 employees (Salam
Lab, 2023; UA in Krakow, 2023). During the first seven months of functioning, the
‘Goodwill Wardrobe’ (Szafa Dobra), operated by the NGO Internationaler Bund
Polska, served a total of 80,000 people, a daily average of 480 (Otwarty Kraków, 2022).
The Warehouse operated by Internationaler Bund Polska at Daszyńskiego Street
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in Kraków provided refugees with basic food products and cosmetics: throughout
2022, more than 600,000 items were donated to 58,000 beneficiaries. Information
points were located across the city, run in part by the municipality, such as the main
registration point opened in Tauron Arena, the city’s major mass event venue, or at the
Information Point for Foreigners, a publicly-run project operated by Internationaler
Bund Polska. The Information Point had served 18,000 people within 12 months
(Internationaler Bund Polska, 2022). Local self-government support, international
grants as well as partnerships with international non-governmental organisations have
been key to the functioning of these centres.

8.3.6 Children and Schooling

In 2020, 19.6% of the Ukrainian population was 18 years old or younger, and 30.3%
of households had one or more children under six years (State Statistic Service of
Ukraine, 2021, p. 32).

Children either lived with their families or in some form of institutional care. In
Ukraine, an extremely high number and proportion of children live in residential
institutions (European Commission, 2022b, p. 13) A 10-year plan for ‘deinstitutional-
isation’ was drawn up in 2007 and another in 2017, but not leading to much success.
Contrary to the popular belief that orphans live in institutions, this is not the case
in Ukraine, as about 90% of children living in institutions have at least one parent
with parental rights who were unable to adequately care for their children due to the
lack of financial resources or other family problems. Hope and Homes for Children,
an international charity, published a comprehensive study of the Ukrainian child
protection system based on qualitative and quantitative data collected in 2015-2016
(Hope and Homes for Children, 2023). According to the study, there were 99,915
children in institutional care in 663 children’s homes in Ukraine, based on the data
provided by the heads of the institutions, but only 9,291 children (9.3%) were orphans
or deprived of parental care. The remaining 90,624 were placed in institutions by
their parents or guardians mainly because of household poverty or other problems in
the family.

As already highlighted above, the majority of Ukrainian refugees are women and
children. According to a recent report by EUROCHILD, over 5.6 million children have
been displaced since the war began. ”While statistics are not comprehensive, there are
significant numbers of children deprived of parental care, including unaccompanied
and separated children, children who may have been trafficked, and Roma and stateless
children, as well as groups of children evacuated from institutional care settings”
(EUROCHILD, 2023).

The turmoil of the war has created a particularly precarious situation for displaced
children, children living in institutions, and children with disabilities (UNICEF,
2023c).

Children fleeing Ukraine arrived in the host countries with relatives (mostly
mothers) or unaccompanied. Especially in the first months of the war, emergency
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reception centres were set up, in several of which basic living conditions were lacking.
Men, women, the elderly, and children were housed in cramped quarters.

In the case of unaccompanied children, identification is often challenging for
authorities, increasing the risk of children remaining in emergency centres for an
extended period or being trafficked and left without sufficient protection.

National child protection systems bear responsibility for the care of unaccompanied
children separated from their families. However, national legal provisions, forms of
care, guardianship, and custody responsibilities vary. The joint discussion paper by
the UNICEF, EUROCHILD, and Child Circle, published in May 2022 (UNICEF,
2022), highlights the potential conflict and lack of consensus on the applicability of
different legal instruments.

As noted above, the TPD lists, among other things, the rights of people enjoying
temporary protection. The most important rights in relation to children are getting res-
idence permits, access to suitable housing, social protection, medical care, education,
and family reunification (European Commission, 2022a).

However, in several countries, there is a lack of capacity of service providers and
availability of legal guardians. In addition, adjusting legal instruments to take in
unaccompanied refugee children could be a time-consuming process.

To reduce the risks to which children in institutions are exposed, Ukrainian author-
ities decided to send 39,000 children home and make local authorities responsible for
monitoring their situation. However, authorities do not always have the appropriate
resources and personnel to carry out this task. Due to the high threat, authorities have
repeatedly ordered the evacuation of groups of children and caregivers in groups
several times, asking them to stay together abroad. The Ukrainian government had
started negotiations with 23 European governments that accept Ukrainian children
from residential care, but without much success, at least until March 2023, as only
Poland and Lithuania responded positively (Human Rights Council, 2023b).

International law treaties prohibit the forcible transfer of children between countries,
but evidence is mounting that Russia is setting up a child-deportation program. It is
almost impossible to identify the exact number of children affected: data published
in various announcements and in the press range between wide extremes, and there
are spectacular differences between Ukrainian and Russian figures. Nevertheless,
according to the official reports of the Ukrainian authorities as of 31 July 2023,
19,546 children had been deported from Ukraine to Russia since 24 February 2022,
but these were only the officially documented cases, when a parent, a caretaker or a
witness reported it to the National Information Bureau of Ukraine (Pohorilov, 2022).

In March 2023 the International Criminal Court issued arrest warrants for the
‘unlawful transfer’ of people (including children) from Ukrainian Russian-occupied
territories into Russia and Russian-annexed Crimea (The Economist, 2023b). Re-
searchers at Yale University published a report (Yale School of Public Health, 2023)
about this in February 2023. Findings were based on the analysis of social media
platforms, government announcements, local media reports, videos on camp web-
sites, and satellite images. A network of 43 Russian facilities was uncovered where
Ukrainian children had been moved since the beginning of the war. According to
the researchers, at least 6,000 children had been transferred to those camps, but the
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figure is probably far underestimated. Among them, there were children with families,
children considered orphans, children from institutions and children without a clear
status. Many of the facilities are in Crimea and southern Russia, close to Ukraine but
some others are far from the border.

The Yale study states that Russian officials would introduce the facilities as
recreational camps to gain parents’ consent. Parents and guardians may accept the
offer because they wish to send their children out of the war zones, and in addition
feel the pressure from occupying forces. Some children do return, but the camps may
refuse to send them home citing ‘safety problems’. The OHCHR reported that some
children were sent to summer camps in the Russian Federation with the consent of
their parents but were not returned home at the end of the vacation or were delayed
(Human Rights Council, 2023a).

The camps present a Russia-centric worldview to their young inmates. ‘Re-
education’ may contribute to the Kremlin’s propaganda campaign. Russian officials
(many of whom openly ‘celebrate’ their participation in the transfers and may possibly
see the Russian invasion as a liberation of Ukrainians from a Western-backed fascist
regime) say that many of the children are orphans – which Ukraine denies – and that
they will receive proper care in Russian families.

Schools, kindergartens, and other educational institutions serve not only to
cater for education and develop children’s skills, but also to provide friendship,
entertainment, and sports, and are the sites of secondary socialisation. When life
in educational institutions becomes impossible, not only education but the entire
process of socialisation is interrupted, which is especially important for children with
disabilities or from disadvantaged families. The disruption of the education system
has long-term effects on children’s personal lives and chances in adulthood and, in
addition, may lead to the underdevelopment of human resources for the economy.
As Afshan Khan, the UNICEF’s Regional Director for Europe and Central Asia
formulated at the 2023 International Day of Education: “There is no pause button. It is
not an option to simply postpone children’s education and come back to it once other
priorities have been addressed, without risking the future of an entire generation”
(UNICEF, 2023a).

The Ukrainian Ministry of Education and Science reported that by February 2023,
441 educational institutions had been destroyed and 3,121 damaged, burdening the
education of 5.3 million children, in addition to the two lost years caused by the
Covid-19 pandemic (EUROCHILD, 2023).

Ukrainian education authorities have organised online learning opportunities to
help not only children living in Ukraine but also refugee children. Unfortunately,
military attacks and destruction of info-communication infrastructure have been
blocking online education solutions, leaving millions of children without education.
Lower family incomes, poverty, and the lack of appropriate electronic devices and
Internet access also hinder children’s participation in online learning. Ukrainian
government agencies, UNICEF, the EU, and other official and charity organisations
have helped by providing laptops and tablets (UNICEF, 2023b).

Adequate education for refugee children is extremely important but rather com-
plicated to provide. According to UNICEF estimates, two-thirds of refugee children
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did not participate in education in their host country. According to the UNHCR’s
April 2023 report on the situation in Hungary, Poland, Moldova, Romania, and
Slovakia, 44% of children were not formally enrolled at a school. The main reasons
are language barriers, the hope of soon returning to their home country, differences in
curricula and trying to use online education services from Ukraine. In several cases,
children have participated in both Ukrainian online courses and the host country’s
face-to-face classes because attendance is mandatory for children of a certain age
(UNHCR, 2023a).

In addition, guidelines for education in the occupied territories have changed
significantly. “Restrictions on the exercise of the right to freedom of expression
particularly affected teachers in Crimea. They were pressured to actively endorse the
Russian armed attack on Ukraine, to cultivate a positive attitude among schoolchildren
towards the military operations against Ukraine, and to generally refrain from
criticizing the Russian authorities. Teaching staff who refused to follow these
guidelines faced retaliation and sanctions” (United Nations Human Rights Office,
2023).

From the perspective of CEE countries, the massive influx of children resulted
in an increased pressure on public education, including preschools, primary and
secondary schools. Most young children were enrolled in schools poorly prepared
for multicultural education. As seen in this interview with a war refugee from Nowy
Sacz (city in Southern Poland):

“Only two schools are known to employ assistants to teach Ukrainian children.
But these were not full assistants, but rather an attempt to hire Ukrainian teachers.
They conducted extra classes in schools. During extracurricular activities. But
there were no teaching assistants. The local authorities decided not to organize
preparatory, integration classes, so that children could be faster included in the
general educational process. Theoretically, there is such a program, but it does not
work here.” (Independent Research Team, 2023, interview with a war refugee from
Ukraine)

Yet, due to the language and cultural similarity between Poles and Ukrainians,
young refugee children usually integrated quite well in Polish schools:

“And these children are always with us, their parents assist them, so they integrate
very well. Of course, they also have additional Polish language classes here several
times a week, so they make up for it (...) they are getting better and better at learning.
You know, they have no problems with math. Well, (some) with Polish, but I am
already in constant cooperation with their parents. I say that they should read as
much as possible in Polish, that they should try to speak Polish, considering that
they simply want to stay here in Poland, continue their studies here from September.
Parents have registered themselves here, they are very happy, so I am happy that
children can stay here.”(Independent Research Team, 2023, interview with a teacher
of primary education)

Yet, Ukrainian teenagers’ position is truly problematic. Many are still enrolled
in online teaching conducted from Ukraine, which means that they do not socialise
much with their Polish peers:
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“There is a problem with teenagers. Many of them did not start their education in
a Polish school because they studied online in Ukrainian school. Those who went to a
Polish school were downgraded and [do not] feel comfortable. In life outside school,
mom works hard, dad is away, and growing up is very hard. Children gather in large
groups and go out all night. Those children who do not want to study make a negative
impact on those who study with Ukrainian children. These children walk around
the city like a herd.” (Independent Research Team, 2023, interview with Ukrainian
economic migrant)

This problem is likely to become much more pronounced in the future if the
war does not end in the upcoming months, as these teenagers might be socially
marginalised, with limited possibilities of further education (including also tertiary
level) in Poland.

Since the invasion of Ukraine, there have been massive violations of children’s
rights, including guarantees of protection of children against all forms of physical or
psychological violence, injury or abuse, neglect or negligent treatment, maltreatment
or exploitation by caregivers, the right to identity, access to housing, medical and
social services, and education, as defined in the UN Convention on the Rights of the
Child. An entire generation of Ukrainian youths is deprived of a peaceful childhood.
Their visible and invisible physical and mental injuries will have long-term effects on
their adulthood and the future of Ukrainian society.

8.4 Economic Benefits

In this section potential or already observed benefits of the Ukrainian refugee wave
are discussed, focusing on Poland where the number of Ukrainian refugees is the
highest. The world ‘benefits’ may sound cynical in this dire war situation, but for the
sake of accuracy we should consider them as well. Moral judgment is made more
complicated by the fact that a disadvantage for some refugees may be advantageous
from the hosts’ point of view. There are some (sometimes mutual) benefits, but their
legality or ethics may be questioned, while fortunately there are positive examples
in all respects. The benefits may appear in several ways and forms: local companies
may have access to skilled workers, refugees may start businesses independently or
in association with locals, along with the refugees capital may flow into the country,
consumption by refugees may generate demand for local products and services, thus,
local people may be both suppliers and consumers of local and international support
programs, and so on. It is very difficult to show the exact size of benefits, but there
are many practical examples of their appearance. Some of them are presented below.
Most examples cited in this section are related to work and employment, a topic
discussed in detail in Chapter 9. Situations of decision-making and action are not
easy for those involved, the utilisation of possible benefits may be hindered by several
factors. The economic situation in the major countries receiving Ukrainian refugees
in 2021, the year before the war started in February 2022, was mostly positive: the
EU’s economy was rebounding from the Covid-19 crisis and most CEE economies
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and the Baltic States showed healthy economic growth, while unemployment rates
were relatively low (Table 8.7).

Table 8.7: Economic growth and unemployment in CEE countries (2021)
Data: World Bank (2023)

Coutry GDP growth rate 2021 (%) Unemployment rate 2021 (%)

Austria 4.6 6.5

Bulgaria 7.6 5.3

Czechia 3.6 2.8

Estonia 8.0 6.2

Hungary 7.2 4.1

Latvia 4.1 7.5

Lithuania 6.0 7.1

Poland 6.8 3.4

Romania 5.8 5.6

Slovakia 4.9 6.9

Slovenia 8.2 4.7

Another important characteristic of the CEE countries was the relatively large
population of Ukrainian immigrants who arrived mostly as economic migrants.2.
Before 2022, the largest Ukrainian diaspora was located in Poland, followed by
Czechia, Romania, Latvia and Hungary (Table 8.8.) These pre-war immigrants were
relatively well integrated into the host countries’ societies and economy.

A representative survey carried out just before the Russian invasion for the FUME
H2020 project (November 2021-January 2022) revealed that Ukrainian immigrants
in Poland were predominantly young males (59%), relatively young individuals (the
18-29 age group comprised 37.7% of respondents, whilst the 30-39 group constituted
an additional 31.8%), were employed full-time (78.2%), were satisfied with their
economic situation (89.4%), and assessed their work-qualification match positively
(64.7%). Moreover, many of them considered Poland as their ‘new home’ (87.8%),
and most of them expressed a willingness to permanently stay in Poland (81%, Cf.
Pędziwiatr, Brzozowski and Nahorniuk (2022)).

Naturally, many people changed their plans because of the outbreak of the full-scale
war with Russia. Exact numbers are unknown, but it is estimated that about 200 to
300 thousand Ukrainian males returned from Poland to fight for their home country.
Yet, a vast majority has remained, opting for family reunification: they simply brought
their partners, children and even distant family members to Poland. On the other hand,

2 Although, as mentioned before, many of these individuals had been internally displaced in Ukraine
due to military conflict with Russia from 2014 onwards.
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Table 8.8: Pre-war Ukrainian immigrant population in CEE countries
Data: FUME (2023)

Country Ukrainian population (head) Year

Austria 16,500 2021

Bulgaria 7,500 2019

Czechia 165,000 2020

Estonia 2,191 2020

Hungary 27,380 2021

Latvia 31,745 2021

Lithuania 6,224 2021

Poland 1,300,000 2020

Romania 37,600 2019

Slovakia 17,013 2021

Slovenia 222 2021

there were other types of forced migrants as well: displaced persons who fled the war
at home and had few or no social contacts in Poland. As a result of this rapid inflow
of forced migrants, the Ukrainian population in Poland reached 2.1 to 2.3 million
persons by the end of 2022, including 1.1 to 1.2 million Ukrainians who arrived
before 24 February 2022 (mostly economic migrants, but also internally displaced
persons from Crimea and Donbas) and one to 1.1 million war refugees (Duszczyk,
Górny, Kaczmarczyk & Kubisiak, 2023). In this second sub-population there were
mostly mothers with children, sometimes accompanied by elderly parents.3

A survey carried out jointly in Vienna (Austria) and Kraków (Poland) between
April and June 2022 reveals the phenomenon of refugees’ self-selection, outlined at
the beginning of this chapter: Vienna as a more distant location attracted a higher
proportion of highly skilled individuals than Kraków. As for refugees surveyed
in Vienna, 83% had tertiary education, and in Ukraine 61.5% performed skilled
occupations,4 whereas in Kraków this share was 66% and 45,2% respectively
(Kohlenberger et al., 2023). Consequently, the potential economic benefits stemming
from a rapid inflow of Ukrainian refugees was not equally distributed in the EU: while
some countries, such as Poland, Romania or Slovakia accepted forced migrants mostly
due to humanitarian reasons, in the case of Western European countries humanitarian
motivations were mixed with economic ones. For instance, even right-wing populist
parties in Nordic countries welcomed Ukrainian refugees, and Ukrainians were

3 It is important to mention that Ukrainian males aged 18-60 are not allowed to leave Ukrainian
territory – some exceptions apply for fathers of 3+ children, single fathers, males with disability or
fathers of children with disabilities.
4 ISCO categories 1, 2 and 3 (managers, professionals, technicians, associate professionals).
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“granted the right to work and participate in the receiving societies without having to
endure year-long asylum processes” (Näre, Abdelhady & Irastorza, 2022).

Table 8.9: Ukrainian refugee population in Poland (July 2023)
Data: Gov.pl (2023)

Age Male (head) Female (head) % Female

0-4 37,593 36,217 49.1%

5-9 60,758 59,310 49.4%

10-14 65,189 64,386 49.7%

15-18 48,413 42,847 47.0%

19-24 24,707 52,777 68.1%

25-34 31,517 95,680 75.2%

35-44 36,222 125,17 77.6%

45-54 16,637 72,600 81.4%

55-64 10,841 43,053 79.9%

65+ 9,853 33,402 77.2%

Total 341,730 625,44 64.7%

When it comes to labour market issues,5 it is important to mention that Ukrainian
females who arrived in Poland after 24 February, 2022 (Table 8.9) frequently
experience ‘brain waste’, i.e., they are usually forced to accept jobs below their
qualifications. In spite of the fact that Polish and Ukrainian are similar, language
competences are the main obstacles in the labour market, as illustrated by the following
interview excerpt:

“Well, there was no choice here, I mean conversations with these people – there
was not choice of the jobs they would like, but rather we tried to tell what jobs they
could do. Bearing in mind some kind of limitations related to the language barrier.
Paradoxically, it was easier for people without professional qualifications or those who
performed those professions that were scarce on the labour market..” (Independent
Research Team, 2023, interview with a worker in the Public Employment Service)

In this aspect, the Ukrainian refugees who were in highly skilled occupations at
home were in a disadvantaged position in the host country:

“A big problem for Ukrainians is the lack of jobs corresponding to their level of
education and profession. (. . . ) It is usually difficult for Ukrainians to find a job.
Usually, it is women with higher education that are not ready to work in a much lower
position.” (Independent Research Team, 2023, interview with a war refugee from
Ukraine)

5 For a more detailed analysis of the labour market see Chapter 9.
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For instance, a worker from public employment service describes the problem of
a Ukrainian young female physician:

“. . . a client says that she graduated with honours, has a specialisation at the age
of 27, is a general surgeon and is already experienced ... and nobody wants her! And
now we... I’m thinking to myself, what’s the problem. We call the hospital and only
when we hear that the health service needs such specialists... She will probably be
quickly absorbed by this market. It turns out that it’s not that simple... The first barrier
is language. Above all. She must have a qualification, knowledge of the language, and
later, when it comes to the recognition of degrees ... There was also a matter ... Well,
in fact, imagine that ... Well, we felt very sorry for this person ... And we it worked out
so that she went on an internship... Because wanted to do anything. (. . . ) She was
happy that she got such an internship offer from us. And she went into production...
You could say she did... She sorted fruit. And what’s even better, she proved herself in
this and he later stayed at work after this internship.” (Independent Research Team,
2023, interview with a worker in the Public Employment Service)

Naturally, this story does not imply that all Ukrainian doctors who come as refugees
are bound to have the same fate. Yet, there are severe obstacles on the way: poor
command of language skills, the procedure of diploma recognition (‘nostrification’),
work required at a Polish hospital under an experienced doctor’s supervision, and
finally the comprehensive medical exam (‘Lekarski Egzamin Końcowy’ in Polish), a
public exam for physicians who wish to conduct an independent medical practice.
These issues are manageable, but many refugees do not know whether they want to
stay in Poland for long, although they lack financial resources and need some source
of regular income.

Another issue is the precarity of work and the question of legality. Ukrainian
refugees in Poland and other CEE countries are legally under the temporary protection
regime, which implies that they have a legal status for residence until March 2024
(which might be prolonged in the future), and the full right to take any form of
employment. Nevertheless, many females are in disadvantaged position on the
labour market not only due to a qualification mismatch, but also because of their
family/childcare obligations. Thus, they often take part-time employment only, which
in turn favours semi-legal employment and – in some instances – also the exploitations
of workers’ rights:

“Now it’s very hard to work, it’s hard in our district. First of all, a lot of work is
done here without contracts, they don’t want to give them, employers, Poles don’t
want to give them. (...) I don’t know why they don’t pay them. They don’t want to pay
taxes. He kept the Ukrainian woman for two or three weeks, and goodbye. (. . . ) Why
did they work here? Because they knew that they had to support themselves, because
of the children, these little ones.” (Independent Research Team, 2023, interview with
a Ukrainian economic migrant)

Concerning the positive effects of the recent inflow of refugees, one definite
advantage is that they can launch ventures. According to the aforementioned survey
on Ukrainian refugees in Kraków, around 14% of respondents had been self-employed
in Ukraine, and many of them expressed their willingness to start a business in Poland.
This is a very positive phenomenon, as before the war the level of self-employment
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among Ukrainian immigrants was very low (3.6%), even compared with other
foreigners in Poland (10.4%, Cf. Pędziwiatr et al. (2021)).

There are at least three factors that boost businesses creation. First, the legal
framework has been amended: just like other foreign citizens, before 24 February
2022, only under certain conditions (for instance when being simultaneously a student
of a local tertiary education institution) were Ukrainians in Poland allowed to be self-
employed. This had been a requirement that greatly hindered business activity.6 Since
March 2022, by implementing a special law on Ukrainian refugees, self-employment
has been allowed without any restrictions. Second, the large Ukrainian diaspora in
Poland and smaller ones in Czechia, Romania and Slovakia provide a fertile ecosystem
for the development of Ukrainian enterprises that may serve Ukrainian co-nationals.
Finally, there is also a push factor towards entrepreneurship: many female refugees
prefer to start a business to avoid working below their formal qualifications. In such
cases, entrepreneurship could serve as a way to create better employment conditions
for themselves. It is not surprising that recently the number of refugee enterprises has
been growing in Poland: most of them are active in the field of services, including
hairdressing and fitness training. As one of our respondents said:

“Talking about Ukrainian business in Nowy Sacz, there is a pizzeria, a massage
parlour and a hairdresser. Many Ukrainians conduct unregistered activities within
the limits of the tax-free amount.” (Independent Research Team, 2023, interview with
a Ukrainian economic migrant)

Indeed, numerous companies are in the early stages of their development, and
Polish law allows unregistered small-scale business activity, provided monthly sales
do not exceed 2,700 PLN (ca. EUR 450). In this case, formalities are minimal:
accounting is simple, and taxes are paid according to a yearly tax declaration. Yet,
based on our interviews with refugee entrepreneurs, even such formalities are not
pursued by many small-scale or even ‘ad hoc’ entrepreneurs: for instance, many
female refugees bake Ukrainian cakes and sell them online, promoting their products
through their social networks. The activity is illegal, but the income is marginal,
mostly just supplementing other earnings.

According to the analysis of the Polish Economic Institute, in the first nine months
of 2022, 14,000 new ventures were established by Ukrainian refugees, most of whom
registered their business as sole proprietors. This meant about 3,600 new companies
and more than ten thousand sole proprietorships, plus significant Ukrainian capital
investment in international companies (Notes from Poland, 2023).

Finally, we should address the problem of economic inactivity, which affects many
refugees. This is not only due to the war trauma, but also to the traditional family role
models in the home country. According to a survey conducted among the refugee
population in Kraków between April and June 2022, prior to the Russian aggression,
only 53% of female respondents had participated actively in the Ukrainian labour

6 This was also connected to the legal framework of residence permits. Foreigners from third
countries (i.e. outside the EU) could launch businesses, but only in the form of limited companies.
However, this type of firm needed to exhibit a relatively high (taxed) income in order to provide
legitimacy for the residence permit of a foreigner, which in the case of small firms in the early phases
of development was extremely difficult.



274 György Bőgel at al.

market (Pędziwiatr et al., 2022). In many Ukrainian families, the husband earns
the money, and the wife stays at home with the children and runs the household.
At the moment of the survey, 20% of the females surveyed claimed that their plan
for the nearest future was to wait for the war to end, while covering their daily
expenses from savings, transfers from Ukraine and social benefits. The exact size
of savings and transfers is unknown, moreover it is difficult to predict how safely
they will arrive and how long they will last, but that money is spent in Poland where
it increases demand for products and services. It is important to add that in Poland
the social benefits granted to Ukrainian refugees are relatively modest: the monthly
allowance after each child is PLN 500+ (EUR 110), supplemented by and additional
three-month allowance from the UNHCR (maximum USD 600 per family), plus free
accommodation in refugee shelters and hostels for the first months of stay (Pędziwiatr
et al., 2022).

Case study: Influx of Russians to Georgia

The special problems of refugees, the complexity and contradictions of the economic,
social and political situations are well illustrated by the example of Georgia.

In the middle of February 2023 (one year after the war in Ukraine had started)
an International Monetary Fund (IMF) team visited Tbilisi, the capital of Georgia,
a country with 3.7 million inhabitants, to discuss with government officials recent
economic and financial developments and reform ideas. The end-of-mission press
releases IMF (2023) reported that in 2022 the country’s economic growth was strong
at around 10%. That high figure reflected adverse spillovers from the war between
Russia and Ukraine, a phenomenon influenced by such factors as growth in war-related
migrant and financial inflows, buoyant tourism, and a rise in transit trade through the
Caucasus country. These factors supported the local currency called Lari, boosted
fiscal revenues, and narrowed the current account deficit. In 2023 growth is expected
to drop to around 4%.

The UNHCR Operational Data Portal reported 27,000 refugees from Ukraine at
the end of July 2023 (UNHCR, 2023b). 1,145 applied for asylum or similar national
protection schemes. Many had been forcibly deported by the Russian armed forces
that were occupying territories in eastern Ukraine, did not have travel documents but
received moral and material support from local people. For a period of three months,
Ukrainians fleeing the war received social assistance from the Georgian government:
45 Lari (around $16) per person per month with an additional one-time payment
of 300 Lari (approximately $108) per family. Accommodation was provided by the
local authorities from July 2022 onwards as part of a special assistance program for
Ukrainian refugees (Khasaia, 2023).

When the war broke out, refugees did not come to Georgia only from Ukraine:
the invasion prompted tens of thousands, mainly middle-class Russians to leave
their increasingly isolated homeland. Many Russian citizens went to countries where
visas were not required, such as Armenia, Kyrgyzstan and Georgia. Turkey was a
top destination not only because of its visa-free regime but also because of its large
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Russian-speaking community. The exact number of Russian émigrés is unknown, but
by some estimates at the beginning of the war it was approx. 200,000 (Najibullah,
2022). According to official data, about 1.5 million Russian citizens crossed the
Russia-Georgia border in the first year of the war but reportedly many have left
(Bolkvadze, 2023). The number of those who have stayed is not known, but their
presence is evident. The fast rise of one-way airline tickets was a good indicator of
people’s movement.

The influx is worrying many Georgians. Georgia’s position as a destination is
unique: it is a post-Soviet country, but has introduced a series of economic and
democratic reforms aimed at joining the European Union and NATO, an orientation
which had worsened relations with Russia, a process leading to a war in 2008 and the
Russian occupation of a part of the country. Many of its citizens, especially the older
generation are connected to the Soviet regime, while many others, especially the
young have strong pro-European sentiments. The government is trying to manoeuvre
between the two conflicting orientations. Many Georgians watched the arrival of
Russians with concern and anger, thinking that it could be the prelude to an invasion.

In the same way as their reception, Russians’ motivations were fairly mixed. Some
left their country in protest, others because of persecution, and many were afraid of
the consequences of the international sanctions against Russia. It is highly probable
that many of them are well-educated freelancers or ‘digital nomads’ who can set up
shop anywhere with Internet access.

The Russian mass exodus caused an economic shock in Georgia. Locals and cab
drivers sold bicycles and seats in cars to the escaping crowds. Prices of accommodation
in Tbilisi increased to the extent that it was difficult to find a home or rent a room. The
influx of Russian migrants, business people and tourists has in fact mobilised some
sectors of the Georgian economy and helped balance the economic pressures generated
by the war. At the same time, many refugees struggle for work or have to accept jobs
and wages below their skill level. Most Georgians speak or at least understand Russian
but a growing number of them refuse to speak it. As a consequence, many Russians
have started to build their own communities, e.g., by opening their restaurants and
cafés (Harlan, 2022). The average Russian is wealthier than the average Georgian,
which explains the economic impact of the influx of foreign money, as observed by
the IMF delegation referred to above.

8.5 The Main Policy Dilemma: Integration or Returning Home?

What are the general lessons to be learnt and suggestions regarding the management of
the refugee crisis? Answering this question is a bold undertaking for several reasons.
On the one hand, early 2024, when this chapter was finalised, the Russian-Ukrainian
war had not yet ended, and there were no signs of any kind of peace or agreement, so
the refugee problem was still unresolved. On the other hand, the case of Ukrainian
refugees cannot be discussed in complete isolation: apart from Ukrainians, members
of other ethnic groups have been emerging in large numbers in many countries of the
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world. Considering these facts, following a short summary of the situation, we can
only attempt to formulate some general requirements. We conclude the chapter with
a sectoral case study, which shows how the fate and opportunities of refugees are
influenced by business organisations and their resilience.

The war in Ukraine has generated the largest and fastest flow of refugees since the
end of the Cold War. At the beginning of 2024, conditions were far from being ripe
for a negotiated settlement. Instead, the most likely outcome was a bloody stalemate.

According to data collected and published regularly by the UNHCR, in the first year
of the war, more than eight million people have been displaced from Ukraine into other
countries. This extremely large number corresponds to about one fifth of the Ukrainian
population. Border crossing is frequent and intensive, many displaced persons are
staying abroad while many others have returned home or commute between home and
other countries. Data are often patchy and are likely to underestimate the true number
of people affected. Anyway, as shown in Table 8.6 and Figure 8.1, it appears that
the burden of hosting and supporting refugees is distributed unevenly and unfairly.
Europe hosts more refugees now than any other region, and it is possible that forced
displacement will be a fundamental challenge in many parts of the world in the
21st century. Europe as a whole cannot simply free ride on the generosity of some
countries within it (Betts, 2022).

The progress of the war is unpredictable. However, more than two years after the
immediate emergency situation caused by the military invasion, refugees, hosting
governments, international support organisations and other stakeholders must think
long term and compare their options. However, solving dilemmas and making
long-term decisions is not easy in the fog of war.

In the first half of 2023, the International Organisation for Migration (IOM), a UN
agency that provides advice and services to migrants and governments, conducted
a series of surveys on the refugees’ status, needs and intentions in some countries
(see e.g., IOM, 2023 on Hungary, or IOM, n.d.-b). Although the study samples were
small, the uncertainty of the refugees’ plans is clear from the interviews. Humanly, it
is completely understandable that many people do not want to return to war zones,
but try to find a new homeland, but these intentions may quickly change if there is
a turn in the course of the war, and there is a good chance of lasting peace and the
reconstruction of their country.

The biggest dilemma for refugees is whether to build a new life in a foreign county
and stay there, or to try to return home as soon as possible. The same question from the
perspective of the host countries is whether to invest in the long-term integration of
displaced persons or to provide only temporary protection, and help (and motivate) the
refugees to return home. Ukrainian refugees are frequently surveyed and interviewed
(see e. g. The Economist, 2023a) and it is obvious that many of them hope to go back,
but it is impossible to predict when and how. Long term integration is expensive and
arduous for both sides, and while it may be beneficial for the labour market of the
host countries, it will destroy Ukraine’s demographics and the country may lose a
generation of young women with children and a major part of its workforce that is
vital for the country’s economic reconstruction and development.
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It is absolutely understandable that in this situation many displaced persons feel
to be caught between two basic options and two different worlds: they are unable
to return home now or in the near future but are averse to building a new life in
an unfamiliar environment. Calculations change over time as the war proceeds, and
people are accustomed to new conditions, they adapt and learn, build contacts, or try
to live double lives.

Beyond the peculiarities of the Ukrainian refugee situation, this cruel war raging
at the borders of the EU, the dimensions of forced displacement, and the whole
new reality have important implications for the EU’s refugee policy: although it is
impossible to predict the future of the war in Ukraine, the organisation must develop
the capacity to receive large numbers of refugees and allocate the related costs and
burden fairly, taking into account the differences between refugee groups.

The EU’s New Pact on Migration and Asylum, adopted by the European Com-
mission in September 2020, declares that no Member State should shoulder a
disproportionate responsibility and that all Member States should contribute to
solidarity on a constant basis (European Commission, 2023b). The uncontrolled
arrival of migrants in 2015 exposed the weaknesses of the so-called Dublin System
that allocates primary responsibility for refugees and asylum seekers to the first
country they arrive in. In 2016, the European Parliament opened negotiations about
replacing the criterion of first entry with an allocation system where the applicant
would be allowed to choose to be allocated to some Member States with the fewest
applications. After unsuccessful negotiations the process of introducing a new system
was stalled, the Czech Republic, Hungary, Poland, and Slovakia blocked the reform
(Betts, 2022).

At the start of the war in Ukraine, the EU temporarily provided a limited form
of sanctuary allowing Ukrainian refugees to stay for at least three years. The new
situation caused by the war, and the present acts of solidarity and humanitarian aid may
provide a special opportunity for the EU to introduce fairer refugee regulations and its
Members States to reconsider their position, while newly arriving refugee groups and
their diasporas can lobby for more progressive solutions. Nevertheless, encouraging
member countries to embrace a universal, non-discriminatory and cordial approach
to refugees is a real challenge.

Reforming the EU’s refugee system is not easy because of the obvious discrepancy
in the treatment of refugee groups arriving from different regions, countries, ethnic,
and religious background. Ukrainian refugees received a warm welcome in Poland
and other European countries, but unlike the way African and Asian refugees have
been received in recent years. When people speak about their experiences with
Ukrainian refugees we frequently hear or read that ‘they are European and civilised’,
‘they are white and Christian’, ‘they pray like us’, ‘they are middle class’, and that
‘they are dressed like us’. Psychologists know this phenomenon well and call it the
‘racial-empathy gap’, and ‘identity economics’ may also provide some explanations
(Akerlof & Kranton, 2000). Cultural proximity and social cohesion between refugees
and host communities are important factors in accepting and supporting refugees, but
it is very difficult to separate natural human solidarity and neighbourhood help based
on cultural proximity from nationalism, chauvinism and racism (Bayoumi, 2022).
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Supporting refugees from allied countries may also feel comfortable especially when
the leaders of a country provide moral clarity and guidance for the dilemmas.

The European response to the Ukrainian refugee crisis has been cordial and
generous so far, but that might change if governments do not manage well the
reception and integration of refugees, and disillusionment and fatigue take over.
There is a real danger that the governments of slowing economies may fail to provide
refugees jobs, housing and services. As a result, solidarity may exhaust itself and
generate a backlash. In the recent past, Europe has seen instances of this phenomenon.

Humanitarian aid based on local people’s willingness to help refugees may be
essential in an emergency situation, but it may become problematic as economic,
social and political costs are growing, if ‘emergency’ endures over a longer period
or indefinitely. As refugee numbers grow, increasing stress is placed on healthcare,
schooling, transport and other public services, more jobs are displaced, and social
tensions may increase. The political situation in Europe and the U.S. is so sensitive
now that even a minor shift in public mood may cause a landslide. Advocating
ethically ‘ideal’ solutions which ignore the social and political reality and lack the
support of main stakeholders may only increase the tension and drive the situation
to a tipping point. The issue of migration obviously dominates politics, and people
may easily put forcibly displaced refugees and economic migrants in one basket. In
May 2023, the Polish Economic Institute reported that in Poland and elsewhere in
the region the social acceptance of receiving and supporting Ukrainian refugees was
still high, although decreasing over time, and Poland and Hungary were among the
countries where the drop was the highest (Polish Economic Institute, 2023aa).

The ideal solution for migration problems in general and the Ukrainian refugee
crisis in particular would be to address the underlying causes. If this does not work,
sustainable long-term solutions must be found. The basic requirements of sustainability
are that the model used should maintain political support at local, national, and
international levels, and should be able to function at scale and endure over time
(Betts, 2021, p. 6). An ideal model aids displaced people in helping themselves,
provides opportunities for refugees to utilise their own capabilities and contribute to
the local economy, considers the long-term interests of the country the refugees arrive
from, and fulfil general ethical obligations. Providing protection, shelter, services,
and jobs for refugees is expensive and requires massive investments. If political
support is needed, investments should benefit both refugees, and importantly, host
communities. Such ‘ideal solutions’ are easy to imagine but extremely difficult to
implement. Literature sources are not of much help because of the absence of rigorous
and interdisciplinary research on the economics of refugees, especially on what
appears to work well and what does not.

Case study: the Ukrainian IT industry

The arrival of war shocked organisations, even the most prepared ones, but many of
them adapted fast to the new reality. Obviously, technical, organisational and mental
adaptation was needed. New workspaces had to be set up quickly equipped with
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generators and satellite internet when the Russian army started to attack Ukraine’s
energy infrastructure. Large numbers of employees had to be relocated, displaced
persons needed work equipment, financial support, and various forms of personal
help. Organisational resilience was a key issue, business recovery and continuity
plans, kept in hidden drawers for a long time, had to be dusted off and implemented.
People had to learn to work from anywhere, living with their children and the elderly.
Managers had to learn new human skills e.g., treating burned-out workers, providing
mental support, or simply listening to colleagues with empathy.

The war highlighted the importance of the tech sector and its potential role in
such emergency situations. Coders and engineers of IT companies using distributed
cloud-based systems can work anywhere at home or abroad where internet is available,
while many ‘physical’ industries were disrupted by war damages. The Ukrainian
technology sector grew by 36% in exports in 2021 (IT Ukraine Report, 2021), and
the growth trend seems stable. It employs about 300 thousand professionals and
generates more than 4% of Ukraine’s GDP. Many large global tech companies have
built centres of outsourced services, development and research organisations in the
country, but it also has a vivid startup ecosystem with some high-flying unicorns. The
largest foreign customer is the United States. Ukraine is one of the largest exporters
of IT services in Europe, maintaining constant growth despite the Russian invasion.
Thanks to high-quality formal and informal education and personal motivation the
Ukrainian IT talent pool is truly unique.

There are about 5000 IT companies in Ukraine. According to the report cited above,
most ventures provide services in fintech, banking and e-commerce. The number
of professionals working on cutting-edge technologies like artificial intelligence,
machine learning, blockchain and robotics is growing continuously.

For Ukrainian IT professionals, remote work was common long before the Covid-19
pandemic. By 2021, the large majority of companies had decided to switch completely
to a hybrid work mode. Working remotely for foreign companies is widespread.
Remote experience allows IT personnel to provide continuous quality services and
maintain productivity. The size of the export market and regular cooperation with
foreign customers helps to stabilize the market. In the 2014-2016 period, after the
Russian occupation of Crimea, the sector proved that it can adapt and recover very
fast.

For many international IT companies recruiting from Ukraine was simply smart
practice. The positive legacy of the decades in the Soviet Union is strong science and
tech education. When the war started in February 2022, the IT talent pool proved to
be highly mobile. Men of military age had to stay at home, but many others crossed
the borders and the country’s tech diaspora exploded: tens of thousands moved to the
West, mainly to Poland, Germany, Spain, Czechia and the Netherlands and continued
servicing their clients remotely.

One of the large IT internationals directly hit by the war in Ukraine was EPAM
Systems, an American company, founded in the USA and Belarus, traded on the
NYSE now, currently headquartered in Pennsylvania. Its portfolio consists of software
engineering services, digital product design, and digital platform engineering. When
the military invasion began, EPAM had 14,000 staff in Ukraine and 18,000 more
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in Belarus and Russia. The company was facing a real existential risk; its stock
dropped by 50% in a few days. The question was how fast it would execute personnel
relocation, replace many employees with new ones hired in India, Central Europe,
and Asia-Pacific.

At the end of February 2022, the company reported to the SEC that its business
continuity plan was executed, and it was actively monitoring the security of its people
and equipment. EPAM started to reallocate work to other geographies within its
global footprint. It issued a press release announcing that it was withdrawing its
financial outlook due to heightened uncertainties. On 4 March it announced that it
would discontinue services to Russia-based customers. The transition was accelerated
by active employee relocation. Many Russia-based employees were moved to delivery
locations outside of the country. It was also announced that EPAM would continue to
support its Ukrainian employees and their families, offering assistance and mobility
as needed, backed with a $100 million humanitarian commitment. In April 2023,
EPAM’s recruitment website advertised more than 2,000 job openings all over the
world. (For the EPAM story, only publicly available sources were used including the
company’s SEC reports from the beginning of 2022. SEC filings can be accessed on
the website of the company.)

8.6 Conclusion

Before making any proposals regarding refugees from Ukraine, we should have a
stand on how to measure success.

The number of refugees is several millions, but EU countries are struggling with
demographic problems and labour shortages in many areas and could take in a large
number of people from Ukraine without major difficulties. Most Ukrainian refugees
are young, relatively well-educated, want to work, have experience abroad, many have
acquaintances in host countries, and have no particular communication and cultural
problems with the locals. It is considered short-term success if their integration is
successful during the war, they have access to work, learning and entrepreneurship
opportunities, live under safe and acceptable conditions. Long-term success, however,
mostly means a safe return home, and participation in the reconstruction and the
development of Ukraine. Refugee policies and projects should support these two
simultaneous goals (short-term and long-term success), maintaining balance between
them. This political dilemma will become extremely hot as we get closer to March
2025 when the three-year protection afforded to Ukrainian refugees will expire.
Governments of host countries have to consider the humanitarian, social, political,
and economic aspects of this complex issue, while the Ukrainians also know that their
refugees deserve safety, but their nation needs workers, brains, customers, taxpayers
and families to rebuild and revitalize the country (The Economist, 2024).

Overall, one of the most important lessons of this migration wave is that to be able
to successfully deal with it, we should get local communities on board. They should
be given financial, administrative, psychological, moral, logistical and other support.
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They should feel that they are making a positive impact in a crisis situation and that
they receive wide ranging support. The positive attitude of local migrant-receiving
communities is the key to success. Effective, sustainable solutions require mutual
benefits: refugees should be supported and helped, but the supporting communities
should also experience that they are gaining something, be it in terms of financial
benefits (e.g., labour, business partners, services, or state support) or a moral feeling
(we helped someone, we did something good). Therefore, policies and projects should
be based on comprehensive stakeholder analysis.

Positive government attitude, the conscious and methodical development of
business relations, the search for mutually beneficial solutions, and the establishment
of a supportive advisory and administrative system may yield fruit. Facilitating the
support of refugees which provides benefits to the host country, to professional and
to local communities seems the best approach.

It also seems important to ease communication for migrants, to get in touch with
their families and friends at home, and to obtain reliable first-hand information about
their situation. Access to the digital infrastructure (network and personal devices) is
required. This, on the one hand, may decrease the stress and anxiety of migrants, and
on the other may help them make informed decisions about their future. In addition,
this may assist local authorities in guiding migrants in the administrative maze. It is
also important to provide the local and broader community with reliable, continuously
updated information so they feel that they worries and anxiety are addressed as well.

The lack of reliable, continuously updated data, using consistently the same
definitions and methodology may hamper quick and efficient action. Currently
conflicting data just add to the confusion and makes the realistic evaluation of the
current situation harder.

Due the special demographic structure of Ukrainian refugee communities, and
because men between the ages of 18 and 60 can only leave the country with a permit,
in the host countries new businesses or new corporate shared support units have been
started mostly by Ukrainian women. These women-led ventures may need special
attention, unbiased venture investors and focused accelerator programs.

To deal with children is also of paramount importance. Their schooling is a must,
as neither Ukraine (if eventually the children return home) nor the hosting countries
(if these children stay) can afford to lose a generation. Schooling is crucial in building
a sense of perspective and future for teenagers who should not get disillusioned and
depressed. In addition, studying keeps them occupied and out of trouble. These efforts
should be balanced: on the one hand, young people should not feel detached from
home, on the other, they should get to know their new host, the language and the
culture.

In the given situation, it seems evident that advanced online education solutions
are needed at all levels of training. This can give a new impetus to the development
of online education, and the emergence of new solutions and businesses. Experience
shows that blended learning, which includes both online and offline components, is
more effective than online education. It requires the cooperation of local schools,
which should be motivated and supported to participate.
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All the above requires coordination among different actors: state administration,
NGOs, the private sector and international organisations. It must be made clear,
however, that the main coordinators should be the hosting state and local authorities,
otherwise unnecessary and unhelpful conflicts will arise. International aid should
also be distributed more evenly within the EU. Here as well, coordination is vital.
Different donors should not act separately, creating states-in-the-state, as this will
inevitably result in a loss of efficiency and serious conflicts. The extreme wave of
refugees is the problem not only of specific affected countries, but of the entire
European Union. To such a European problem, a coordinated European response
must be given. The management of the refugee crisis is an instructive test of the
cooperation, decision-making and action system of the European countries.

***

At the end of the chapter, we must say a few words about the data we relied upon.
Finding reliable data in times of an ongoing violent war is a daunting task. As already
pointed out at the beginning of the chapter some factors of uncertainty in addition
to the war, are also at play, such as the ethnic, linguistic and political diversity in
the Central and Eastern European region, the twists and turns of recent history, the
potential political intentions behind the publication (or non-publication) of data, the
deliberately deployed toolbox of disinformation warfare, the travel and residence rules
within the Schengen area that allows the free movement of citizens, the characteristics
of the EU labour market, the presence and dimensions of the grey economy, the
uncertainty around the interpretation of definitions regarding the status of refugees
and guest workers, the sheer dimensions of the rapid movement of masses of people,
and the high degree of uncertainty of refugees’ motivations and intentions.

When collecting the data, we tried to use primarily reliable sources (e.g., EURO-
STAT, OECD, UNICEF, and mainly the UNHCR), international databases that were
collected on the basis of a uniform methodology as far as possible, and where metadata
and necessary explanations are available. Due to the given chaotic situation, however,
the accuracy and up-to-datedness of all information cannot be fully guaranteed. Since
it takes time to publish peer-reviewed articles and peer-reviewed studies, we have
also used numerous online ‘on the fly’ sources, more than usual in academic circles.
Those sources contain important, interesting and fresh data, but their reliability is not
perfect. Thus, in some cases we had to choose between freshness and reliability, and
more than once we went for the former. In the course of events, it was sometimes
difficult to decide whether we should include in the text individual sentences or
paragraphs in the present or past tense.

Being a refugee is not only an official status, but also a state of mind. Photos and
the words of those involved can be telling, sometimes even more telling than statistics.
We could not include photographs in the volume (although by following the links,
the reader will find abundant material); instead, for personal touch, we have included
a few statements and short interview excerpts.
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Chapter 9
Pathways to Inclusion: Labour Market
Perspectives on Ukrainian Refugees

Martin Guzi, Maciej Duszczyk, Peter Huber, Ulrike Huemer and Marcela Veselková

Abstract The chapter provides an overview of the situation of Ukrainian refugees
in the labour markets of Austria, Czechia, Poland, and Slovakia, emphasizing the
initiatives aimed at facilitating their integration. Refugees face challenges in securing
employment adequate to their skills due to language barriers, limited capacity in
childcare services, strict entry conditions for skilled occupations, and uncertainty
surrounding their refugee status. The chapter concludes with recommendations for
enhancing the labour market integration of refugees.

9.1 Introduction

This chapter provides an overview of the situation of Ukrainian refugees in the labour
markets of Central and Eastern European economies. The situation is presented
through the window of four main destination countries: Austria, Czechia, Poland, and
Slovakia, which collectively received over two million refugees in 2022 (for details
see Chapter 8).
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The Russian invasion of Ukraine has elicited a huge wave of sympathy in many
countries. Numerous initiatives have been launched to provide support to displaced
individuals arriving from Ukraine (for more details see Chapter 8). Platforms
dedicated to the integration of foreigners have been established to streamline the
registration process for refugees. Public institutions have set up hotlines and websites
containing valuable information to assist them. Non-governmental organizations have
played a vital role by offering counselling services and actively searching for suitable
accommodation and employment opportunities. Special attention has been given to
children, ensuring their access to education, while families have been granted access
to various social benefits and services. Notably, in the initial days after crossing the
border, refugees were able to utilize train transportation free of charge. Additionally,
several cities also provided free public transportation. Universities have shown support
by creating temporary academic positions for researchers and establishing funding
programs specifically for Ph.D. students arriving from Ukraine. These collective
efforts reflect a widespread commitment to providing comprehensive assistance and
support to those affected by the conflict.

Ukrainians with temporary protection, in accordance with the Temporary Protection
Directive, are not restricted regarding housing, social benefits, health insurance, or
entry into the labour market or educational system. Many countries have taken
measures to facilitate the entry and stay of Ukrainian refugees, such as the provision
of language courses and childcare services.

This chapter outlines the migration context of receiving countries, examines the
acceptance of refugees through opinion polls, discusses the demographic profile
of arriving refugees, explores their access to social assistance upon arrival, and
analyses the employment patterns and barriers encountered by refugees. It concludes
by offering recommendations for enhancing the labour market integration of refugees.

9.2 Arrival of Ukrainian Refugees

Countries in Central and Eastern Europe have had different experience with migration.
Over the last two decades, Poland and Slovakia have seen more extensive emigration,
while Austria and the Czech Republic are traditionally immigration countries. Austria
experienced a large inflow of refugees during the 2015–2016 refugee migration. The
presence of a large Ukrainian community in the Czech Republic and Poland facilitated
the arrival of war refugees. In contrast, the Ukrainian communities in Austria and
Slovakia before 2022 were relatively small.

9.2.1 Austria

Austria has recent experience with large refugee inflows. Between 2014 and 2016,
during the Syrian war, Austria witnessed one of the highest refugee arrivals per
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capita in the European Union (EU). The Ukrainian migrant community in Austria
was relatively small. According to official statistics, in 2021, only 12,673 Ukrainians
resided in Austria, constituting approximately 0.1% of the total Austrian population.
This percentage contrasted with the overall foreign national population of 1.6 million,
making up 17.6% of the resident population.

The large surge in refugee numbers from Ukraine came as a surprise. By March
2022, 14,500 Ukrainians had already registered in Austria, and throughout 2022,
the official migration statistics reported a total of 78,439 Ukrainians moving to
Austria. Of these, approximately 11,086 refugees later moved to other countries,
resulting in a net increase in migration from Ukraine of over 67,000 individuals.
According to (UNHCR, 2024), the total number of registrations in 2022 exceeded
111,000. This figure, however, includes double applications as well as persons who
have returned or moved on since their registration. Geographically, nearly half of the
Ukrainian nationals (43%) reside in Vienna, with an additional fifth in Lower Austria
(18%), followed by Upper Austria (11%). On the other hand, the Ukrainians are less
concentrated in Burgenland (3%) and Vorarlberg (3%, OIF, 2023).

The relatively large number of Ukrainians arriving in Austria may be attributed to
the fact that, before 2022, many seasonal workers in agriculture came from Ukraine.
Many of these workers were students, engaging in summer employment to finance
their studies. Consequently, as some Ukrainians had previous work experiences in
Austria, it was easier for them to arrive in Austria. However, this hypothesis was not
confirmed, as Bock-Schappelwein and Huber (2022) discovered that only around 3%
of the displaced Ukrainians registered in 2022 had previously been in employment in
Austria before the outbreak of war.

9.2.2 Czech Republic

Over the last two decades, the Czech Republic has become a favourite destination for
immigrants. The inflow of immigrants largely accelerated in economically successful
years preceding the Great Recession in 2009. The number of immigrants residing in
the country decreased temporarily after 2009 and increased again in 2015. At the
end of 2021, the number of legally residing immigrants reached a historic high of
660,849 representing 6.3% of the Czech population. The immigrants are attracted to
the Czech Republic because of favourable economic conditions, a shortage of skilled
workers in the labour market, and a pro-labour immigration policy. Most immigrants
originate from countries outside the EU, and the top five source countries in 2021
included Ukraine, Vietnam, Russia, Mongolia and the United States. The migration
motives are primarily work-related (Guzi, Macková & Čech Valentová, 2021).

In contrast to the labour immigration policy, granting asylum or international
protection is highly restrictive. Over the last two decades less than 3% of the applicants
for international protection were approved asylum. Most immigrants residing in the
Czech Republic are of working age (15-64 years old) and their employment rates are
higher than those of native-born Czechs. Migrants mostly work in manual, low-paid,
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low-quality positions that are less attractive to the Czech labour force. The Czech
population is ageing, and the participation of older people in the labour market
is rather limited. The inflow of the migrant workforce is therefore supported by
employers to at least partly alleviate the acute shortage of workers.

Before the outbreak of the war, the Ukrainian community numbered almost
200,000 people, making it the largest migrant community in the Czech Republic. In
2022, the country accepted 433,071 Ukrainian refugees (MVCR, 2024). The majority
of these refugees chose to settle in the Central Bohemia region, particularly near
Prague. However, the high concentration of refugees in certain areas posed challenges,
particularly in finding suitable housing and securing school placements for children.

In the Czech Republic, temporary protection for refugees was initially provided for
a period of one year until 31 March 2023. Ukrainians had to prolong their temporary
protection by registering at the website of the Ministry of Interim Affairs otherwise,
the residence rights could be lost. The compulsory electronic registration showed that
roughly a third of refugees left the Czech Republic and did not extend the temporary
protection. After registration, temporary protection was prolonged by one additional
year (i.e., until 31 March 2024). The protection could also be prolonged by applying
for the single work permit, EU Blue Card, seasonal worker and family reunification.

9.2.3 Poland

Poland has traditionally been known as an emigration country. The EU enlargement
in 2004 triggered a substantial emigration wave, with over one million people leaving
Poland between 2004 and 2010 (CSO, 2021). The inflow of migrants to Poland began
to rise in 2008 when the liberalization of immigrants’ access to the Polish labour
market was introduced. The year 2014 marked the beginning of Russia’s aggression
against Ukraine, including the annexation of Crimea and significant parts of the
Donetsk and Lugansk regions, further escalating the flow of Ukrainians to Poland.
According to estimates by the Central Statistical Office, the number of immigrants in
Poland increased from around 100,000 in 2011 to over two million in 2019 (CSO,
2020). Before the war in 2022, the number of Ukrainians residing in Poland was
estimated at one million. In 2022, the country transformed into both a destination
and a transit country for war refugees from Ukraine.

Poland decided to open its border crossings with Ukraine immediately upon
learning of the entry of Russian troops into Ukraine. The war in Ukraine triggered an
unprecedented influx of refugees. In two months, over three million people crossed
the Polish border, with over 95% being Ukrainian citizens. After the initial surge in the
first three weeks, the migration movement stabilized (Duszczyk, Górny, Kaczmarczyk
& Kubisiak, 2023). Approximately two million refugees stayed in Poland for at
least a few weeks. Since 5 April 2022, displaced persons from Ukraine have had
the opportunity to obtain special identification numbers (PESEL), analogous to
Polish citizens and foreigners, with the only difference being that the number has
the extension ‘UKR’. The number of refugees in Poland reached the highest level of
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1.4 million in July 2022 (based on the number of active PESEL UKR). The PESEL
UKR database serves as the most reliable source of information on war refugees from
Ukraine residing in Poland. Two years after the outbreak of the war, there are 952,000
active registrations (as of February 2024). The total number of Ukrainian citizens
(including refugees) staying in Poland for more than 12 months is estimated at about
two million, constituting the largest Ukrainian community in the EU.

Refugees from Ukraine are concentrated in large cities, with the Warsaw ag-
glomeration being of particular importance. Initially, after the outbreak of the war,
a relatively large number of Ukrainians remained in regions near the border with
Ukraine. Over time, they began to move inland, especially to regions with favourable
labour market conditions.

9.2.4 Slovakia

Historically, Slovakia has been a country whose residents used to migrate abroad for
work. Emigration of young and highly educated Slovaks intensified after Slovakia
joined the EU (Kahanec & Kureková, 2016). It is estimated that approximately
300,000 individuals (5.5% of the population) left Slovakia between 2002 and 2012
(Haluš, Hlaváč, Harvan & Hidas, 2017). Slovakia is not a typical destination for
immigrants, largely due to its cumbersome immigration policy. The country remained
largely unaffected by humanitarian migration flows in 2015 and 2016. The number of
granted asylums has remained low, typically not exceeding ten per year. The inflow of
the foreign population to Slovakia accelerated only in economically successful years
shortly before the Covid-19 pandemic, driven by the shortage of low-skilled workers
in some sectors. According to statistics collected from the Bureau of Border and
Foreign Police, the number of foreign citizens with valid residence permits doubled
from 71,649 in 2013 to 143,075 in 2019 (Guzi & Fabo, 2021).

Slovakia allowed all persons fleeing the war in Ukraine to enter the country. Before
2022, Slovakia had limited experience with managing the large inflow of migrants also
because the country hosted the lowest number of migrants in the EU. In 2021, there
were 167,519 individuals with foreign citizenship in Slovakia, constituting 3% of the
population. About two-thirds of foreigners were from outside the EU and Ukrainians
were the largest group, accounting for up to 50% of third-country nationals. However,
by the end of 2022, the number of foreigners in Slovakia had surged to 278,595.
Almost half of the refugees reside in the capital district of Bratislava and nearby
regions.

The unprecedented mass migration of refugees from Ukraine presented a unique
challenge for Slovak institutions, as it was the first time they had to manage such a
situation. Within the first month following the onset of the conflict, over 269,111
refugees crossed the Slovak border, and the total number of displaced people passing
through Slovakia surpassed one million in 2022. It is noteworthy that 90% of
Ukrainian refugees subsequently moved on to other countries. In 2022, a total of
104,704 refugees were registered in Slovakia, of which a third were children. Most
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registrations (70%) occurred within the first two months after the conflict began.
Veselková and Hábel (2024) estimates that a third of refugees who were granted
temporary refuge had returned back home by the end of 2022. In Slovakia, the
temporary protection was initially valid for one year until 4 March 2023, and then it
was automatically extended.

9.3 Acceptance of Refugees Measured by Public Opinion Polls

Many citizens in Central and Eastern European countries have personally contributed
to helping Ukrainian refugees. For example, numerous households have offered
shared housing or provided material support. While Austria had recent experience in
assisting Syrian refugees, the Czech Republic, Poland, and Slovakia showed solidarity
with refugees for the first time.

Public opinion polls provide insights into attitudes towards refugees from Ukraine.
Initially, the majority of Czech society supported the short-term acceptance of a
smaller number of Ukrainian refugees (79% of respondents agreed to accept up to
150,000 refugees). Additionally, over half of the Czech public agreed to accept a
larger number of war refugees (52% agreed with the short-term acceptance of 300 to
500 thousand refugees). The high acceptance of Ukrainian refugees is significant,
considering that the Czech Republic received one of the highest numbers of refugees
relative to its population by the end of 2022. Specifically, the Czech Republic accepted
45 refugees per thousand inhabitants in 2022, while Poland had 41, Slovakia had 20,
and Austria had 10 (see also Figure 2.13). However, by the end of November 2022,
the acceptance of Ukrainian refugees in Czech society had declined by approximately
one-quarter or 15 percentage points (Münich & Protivínský, 2023).

At the end of 2022, GLOBSEC, a non-governmental organisation based in
Bratislava, conducted a representative survey (including 1,000 respondents in each
country) to measure opinions about refugees (Szicherle & Kazaz, 2022). The survey
covered Visegrad countries but not Austria. Overall the acceptance of refugees was
high, with nearly 90% of citizens holding a favourable view of Ukrainian refugees.
However in Slovakia acceptance was lower at 65% (Figure 9.1). Similarly, the support
for the presence of Ukrainian refugees is strong, apart from Slovakia, where the
majority had negative feelings about hosting refugees (60%).

The level of agreement varies among countries regarding whether those fleeing
the war should receive support. While the majority of Poles opposed reducing
benefits for Ukrainian refugees, Czechs (46%) and Slovaks (68%) leaned towards
decreasing social assistance provided to Ukrainians. Furthermore, the majority of
Slovaks expressed the opinion that refugees should not be granted access to free
healthcare.

Respondents also reported how their lives had been affected by the influx of
refugees. Slovaks were most likely to indicate negative impacts on their lives.
Conversely, Czechs reported the highest incidence of experiencing inappropriate
behaviour from Ukrainian refugees.
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Income level influences perceptions of Ukrainian refugees. Respondents from
average and lower-income households show less support for providing welfare to
refugees and express more negative views towards them. Notably, individuals who rely
on social media as their main source of news are more likely to hold negative views
on refugees. Additionally, perceptions and experiences are shaped by anti-migrant
narratives promoted by political party leaders favoured by respondents.

Fig. 9.1: Opinions on Ukrainian refugees at the end of 2022
Data: Szicherle and Kazaz (2022)
Note: Questions asked: "Would you agree to allow Ukrainians to enter (the coun-
try)?",“How do you feel about your country hosting Ukrainian refugees?", “Have there
been any changes to your life because of Ukrainian refugees coming to (country)? If
yes, is this change positive or negative?", “Support for reducing benefits to Ukrainian
refugees". The proportion of respondents answering ‘strongly agree’/‘agree’ and
‘very’/‘rather’ positive are presented.
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9.4 Demographic Characteristics of Ukrainian Refugees

9.4.1 Gender and Age Structure of Refugees

The incoming population of displaced persons from Ukraine was significantly different
from the previous Ukrainian minority residing abroad in terms of its demographic
structure. This is because men aged 18–60 were prohibited from leaving Ukraine.
However some Ukrainian men in economically productive age may want to join
their families in the future. In Poland, there were 505,000 refugees over the age of
18 (adults) and 387,000 children, of whom 288,000 were of school age (Table 9.1).
Half of the refugees were of working age, while pensioners accounted for 6%. The
vast majority of refugees were women (63%), but gender differences among children
were minimal. A similar gender structure of Ukrainian refugees is observed in other
countries as well.

The arriving refugees could be compared to the Ukrainian community residing in
the country since before 2022. In Austria, the Ukrainian community comprised a high
number of women (70%) mostly between 15 and 44 years old, and 10% of Ukrainians
were children younger than 15. In 2022 around two-thirds of the Ukrainians who
moved to Austria were women, and 28% were children. Most women refugees arriving
in Austria were 30- to 44-years-old. Kohlenberger et al. (2023) illustrate that displaced
Ukrainians were in their majority married or cohabiting women with a spouse who
remained in Ukraine (58% in Vienna, 70% in Warsaw) and that most immigrants
moved with children (61% in Vienna, 71% in Warsaw).

In contrast, the Ukrainian community before the war in the Czech Republic was
dominated by men (57%). Among the newly arrived, only 37% were men but only
24% were adult men older than 15 years. In the Czech Republic, a third of refugees
were children, and half of refugees were adult women (Klimešová, Šatava & Ondruška,
2022). Almost half of adult women in the Czech Republic were younger than 35 years.
It is therefore not surprising that the most common households were a mother with
one child (21%) and a mother with two children (13%). Around 14% of households
with a single adult have three children, and households with more children constitute
less than 5%. A significant proportion of households (43%) have children under the
age of 5. Many of them thus require assistance in finding daycare for their children.

9.4.2 Education Structure of Refugees

The incoming displaced persons typically have education above the Ukrainian
average. In the Czech Republic, the third of incoming refugees have tertiary education
(Klimešová et al., 2022). Hence, among refugees, university graduates represent twice
as many as the Czech population. In general, the education level of the population
in Ukraine is high also because university education includes two-year professional
junior bachelor’s degree that does not exist in the Czech Republic.
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Table 9.1: Demographic characteristics of Ukrainian refugees in hosting countries
Data: Own elaboration
Note: Figures refer to the number of registrations in Austria, Czechia, and Slovakia at
the end of 2022 and to the number of active refugees (UKR PESEL) in Poland on 13
February 2024. Age brackets are 0-14, 15-29 and 60+ for Austria.

Austria Czechia Poland Slovakia

Refugee (people) 78,439 433,049 952,000 110,114

Refugee (%)

Children 0-18 years 28 26 41 29

Adults 18-64 59 70 53 62

Pensioners 65+ 12 4 6 9

Refugee males (%)

Children 0-18 years 14 13 21 14

Adults 18-64 15 23 15 16

Pensioners 65+ 4 1 1 3

Refugee females (%)

Children 0-18 years 14 13 20 14

Adults 18-64 44 47 38 46

Pensioners 65+ 9 3 5 6

In Austria, arriving Ukrainian refugees are better educated than residing migrants.
Over 80% of refugees had completed tertiary education, 15% spoke German, and
62% spoke at least some English. Interestingly relative to displaced Ukrainians in
Warsaw those moving to Vienna are more highly educated and more often speak
German and English. The favourable educational structure and language proficiency
of displaced Ukrainians will facilitate their labour market integration.

In Poland, half of the refugees had a university education (Dudek, Panuciak &
Strzelecki, 2023) and the same result is confirmed by (Chmielewska-Kalińska, Dudek
& Strzelecki, 2023). The study by the Centre for Migration Research shows a higher
percentage of refugees with higher education of 55% (Górny & van der Zwan, 2024).
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9.5 Social Assistance and Access to Social Benefits

9.5.1 Austria

Ukrainian refugees are entitled to housing, food, clothing, cost for transportation,
long-term care, medical treatment, and mandatory health insurance. Displaced persons
in Austria are included in the subsistence scheme Grundversorgung that temporarily
supports foreigners who need help and protection. Typically, it is granted during
an asylum procedure and up to four months after asylum is granted. In contrast to
asylum seekers, displaced Ukrainians have no access to procedures that lead to a
residence permit. Their legal presence in the country depends on the EU mass-influx
directive when they want to prolong their stay in Austria. This adds to the uncertainty
relating to the length of stay of displaced Ukrainians in Austria and may represent an
obstacle to labour market integration.

In Austria, Ukrainian refugees are entitled to a daily fee of EUR 25 to cover
residence and food costs (usually paid to the providing institution) and monthly
‘pocket money’ of EUR 40 in case they reside in officially organized accommodation.
Any income from employment that exceeds the income threshold (EUR 110 per
month, plus EUR 80 for each family member) results in a deduction from the financial
support granted under the subsistence scheme for asylum seekers. The income from
employment that exceeds the social security minimum (EUR 486 in 2022) results
in a complete loss of this support, including housing support (ELA, 2023). In 2023,
the subsistence scheme changed in six out of none federal states (not in Carinthia,
Salzburg, and Lower Austria) and for every euro earned above the allowance of
EUR 110, the benefit is reduced proportionately. The new system turns out to be
complicated for displaced persons to understand how much they can earn without
losing access to income support.

9.5.2 Czech Republic

In the Czech Republic and Slovakia, persons with temporary protection who are
employed or residing in the country are entitled to social welfare benefits under
the same conditions as nationals. Children who are granted temporary protection
or asylum can attend schools according to their level of education. People with
temporary protection status are entitled to full health care just like local citizens.

In the Czech Republic, Ukrainian refugees were eligible for the humanitarian
benefit of CZK 5,000 (EUR 200) paid on a regular monthly basis. The benefit was
means-tested paid to persons whose income, social and material situation does not
allow them to cover their basic living needs. After six months, the amount of benefit
was decreased to CZK 4,620 (185 EUR) for adults and CZK 3,320 (130 EUR) for
children under 18 years of age. Full coverage by the public health insurance system
was granted free to Ukrainian refugees for 150 days. After this period, it remained
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free for children and the elderly (older than 65 years) and the working-age population
had to cover health insurance themselves.

In the Czech Republic, refugees found accommodation in shared households
(44%), in rental accommodation (commercial rentals or council housing, 24%) or
stayed in non-residential housing (hostels or hotels). The government introduced
the solidary household benefit that was paid to local households who were hosting
Ukrainian refugees. Over 70% of hosting households were Czech, and 28% were
Ukrainian. Housing benefits helped half of the refugees who have accommodation
provided entirely for free. Some refugees paid partial costs of accommodation, and
about a third of refugees paid their housing costs fully (Klimešová et al., 2022). The
housing benefit was paid directly to owners and the amount was tied to the size
of the hosting family (5,000 CZK for one person and up to CZK 12,000 for three
people). It may occur that housing conditions for some families were substandard
also because Ukrainian families were larger but 75% of refugees report to be satisfied
with their housing conditions and the highest satisfaction was reported by refugees
living in hosting households (Klimešová et al., 2022). It can be concluded that access
to housing was successfully managed in 2022. The close contact of refugees with
Czech households was beneficial to the language and school integration of children
and the labour market participation of Ukrainian families.

In July 2023, the Czech government imposed restrictions on social benefits,
impacting approximately 70% of refugees. The amount of humanitarian benefit was
100% reduced by any earned income. This means that for every euro earned, the
allowance is decreased by one euro, resulting in no overall increase in income. This
setup could discourage refugees from earning legal income, potentially leading to
an increase in informal payments. Consequently, the state may experience a loss in
tax collections and social contributions. Additionally, as of July 2023, the solidarity
housing benefit was discontinued, requiring refugees to pay for rented accommodation.
Only the most vulnerable groups, including children, individuals caring for a child
up to the age of six and seniors aged 65 and above (23,662 people in July 2023), can
continue living in subsidized housing (PAQ Research, 2023).

9.5.3 Slovakia

Similarly, in Slovakia the government introduced a compensation scheme to local
households who provide accommodation free of charge to displaced persons. Owners
were compensated EUR 10 for an adult and EUR 5 for a child younger than 15 years
per night of accommodation. The maximum allowance amount depended on the
number of habitable rooms provided (maximum allowance EUR 710 per month for
one room, EUR 1,080 for two rooms, EUR 1,430 for three rooms). The provision of
allowances was granted until 31 March 2024.
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9.5.4 Poland

According to the Law on Assistance to Ukrainian Citizens in Connection with the
Armed Conflict on the Territory of Ukraine, war refugees are entitled to social benefits
under the same terms as Polish citizens. The most common family benefits available
to Ukrainian citizens included:

• Child benefit 800+ is available for parents and guardians of children younger than
18. The amount of PLN 800 (EUR 186) is paid monthly (tax-free) for each child,
regardless of family income. The family programme was launched in 2016 as
“500+ Family”. Starting from January 1, 2024 the benefit was increased from PLN
500 to PLN 800.

• Benefit Good Start, EUR 70 benefit granted to children at the beginning of each
school year, regardless of their parents’ income.

• Family Care Capital is granted for the second and subsequent children between
12 and 36 months. The monthly amount is chosen by the parent, i.e., it may be
either PLN 500 per month for two years or PLN 1,000 per month for one year. The
benefit is paid regardless of family income.

• Nursing benefit is paid to people looking after a child up to the age of three.
• Family allowance is granted to families or individuals who are studying and whose

income per capita is below a certain threshold.

The most popular and costly benefit is the 800+ family benefit. At the end of
2023, almost 210,000 children of war refugees from Ukraine were receiving it, at a
cost of almost PLN 1.5 billion (approximately EUR 310 million, based on our own
calculation). The other child benefits were less popular and consequently less costly.

Table 9.2: Number of Ukrainian children supported and estimated realted costs in
2023
Data: own calculations based on data from Social Insurance Institution (ZUS)

Type of benefit Number of children Amount in EUR

Child benefit 800+ 209,682 338,421,947

Good start 124,626 8,694,421

Family Care Capital 3,132 13,299,765

Nursing benefit 967 1,181,293

Family alowance 39,422 54,021,364

Total 415,618,790

In addition, war refugees are entitled to benefits specifically dedicated to them.
One-off financial support is a benefit of EUR 70, which can be used to cover living
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expenses, particularly expenditure on food, clothing, footwear, personal hygiene
products, and housing fees. Financing or subsidising accommodation and meals in
private residences (EUR 9 per person per day) or in collective accommodation (up to
EUR 16 per person per day). Refugees have the right to free access to healthcare and
enrolment of their children in the Polish school system.

9.6 Employment of Ukrainian Refugees

All displaced persons from Ukraine gain access to the labour market upon registration
for temporary protection. Their population is specific as it includes many working-age
individuals with tertiary level education and with high integration prospects in the
labour market. They are more likely to learn the language and find a job quickly
in their destinations. Many refugees are women with children (children represent a
large part of the refugee population) therefore, the provision of childcare services
and access to public schools helps parents to start working.

9.6.1 Poland

Poland liberalised access of Ukrainians to the Polish labour market to a very large
extent after the first aggression against Ukraine in 2014. Before the outbreak of
full-scale war in 2022, approximately 1.3 million Ukrainians were residing in Poland,
more than 90% of whom were active in the labour market. The study by Deloitte (2022)
estimates that Ukrainians contributed an annual increase of 0.5 percentage points
to the GDP growth of the Polish economy from 2013 to 2018. The well-established
Ukrainian diaspora helped war refugees find employment. In addition, a favourable
economic situation and low unemployment (remaining below 5% in large cities)
indicated good labour market prospects for refugees. The estimated potential increase
in Poland’s GDP associated with the refugees inflow is positive and ranges from 0.2%
to 3.5% (Deloitte, 2022).

Polish employers have to submit a notification on the work assignment to a
Ukrainian citizen that allows monitoring their economic activities. The notification is
submitted within 14 days of the foreigner taking up employment. It entitles a refugee
to work without the requirement of a work permit or declaration. In 2022, more than
786,000 permits were registered with labour offices, and the number of registrations
in 2023 was even higher (1,080 million permits).

The economic activity of refugees was exceptionally high, reaching 65% by the end
of 2022 (Zyzik, Baszczak, Rozbicka & Wielechowski, 2024). The latest data confirm
that economic activity remained high throughout 2023. Notably, this represents the
highest level of economic activity among Ukrainian refugees in the OECD countries
(OECD, 2023). The Social Insurance Institution (ZUS) records also confirm the high
economic activity of refugees. In February 2024, there were 1,124 million foreigners
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employed, including 755,000 Ukrainians. Although some employed foreigners may
not be registered in the ZUS database, Ukrainians’ high professional activity can be
well-documented.

Several studies have documented the characteristics of Ukrainian refugees in
the Polish labour market (Górny & van der Zwan, 2024; Duszczyk et al., 2023;
Kaczmarczyk, 2023). Approximately 50% of refugees in Poland are employed in
positions that align with their acquired qualifications. The employment chances are
higher for refugees with a good command of the Polish language. The employment
rate for refugees with proficient language skills was 82%, while for those without
good language skills it was only 50%. A high share of refugees (around 45%) engage
in simple jobs, while approximately 25% of refugees hold positions requiring high
qualifications, such as lawyers, doctors, or teachers.

The labour market integration of refugees can be contrasted with that of Ukrainian
migrants who arrived before 2022. Fewer refugees have full-time employment than
Ukrainian migrants (40% vs. 80%). Male refugees are less likely to be employed in
professions requiring manual skills than Ukrainian male migrants (20% vs. 40%).
Less than 10% of refugees have part-time employment, and another 10% take on
occasional work. Around 20% of refugees are neither employed nor seeking work,
primarily due to childcare responsibilities. Another 20% of refugees actively seek
employment while temporarily unemployed. Some refugees telework as they continue
their work for Ukrainian employers. The International Centre for Migration Policy
Development results indicate that 24% of those registered at labour offices work
remotely for Ukrainian companies (Katsiaficas, Segeš Frelak & Castelanelli, 2023).

In 2023, nearly two-thirds of Ukrainian citizens (including war refugees) worked
with civil-law contracts, and around one-third with employment contracts. They are
mostly employed in manufacturing, transport and storage, administrative and support
services (including temporary work agencies), and construction. Based on officially
declared amounts, the average salary of employed Ukrainian citizens is slightly above
the minimum wage.

Many Ukrainian refugees have ventured into entrepreneurship in Poland. Data
from the Central Register and Information on Economic Activity reveals that between
2022 and 2023, nearly 45,000 businesses were established with Ukrainian citizens as
their founders (Dębkowska, Kłosiewicz-Górecka, Szymańska, Wejt-Knyżewska &
Zybertowicz, 2022). This implies that one in ten businesses established in Poland
during these two years was founded by Ukrainians.

Under Polish legislation, Ukrainian citizens can register at a labour office as
unemployed or job seekers on equal terms with Polish citizens. The number of
registrations of Ukrainian citizens at labour offices peaked during the first months
after the Russian invasion of Ukraine, reaching its highest point in April 2022 when
15,700 people, mostly war refugees, were registered. 128,700 Ukrainian citizens
registered from February 24, 2022, until the end of January 2024.

Individuals registered at labour offices as unemployed or job seekers can participate
in training courses. Around 43,000 foreigners, the majority being war refugees from
Ukraine, have benefited from various assistance measures organized by Polish labour
offices. In 2022, language courses were introduced for unemployed and job-seeking
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foreigners to facilitate their entry into employment. From 2022 to February 2024,
almost 6,700 Ukrainian citizens (5,378 persons in 2022 and 1,302 persons in 2023)
benefited from training courses, primarily in the Polish language. The cost of language
training for Ukrainian citizens specializing in the medical profession was supported
by the Labour Fund. Between 2022 and 2023, 20 agreements were signed with district
chambers of doctors and district chambers of nurses and midwives, covering the
training costs for 704 participants.

9.6.2 Czech Republic

In the Czech Republic, half of the refugees were economically active in the summer
of 2022, and this figure increased to 72% of refugees by the end of 2023 (Figure
9.2). Around 7-9% of Ukrainians kept their employment in Ukraine and teleworked
(mostly those with more specialized jobs). Economists predict that the economic
activity of refugees could increase to 85% (PAQ Research, 2023).

Fig. 9.2: Employment of refugees in the Czech Republic between August 2022 and
November 2023
Data: PAQ Research
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Research studies show that the major difference between refugees who are employed
and those who are not lies in the knowledge of the Czech language. The participation
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rate in families with children depended largely on the children’s enrolment in the
school system. Interestingly, Ukrainians residing in Prague worked less, possibly
because they could rely more on the support of the Ukrainian diaspora, but also due to
worse access to kindergarten in large cities. The families staying in standard-quality
housing were more likely to work. It is estimated that around 40% of refugees face
barriers that prevent them from finding a job in the long term.

The many refugees who are working in the Czech Republic have unstable employ-
ment. Some refugees take occasional jobs and one-time work contracts. The survey
shows that every third refugee who was employed either changed jobs (24%) or lost
their job (10%) between December 2022 and March 2023 (PAQ Research, 2023).

The majority of refugees (80%) are employed in low-skilled professions, and they
mostly work for large employers with more than 200 employees. Although most
refugees work in specialized, technical, or managerial positions in Ukraine, they
are often in unqualified positions (two-thirds of workers). Half of those employed
perform manual and low-skilled work. Overqualification is more common among
women, older individuals, and those who do not speak Czech.

The wages of Ukrainian workers are generally lower than those of Czech workers
in most occupations. More than a third (35%) of refugees earn less than CZK 100
(EUR 4) net per hour, while only 11% earn above CZK 200 (EUR 8) net per hour.
Approximately one-fifth of Ukrainian refugees have found employment through a
work agency or informal intermediary, which typically offer low-paying jobs (PAQ
Research, 2022).

9.6.3 Austria

Ukrainian refugees, despite being highly qualified, have been slow to integrate into
the Austrian labour market. Administrative records from December 2023 indicate
that about 44% were economically active (i.e., employed or unemployed), with 3%
participating in active labour market policy measures. The majority (about 56%)
were neither employed nor unemployed. The employment rate stood at 30%, which is
one of the lowest among EU countries (Austrian Data Warehouse, DWH).

Limited integration could be attributed to administrative obstacles in obtaining
residence and work permits. Thränhardt (2023) shows that refugees had greater
success in entering the labour market in European countries where access was
streamlined as a ‘one-stop shop’. In contrast, countries like Austria maintain a
separate system for residence and work permits for third-country nationals. Despite
Ukrainians having free access to the labour market in Austria, many displaced persons
are not registered with the Austrian public employment service, and the reasons for
this lack of registration remain unclear.

Analysing Austrian social security records, Bock-Schappelwein and Huber (2022)
show that Ukrainians entering the labour market after 2022 worked fewer days and
received lower wages than those who arrived before 2022 during their first year of stay.
Similarly, Thränhardt (2023) finds significant variations in the employment rates of
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displaced Ukrainians across several European countries. Austria, Belgium, Germany,
and Switzerland all had employment rates for Ukrainian displaced persons below
30%. This contrasts with the high employment levels of Ukrainians who arrived in
Austria before 2022. Current Ukrainian refugees are more concentrated in low-skill
segments of the labour market, mainly working in low-paid temporary jobs. The
average monthly wage of employed Ukrainians was EUR 948, largely below the
nationwide average of EUR 2,900 (Bock-Schappelwein & Huber, 2022).

As of January 2024, over 50% of Ukrainian employees were concentrated in
three sectors: 1) accommodation and food service activities, 2) wholesale and retail
trade, and 3) manufacturing. The particularly high employment rates of Ukrainians
in accommodation and food service activities are surprising. Traditionally, this sector
has served as a low-skilled ‘port of entry’ for many migrant groups in Austria,
providing low-skilled temporary (seasonal) employment to migrant workers. This
sector is experiencing a severe labour shortage in the post-Covid boom of 2023, which
may have additionally fostered employment opportunities for Ukrainian displaced
persons.

9.6.4 Slovakia

Ukrainian refugees entered Slovakia during the post-Covid boom when the labour
market was suffering from a shortage of workers. There were 25,638 refugees who
were employed during the first year, and 28,464 refugees were employed during the
second year after the outbreak of war. During the first year of Russia’s aggression
against Ukraine, 110,114 refugees from Ukraine registered for temporary protection
in Slovakia.

The calculation of employment rates is complicated because the exact number
of working-age refugees is not recorded in the official statistics. It is estimated
that the employment rate was between 22% and 37% (Veselková & Hábel, 2024).
Characteristics of employed refugees could be observed. Over 70% of employed were
women, and half of the employed were refugees younger than 40 years. In contrast
to other countries, the population of refugees in Slovakia included relatively more
older persons and a lower proportion of tertiary-educated refugees. A quarter of
employed refugees have a university education, but a third have found employment in
elementary occupations that require only primary education.

Ukrainian refugees can be compared to Ukrainian labour migrants who entered
Slovakia in 2021, i.e., one year before Russia’s invasion of Ukraine. Veselková
and Hábel (2024) compare 4,373 Ukrainian labour migrants and 24,295 refugees
in the labour market during 2022. The findings reveal that refugees face greater
challenges in the Slovak labour market compared to Ukrainian labour migrants.
They are often overeducated for their initial jobs and more likely to be employed in
elementary occupations. Both groups struggle to advance their careers within the first
year of arrival, leading to underutilization of human capital and reduced economic
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contribution. Urgent policy interventions are required to facilitate the integration of
migrants and refugees into the labour market in Slovakia.

9.7 Barriers to Employment

Migrants often lack specific skills relevant to their host country, such as language
proficiency and knowledge of local labour regulations. Consequently, they may end
up accepting jobs that require lower levels of education than they possess, leading to
overqualification (Guzi & Kahanec, 2015; Guzi, Kahanec & Kureková, 2021; Guzi,
Kahanec & Mýtna Kureková, 2023). This risk is particularly considerable for highly
educated migrants, as many professions demand additional certifications. Employers
often prioritize proficiency in the host country’s language over other qualifications,
making it challenging for migrants to secure jobs that match their education or
experience.

The labour market prospects of refugees are generally disadvantageous. Refugees
tend to have lower employment rates and are more likely to experience occupational
downgrading compared to other migrants. While a ‘work-first’ policy may accelerate
entry into the job market, the jobs available are often precarious with limited hours.
Additionally, refugees who begin working immediately upon arrival may invest less in
language learning and skill acquisition, which may hinder their long-term employment
prospects. This pattern is evident in the recent influx of Ukrainian refugees, who have
been permitted to seek employment promptly but are often employed in low-skilled
positions.

In many countries, the arriving displaced persons are not obligated to participate
in language courses before entering the job market. The insufficient proficiency in the
local language forces refugees to accept non-qualified and low-skilled positions with
lower wages. As of February 2023, only 31% of refugees attended Czech language
courses, while 55% pursued individual language study, and 13% did not engage
in language learning at all. The primary barriers to attending language courses
include job priority (50%), the costs associated with language courses (41%), and
childcare responsibilities (24%) (PAQ Research, 2023). According to several studies,
refugees primarily need assistance with learning the local language. Strong language
proficiency is particularly requested by employers seeking highly qualified workers.
In the Czech Republic, the Czech and English language competencies of refugees in
2022 were generally low, although almost one-third of refugees had some command
of Czech (Klimešová et al., 2022). It is likely that in Slavic countries refugees have
improved their language proficiency quickly over time. In June 2023, nearly half
of the Ukrainian refugees reported that they could communicate in Czech in daily
situations.

The survey of 621 employers who have experience with employing Ukrainian
refugees was organized in the summer of 2022 in the Czech Republic to understand
the major limitations to the employment of refugees (Coufalová, Fumarco & Mikula,
2022). Employers report the knowledge of the Czech language as the major barrier to
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employment, especially for qualified positions. Language proficiency is considered
more important for high-skilled than for low-skilled positions.

Another limitation for highly qualified refugees is the lack of work experience
acquired in the Czech Republic and recognition of their qualifications. The process
of acquiring and recognizing qualifications for foreign workers is known to be
administratively demanding in the Czech Republic. Employers state that employer
testing must be accepted as a sufficient demonstration of qualifications for both
medium- and highly skilled professions.

Employers consider the potential return of refugees to Ukraine a risk factor
when employing them in more qualified positions. These positions require greater
investment in employee training. Such investments are lost when refugees decide to
return home. Moreover, return migration is difficult for employers to foresee, so they
may prefer to avoid hiring refugees for qualified positions. On the other hand, the
health risks and administration burden related to the employment of refugees are
rarely reported by employers as a barrier to refugee employment.

Since most refugee families have children, the active participation of children
in the education system is crucial for their families’ employment prospects, as it
contributes to higher overall refugee employment rates. In the Czech Republic, 57%
of Ukrainian refugee children attended Czech primary and secondary school in 2022.
The reasons of low enrolment include a rejection by schools due to capacity limits as
well as a lack of information about where and how to enrol children (PAQ Research,
2023).

9.8 Conclusion and Suggestions for the Successful Integration of
Refugees

After the outbreak of the war, Ukrainians were granted temporary protection, including
humanitarian assistance, housing, social and health insurance, and unrestricted
access to the labour market and all educational levels. They have received broad
acceptance from the public, regional authorities, and non-governmental organizations.
Nevertheless, despite these provisions, they continue to face challenges in their
daily lives in both the Czech Republic and Germany, primarily due to less effective
integration policies. Frequently, they find employment in low-skilled positions due to
limited language proficiency impeding their overall adaptation. Consequently, many
of them end up in precarious situations.

Language proficiency is an important factor in the integration of refugees into the
labour market. The government will increase the availability of language courses and
support refugees to learn the language. Germany primarily focuses on teaching the
German language and ensuring high-quality integration before involving Ukrainians
in the labour market. In March 2023, 65% of adult Ukrainians attended German
language courses, and an additional 10% had already completed the courses. This is
significantly higher than in the Czech Republic, where only a third of the refugees
attend Czech language courses. In Germany, attending a language course is free up
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to level B2, and it is a requirement to receive financial support if the refugee is not
working or caring for a family member (PAQ Research, 2023).

The demographic structure of refugees is important. Among those of working
age, there is a prevalence of single women with children whose spouses have
stayed in Ukraine. Refugee women encounter various challenges, as they must
secure employment and affordable housing and often arrange for childcare or school
placement. The accessibility of childcare facilities presents a particular difficulty,
often incurring additional costs.

At the outset, most refugees anticipated a short war and expressed intentions to
return to Ukraine promptly once the conflict was over. Especially married Ukrainian
women were anticipated to return home to their families after the war’s conclusion.
However, survey data indicate a shift in intentions. In Austria, one-third of working-
age Ukrainian women expressed the intention to return home in 2022, but by April
2023, the return intentions had decreased to 13% (Mazal, Dörfler-Bolt & Kaindl,
2023). Refugees’ current residence is temporary and depends on the extension of
temporary protection. It therefore diminishes their likelihood of accepting long-term
job offers. Employers, in turn, perceive the uncertainty associated with refugee status
as a major limitation. Clearly defining the rules regarding the long-term status of
Ukrainian refugees with temporary protection would greatly benefit their situation.
Refugees need a clear perspective on the possibility of obtaining permanent residency
in host countries. This would (a) enable them to maintain their current status in the
job market, (b) incentivize refugees to invest in integration efforts, such as language
learning, and (c) reduce the risk of return to Ukraine, which may discourage employers
from hiring refugees for skilled positions that typically require expensive training.

Entry conditions for some occupations are excessively stringent. Governments
could simplify the qualification recognition system, facilitating refugees’ access to the
necessary qualifications for positions in high demand. Poland, for instance, has relaxed
entry qualification requirements for Ukrainians seeking employment in education,
healthcare, veterinary services, and social work. Consequently, Ukrainians with the
requisite qualifications have successfully secured employment in these sectors.

The ‘inactivity trap’ can potentially emerge in the welfare systems of the Czech
Republic and Austria. In this scenario, refugees integrated into the subsistence
scheme may face a complete reduction (100%) of their benefit allowance when they
earn income, resulting in the loss of their benefits. Such a system can potentially
discourage refugees from seeking legal employment, possibly leading to a rise in
informal payments.

The large inflow of Ukrainian refugees in Central and Eastern European economies
offers an opportunity for researchers to study the role of structural characteristics and
institutional regulations on pathways to inclusion. Further research should uncover
the mechanisms that facilitate or hinder the successful integration of refugees, paving
the way for more informed and effective policy interventions in the future.
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Chapter 10
Economic Reconstruction of Ukraine

Michael Landesmann, Olga Pindyuk, Maryna Tverdostup, and Artem Kochnev

Abstract The chapter analyses characteristics of Ukraine’s economic reconstruction
following the intensive phase of the war . We first cover the demographic situation,
which is indeed very problematic given a long-run population decline and the
significant shock of war-induced migration and displacement of persons. Then, we
analyse patterns of the comparative (specialisation) advantages of Ukraine’s economy,
identifying the potentials Ukraine will have in order to attract FDI and integrate
into cross-border production linkages. Next, we cover the varying situation across
Ukraine’s regions, their highly uneven potential for recovery, and evaluate their future
possibilities for production and trade specialisation. We discuss Ukraine’s position in
the context of its accession to the EU: this covers how Ukraine compares in terms of
a multitude of indicators with other Central and Eastern European countries before
they acceded to the EU, as well as with candidate countries in Southeast Europe.
Finally, we discuss how Ukraine’s accession will impact existing member countries –
with an emphasis on countries in Central and Eastern Europe – in macroeconomic
and structural terms, and also with respect to implications regarding Ukraine’s
participation in EU budgetary programs.
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10.1 Introduction

At the time when this manuscript is closed (March 2024), the war is still raging, and
it is very unclear when its intensive phase will be over. Any analysis of the possible
developmental perspectives of Ukraine’s economy will depend on assumptions made
regarding the scenario in which a ‘reconstruction’ is likely to take place. From today’s
standpoint it seems the most likely situation is one in which full-scale war will
continue throughout 2024, possibly even longer. What scenario will emerge after that
when a cease-fire might take place remains unclear. Short of an overthrow of the Putin
regime, it seems that a cease-fire will not put an end to the conflict as such, as neither
side can afford to withdraw from mutually incompatible demands: the Ukrainian
side will formally keep the demand of a full withdrawal of Russian troops from
the territory they have occupied since 2014, i.e., including Crimea and the Donbas
region; anything else would be politically unfeasible. On the Russian side, anything
less than keeping further territory in the Donbas region beyond what was already
occupied after the invasion of 2014 would be seen as defeat, i.e., not having achieved
any of the aims of the ‘special military operation’; this would endanger the stability
of the regime. This does not mean that an armistice would not take place, along the
separation lines which the trench warfare will have carved out between the warring
parties by the time battle-exhaustion (on both sides) has set in. But any stop to the
intense phase of the conflict is unlikely to lead to a proper peace agreement. Hence a
‘frozen conflict’ scenario which time and again might ‘unfreeze’ with local eruptions
of military clashes, seems the most likely outcome. We take this as our base scenario
and in Section 10.2, we also specify a number of more specific scenarios, depending
on the timing of a possible cease-fire and the intensity of the conflict before that.
Around this base scenario, we sketch out possible demographic trajectories which
are highly sensitive to the extent of return migration.

What are the outlines of an ‘economic reconstruction’ of Ukraine in the context of
such a base scenario, and what aspects are we going to cover in this chapter?

In Section 10.2, we cover Ukraine’s demographic trajectory, which had been
problematic already before the current intense phase of the war but has further
deteriorated due to the war. We see demographic developments as a vital issue and
constraint for economic recovery and the future successful economic development
of Ukraine. As economic reconstruction will go along with deepening trade and
production linkages with the countries of the EU, Section 10.3 will cover trade
specialisation prospects, as well as the issue of attractiveness for foreign investors.
Section 10.4 analyses the rather momentous challenge of the within-country regional
reallocation of economic activity in Ukraine, as the continued conflict with Russia
as well as the prospect of close integration with the EU opens up differentiated
challenges and prospects for Ukraine’s different regions. Section 10.5 will return to
issues related to EU accession and how current members of the EU — and Central,
Eastern and South-Eastern European (CESEE) members in particular — might be
affected by Ukraine’s prospects of economic reconstruction and development. Section
10.6 presents concluding remarks.
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10.2 Demographic Challenges in the Wake of the Refugee Shock

10.2.1 Pre-war Demographic Trends

Ukraine faced very grim demographic prospects long before the full-scale Russian
invasion due to a combination of factors, such as low fertility, high mortality,
and steadily high outmigration. Over the past three decades, Ukraine’s population
has decreased by almost 20%, from around 52 million in 1990 to 42 million in
2021(Eurostat, 2023). Since the early 1990s, the population growth rate has turned
negative (see panel (ii) of Figure 10.1). The population decline following the collapse
of the Soviet Union was expected, as the fall of the ‘Iron Curtain’ and the transition
to an open economy facilitated cross-border mobility and emigration, including
permanent relocation. In addition, extreme economic fluctuations and the emergence
of immigration opportunities faced by post-Soviet countries in the first years of
independence further fuelled emigration, with the majority of emigrants being those
with foreign roots (e.g., of German or Polish ancestry (Kaucher, Deckert, Becher &
Winkler, 2017)) and regular labour migrants (Mansoor & Quillin, 2006). A steep
decline was followed by a meagre improvement in the early 2010s mainly due to a
slowdown in emigration and increasing fertility1 (see panel (iii) of Figure 10.1). The
population growth rate was falling again steeply from 2015 onwards, reaching an
annual 1% decline by 2021.

The fluctuation in fertility rates over the last few decades has signalled an inevitable
population decline. In 1990, the average number of children per woman was 1.8,
which dropped to almost 1.1 in 2011, followed by a recovery to approximately 1.5
in 2012,2 and a major subsequent drop to 1.2 in 2021. In comparison, the EU-27
average stood at 1.5 in 2021 (Eurostat, 2023). Therefore, even before the war, birth
projections were pessimistic, and no population growth was realistically foreseen.

While low fertility is the primary factor of population decline and aging in the
EU member states, in Ukraine, low life expectancy and resulting high mortality have
been additional drivers of the declining population. Despite substantial advances in
the healthcare sector, improved income levels, and technological advancements, life
expectancy has only marginally improved from 75 to 77 for women, and from 65 to
67 for men between 1990 and 2021 (panel (iv) of Figure 10.1). A low life expectancy,
particularly for men, largely stems from common health issues, as well as poor access
to and quality of medical care.3

1 During the early 2010s, Ukraine implemented a series of maternity leave and family benefits
reforms aimed at increasing birth rates. However, the effect of these reforms proved to be limited,
and the increase in fertility was short-lived.
2 The temporarily spike in fertility in 2012 and several years afterwards stem from childbirth support
reform, which increased financial support for families, with the largest increase for those families
having two and more children.
3 Including cardiovascular diseases and health failures caused from tobacco and alcohol use; see
Lisenkova (2015).
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Fig. 10.1: Ukraine key demographic indicators, 1990-2021
Note: panels (i) and (ii): mid-year population (as of 1 July). Population growth rate
is computed as the difference between the population in the current year and in the
previous year, divided by the population in the previous year, and multiplied by 100.
Source:United Nations (2023); own calculations.

In addition to low fertility and high mortality, the negative net migration flow was
another persistent factor contributing to population decline in Ukraine. In the early
1990s, millions of Ukrainians left the country due to economic hardship in the first
years of independence and migration opportunities that emerged after the collapse
of the Soviet Union. People migrated both to other post-Soviet states and beyond.
However, massive outward mobility, especially of younger labour migrants, continued
until the early 2000s (Lapshyna, 2022). Notably, mass emigration was not an issue
from the early 2000s until the Russian invasion in 2014. Moreover, net migration was
positive for several years preceding the Russian occupation of Crimea and parts of
the Donetsk and Luhansk regions. However, since 2014, net migration has either
been negative or fluctuated around zero, putting further pressure on demographic
prospects.

Over the past three decades, the Ukrainian population has been aging rapidly. The
under 35 population declined significantly between 1990 and 2021 for both men and
women (Figure 10.2). The share of over-65s in the total population increased from
12% in 1990 to almost 18% in 2021, whereas the share of the population aged under
14 dropped from 21% in 1990 to 15% in 2021. The rising median age of the Ukrainian
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Fig. 10.2: Ukrainian population by age and gender, 1990 (left panel) and 2021 (right
panel)
Note: Mid-year population (as of 1 July).
Source:United Nations (2023).

population from 34 years in 1990 to almost 41 years in 2021 also reflects rapid aging
(Lapshyna, 2022).These trends are the outcome of decades-long stagnation in fertility
rates and steadily high outward migration, which is especially considerable among
the youth. These trends have inevitably led to a massively shrinking the working-age
population, which is even more pronounced than the overall population decline.

The decades-long drop in Ukraine’s population has had a lasting negative impact on
the country’s economic development. The steadily shrinking working-age population
strained the labour market long before the war and the outflow of workers, especially
highly skilled youth, hampered human capital development, and limited economic
growth in many promising sectors, including high-tech industries. However, not only
skill-intensive sectors faced a restrained growth potential due to the demographic
decline. Labour-intensive sectors, including manufacturing, construction, and agricul-
ture, could not achieve their full potential due to, among other reasons, the increasing
shortage of a qualified workforce, especially in remote, rural regions.

The war has had a significant impact on Ukraine’s already challenged demographic
situation. A massive outflow of war refugees, primarily consisting of working-age
women and children, has irreversibly undermined Ukraine’s demography.
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10.2.2 (Potential) Demographic Future of Ukraine

To develop a feasible reconstruction plan, despite significant uncertainty, it is crucial
to have a rough idea of Ukraine’s potential demographic future. This involves
understanding the number of individuals that Ukraine may have lost permanently
(or for an extended period) due to the invasion, as well as their demographic
characteristics, such as age and gender, under various scenarios. To this end, we
explore possible future demographic developments over the next two decades by
running a demographic microsimulation. This simulation will replicate the evolution
of the Ukrainian population under several assumptions on the duration and escalation
of the war. We apply a microsimulation technique and run a series of Monte Carlo (MC)
stochastic simulations, which is widely used for modelling demographic developments
and is a vital tool for analysing structured population models4(Van Imhoff & Post,
1998; Mielczarek & Zabawa, 2021). The stochastic population sub-model utilized
in our simulation exercise incorporates demographic uncertainty, as the primary
parameters, such as fertility, mortality, and migration, can be considered as stochastic
processes. To project the demographic future of Ukraine, we employ an elaborate
population model that accounts for age- and gender-specific mortality rates, age-
specific fertility rates, age- and gender-specific propensity to migrate (as a refugee
fleeing the war), and time-varying return propensity. The model also incorporates
population aging.5

We simulate the demographic projections across four macro-scenarios, varying
the duration of the war (whether the war ends in 2024 or 2025) and further military
escalation while the war lasts (further escalation of the military conflict occurs or
not). Our findings indicate that Ukraine will suffer a long-term population loss as a
result of the war under any feasible scenario. However, the range of outcomes in our
different scenarios is very wide, meaning that the future path and duration of the war
will be extremely important in determining the magnitude of the demographic shock
and its impact on the reconstruction process.

Table 10.1 provides an overview of simulated population size across four scenarios,
focusing on the maximum population size achieved in the post-war years and the total
population at the end of the simulation horizon, in 2040. In the best-case scenario,
assuming that the war ends in 2024 without further military escalation, Ukraine’s
population would start to increase again in 2025 and reach its post-war maximum of
36.1 million by 2032. However, the population will never return to pre-war levels
(i.e., the level of 2021) and will be around 35.2 million by 2040, which is 17% lower
than before the war. In the worst-case scenario, assuming that the war escalates and
continues until 2025, the total population size will fall below 32 million by the end of

4 Microsimulation has a number of major advantages when projecting future demographic develop-
ments, as it allows (i) to capture a very broad range of factors, including age- and gender-specific
mortality and migration patterns related to military service, moving abroad and subsequent return;
(ii) to easily vary the sets of interrelated assumptions; (iii) to incorporate randomness in the crucial
demographic indicators, such as fertility, mortality, outflow and return of refugees.
5 Details on the simulation model, and procedure can be obtained from the authors, see also
Tverdostup (2023).
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Table 10.1: Simulated population size across four scenarios – maximum total and
working-age population size achieved in 2022-2040 and population size in 2040
Source: Own calculations with our simulation model. Model description available
from the authors

Maximum population size achieved Population in 2040

Scenario Population Growth rate Population Growth rate

Year thsd. vs 2021, % thsd. vs 2021,%

I. Total population

(i) 2024 and no escalation 2032 36,089.51 -14.5 35,184.17 -16.5

(ii) 2025 and no escalation 2033 35,386.39 -16.0 34,777.76 -17.8

(iii) 2024 and escalation 2033 34,531.09 -18.1 33,976.88 -19.4

(iv) 2025 and escalation 2035 33,849.58 -19.7 33,562.77 -20.4

II. Working-age population

(18-59 years)

(i) 2024 and no escalation 2032 20,370.65 -16.1 19,065.42 -21.5

(ii) 2025 and no escalation 2033 19,969.81 -17.8 18,888.97 -22.2

(iii) 2024 and escalation 2033 19,654.67 -19.1 18,580.39 -23.5

(iv) 2025 and escalation 2034 19,316.06 -20.4 18,494.05 -23.8

the war. The post-war population maximum of 33.8 million will be achieved in 2035,
yet the population will start declining again and range at 33.6 million by 2040, which
is 20% below the pre-war level and 1.5 million below the best-case scenario (panel
(i) of Figure 10.3).

Under all scenarios, the working-age population is projected to shrink even more
than the total population, which is largely driven by the age-gender profile of refugees.
While the working-age population dynamic improves drastically in the post-war years,
it starts falling steadily by the end of the simulation horizon, with the speed of the
decline exceeding that of the total population. In 2040, the working-age population is
projected to range between 19.1 million in the best-case scenario and 18.5 million in
the worst case, which is 21.5% to 23.8% below the pre-war level, respectively. Hence,
the working-age population will be disproportionately affected by the war, which
will have significant implications for the labour market, social security, and post-war
economic recovery of Ukraine.

The outflow of refugees throughout the war and their subsequent return appears to
be the most decisive factor behind future demographic developments. In the best-case
scenario, the cumulative number of people fleeing the war could reach 8.8 million by
the end of 2024, while in the worst-case scenario, it could be as high as 11 million by
the end of 2025. Hence, military escalation in the foreseeable future may deprive
Ukraine of another 2 million individuals. However, a longer war and further escalation
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Fig. 10.3: Simulated population projections under four macro scenarios, 2022-2040,
thousands
Note: The panels depict population dynamics as an average of 10,000 MC simula-
tion rounds. The trajectories depict yearly (non-cumulative) simulated projections.
Working-age population includes individuals ages 18 to 59 in a current year.

would also mean fewer people coming back when the war is over. Under different
scenarios, the number of people returning in the first ten years of the end of the war
ranges between 5.1 and 5.9 million, whereas between 3.7 million (best-case scenario)
and 5.1 million (worst-case scenario) refugees may never return to Ukraine.

Under all scenarios, the absolute majority of refugees are female, which leads to
a significant narrowing of the gap between the male and female population (Figure
10.4). The female population will reach its minimum in the last year of the war,
and will be the lowest under the scenarios assuming the war to be over in 2025.
Furthermore, under the ‘escalation’ assumption, the female population drops below
the male population, something that is unprecedented in the recent history of Ukraine.
In the post-war years, the female population will increase steadily driven by return
migration, while the male population will see no major improvement and keep
declining, as some men will likely leave Ukraine to join their families abroad once
the martial law is lifted.

Although our simulation does not account for the immense geographical disparities
in the scale of demographic decline, with the Eastern and South-Eastern regions being
most severely depopulated, it is important to acknowledge the highly differentiated
demographic prospects that Ukraine faces. The territories currently occupied and the
regions neighbouring the frontline will take years for their infrastructure and housing
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Fig. 10.4: Simulated population by gender under four macro scenarios, 2022-2040,
thousands
Note: The panels depict population dynamics by age as an average of 10000 MC sim-
ulation rounds. The trajectories depict yearly (non-cumulative) simulated projections
of total male and female population.

to be rebuilt, hampering the return of refugees and internally displaced persons. Thus,
the population, especially working-age population, and fertility will likely decline in
the regions most affected by the war even more severely than our simulation results
suggest. In contrast, the central and western regions, as well as the city of Kyiv, are
likely to face the most positive demographic prospects, as the majority of internally
displaced persons have settled there, and many may decide to stay permanently (IOM,
2023b).

Our simulation results highlight that a lack of workers is going to be one of the
central challenges of Ukraine’s reconstruction. Immense population decline, uncertain
return intentions of refugees, and relatively low involvement of the diaspora hamper
the availability, capacity, and quality of human resources essential for Ukraine’s
reconstruction. To overcome this challenge, Ukraine will need to adopt measures that
facilitate the return, relocation, and inclusion of displaced people, the reconstruction
and improvement of infrastructure and services, the revival and expansion of the
economy, and the provision of mental and physical health care for the impacted
population. Policy action in the demographic domain is not only about attracting as
many working-age people as possible back to Ukraine after the war, but also about
attracting those with the right skills to the areas where they are needed more, to
reduce regional disparities in the population dynamic.
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10.3 Trade and FDI

10.3.1 Introduction

Ukraine had established itself as a competitive global supplier of agricultural products
and IT (information technologies) services before the full-scale invasion by Russia
in 2022. The country had generally liberalized its trade regime, with free trade
agreements covering over half of its trade in 2021. The full-scale invasion caused
significant human loss and physical capital destruction, resulting in severe economic
disruptions. The relocation of production facilities and changes in the transportation
routes that followed forced a substantial re-orientation of trade flows and changes in
the country’s foreign trade structure.

In the following, we take an up-beat view of the potential areas of Ukraine’s future
competitiveness, where we assume that the reconstruction of the economy after the end
of the war, which is expected to be based on the principle of ‘build back better’ and a
green transition will allow it to ‘leapfrog’ and develop more technologically advanced
sectors with higher value added. Moreover, the reconstruction will occur in the
framework of broad-based legal alignment with the EU and advancing fundamental
political reforms (particularly anti-corruption and legal and judicial reform) that will
further reduce barriers to trade and barriers to the entry of foreign investors, an area
of important reform to which the AA/DCFTA (Association Agreement/Deep and
Comprehensive Free Trade Area) already contributed.

For reconstruction to be successful and for EU integration benefits to be maximised,
Ukraine needs to have an internationally competitive economy that can withstand
the competition in the EU market (Copenhagen criteria) and globally. Apart from an
abundance of (skilled) labour and capital and modern infrastructure, a central part
of modern global competitiveness is successful integration into global value chains
(GVCs) that allow technological transfer and functional upgrading. We analyse in
what sectors Ukraine already has a competitive advantage, and in what sectors it is
expected to strengthen its competitive edge by estimating the degree of participation
in GVCs and its potential in terms of technology up-grading.

Especially six industries can be identified where a combination of industrial policy,
an FDI attraction strategy and institutional and education reforms should allow to
maximise the post-war recovery potential: agro-food, IT, as well as renewable energy,
critical minerals and the manufacture of machines and equipment. Furthermore,
manufacture of metals has been deeply affected by destruction during the war but
might become important again in the longer run after considerable modernisation
efforts. These sectors are expected to play a crucial role in Ukraine’s recovery and
reconstruction and help integrate Ukraine into the EU economy. However, Ukraine’s
growing competitiveness in agriculture might be an issue for Ukraine’s EU accession
due to the most likely resistance of the strong EU agricultural lobby, as the 2023
agricultural imports crisis revealed.
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10.3.2 Structural Shifts in External Trade Between 2014 and 2021

Ukraine has undergone a significant structural shift in its sector and geographic trade
structure since Russia’s annexation of Crimea and the onset of the military conflict in
the Donbas in 2014.6 Ukraine’s trade structure changed because of the occupation,
the loss of industrial capacity in the east, and deepened relations with the EU as
the AA/DCFTA was signed and partially applied starting in 2014.7 The agreement
envisaged the nullification of import duties for all industrial and most agricultural
products within up to ten years, though the EU abolished most duties already in
April 2014. Nonetheless, TRQs (tariff rate quotas) within zero import duties were
imposed by both the EU and Ukraine for politically sensitive goods. Moreover, the
AA/DCFTA envisaged a gradual reduction of non-tariff measures.

Figure 10.5 shows that the share of CIS (Commonwealth of Independent States,
predominantly Russia) decreased over 2014-2021 in Ukraine’s exports and imports
of goods and services. In goods trade, CIS was replaced by the EU, Asia (primarily
China) and Turkey,8 which became the main destinations of Ukraine’s merchandise
exports and the primary sources of its imports (accounting for 73% of goods exports
and 64% of goods imports in 2021). The most striking development in services trade
was an increase in the EU and the US shares in Ukraine’s exports.

Fig. 10.5: Geographic orientation of Ukraine’s international trade, 2013 and 2021
Source:National Bank of Ukraine (2023b); own calculations.

(a) Geographic structure of Ukraine’s goods trade,
%

(b) Geographic structure of Ukraine’s services
trade, %

Analysis of the changes in the goods trade structure reveals a striking increase in
the share of agriculture and food products in Ukraine’s exports - from 29% in 2013

6 See also Chapter 7 for details on external trade.
7 The DCFTA has been provisionally applied since January 1, 2016. However, the EU opened its
market unilaterally for Ukraine already in April 2014 with autonomous trade measures replicating
the first year of the DCFTA tariff schedule.
8 In Ukraine’s foreign trade statistics, Turkey is classified as a country in Asia.
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to 44% in 2021 (Figure 10.6). This is related to two main factors. On the one hand,
industrial exports were reduced because Ukraine lost a big chunk of its industrial base
in the Donbas region and sharply lowered its exports to Russia, mainly machinery
and transport equipment shipments. On the other, growing crop yields and market
openings contributed to expanding agricultural production and exports.9

Fig. 10.6: Product structure of Ukraine’s foreign trade, 2013 and 2021.
Source:National Bank of Ukraine (2023b); own calculations.

(a) The structure of Ukraine’s goods trade, % (b) The structure of Ukraine’s services trade, %

Although the aggregated commodity structure of Ukraine’s trade with the EU did
not change much between 2013 and 2021, the qualitative characteristics of Ukraine’s
exports to the EU changed. Ukraine’s exports to the EU moved away from raw
materials and semi-processed/semi-finished products to processed/finished products,
with the share of the latter increasing from 32% in 2013 to 42% in 2021 (Figure
10.7). Most of Ukraine’s exports aim at EU industrial consumption, with the share of
intermediate exports at 81% in 2021, four percentage points down from 2013.

9 According to Ukrstat (2022), the average yield of cereal and leguminous crops was 5.4 tons
per hectare (ha) of the harvested area in 2021, doubling compared to 1991. Ukraine has come
close to Poland in wheat yields and surpassed it for corn (maise). The growing yields should be
primarily attributed to changes in Ukraine’s sector structure, with the development of agricultural
holdings controlling large land banks and benefiting from extensive economies of scale. The holdings
accumulated sufficient resources to invest in new technologies and equipment, boosting production
capacity.
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Fig. 10.7: Composition of goods exported, 2013 and 2021
Source:World Bank (2023a); own calculations.
Note: * Based on MTN nomenclature. ** Based on BEC Rev 5, aggregated as follows:
capital goods include capital/consumer and capital/intermediate goods; consumer
goods include consumer/capital and consumer/intermediate goods; intermediate
goods include intermediate/capital and intermediate/consumer goods.

(a) Goods exports to the EU and ROW by the
level of processing*, %

(b) Goods exports to the EU and ROW by the
end-use**, %

Furthermore, the share of new products and products with a higher degree of
processing in exports to the EU was increasing (Giucci, Movchan & Kirchner, 2019).
Ukraine’s exports to the EU were almost as diversified as its total exports in terms
of product variety, with Ukraine shipping to the EU about 75% of its entire export
nomenclature or ca. 2900 tariff lines at HS (Harmonized System) 6-digits. For
comparison, Ukraine’s exports to China at their peak included only ca. 300 tariff
lines. These percentage points were distributed between consumer exports, whose
share grew to 16% (+3 p.p.), and capital goods exports (3%, +1 p.p.).

The service trade structure had also been evolving since 2014 (Figure 10.8). In
exports, the most pronounced change was the boom in computer (IT) services exports
that moved the ICT (information and communication technologies) sector to first
place in total services exports, accounting for 39% of the total in 2021. The ICT
sector boom is explained by several factors, including solid education in math and IT,
favourable taxation for private entrepreneurs, and strong personal links with the US
diaspora, including in Silicon Valley.
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Fig. 10.8: Ukraine’s structure of service trade, 2013 and 2021
Source:National Bank of Ukraine (2023a))

(a) Ukraine’s services export structure, % (b) Ukraine’s services import structure, %

10.3.3 War-induced Shifts in Ukraine’s Trade Structure

The impact of the full-scale aggression amplified the trends introduced above regarding
the product structure of merchandise exports (Figure 10.9). On the one hand, owing
to the global efforts to bring Ukraine’s grain to the world market, the export share of
the agro-food sector rose to 57% in 2022, thirteen percentage points higher than a
year before, and further expanded to 63% in 2023. At the same time, the share of
metals in exports dropped to 11% of the total in 2023 compared to 25% in 2021, as
the sector lost its factories in occupied territories, primarily in Mariupol, and faced
significant logistical problems
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Fig. 10.9: Structure of goods exports and imports, 2021, 2022 and 2023
Source:National Bank of Ukraine (2023a))
Note: *based on January – November 2023

(a) The structure of Ukraine’s goods exports, % (b) The structure of Ukraine’s goods imports, %

As a result of the negative stimulus of war-induced logistic bottlenecks and the
positive stimulus of the EU unilateral liberalisation, the EU share increased to 61%
of the total in Ukraine’s goods exports and 44% in imports in 2022 (Figure 10.10). It
expanded to 63% and 47% in 2023, respectively . China’s share dropped to about 5%
in 2022 due to the lack of transportation options, although somewhat revived in 2023,
while trade with Russia has been completely banned

Fig. 10.10: Geographic orientation of goods and services exports, 2021, 2022 and
2023.
Source:National Bank of Ukraine (2023a)
Note: *based on January – November 2023

(a) Geographic structure of Ukraine’s goods trade,
%

(b) Geographic structure of Ukraine’s services
trade, %
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10.3.4 Potential Areas of International Competitiveness

The in-depth integration into global value chains has been considered a central part
of Ukraine’s successful reconstruction and preparedness to join the EU. That will
enable stabilising Ukraine’s trade flows and fostering technological transfers and can
also help mitigate attitudes towards protectionism within the EU regarding Ukraine’s
accession.

Compared to its regional peers, Ukraine remains relatively little integrated into
global value chains (Figure 10.11). Only Azerbaĳan, Georgia, Russia, and Armenia
had lower values of the global value chain integration indicator in 2019. At the same
time, Slovakia and Hungary outperformed Ukraine in this respect by more than 20
percentage points. That suggests an important potential for higher integration of
Ukraine into global production chains in the post-war period, especially given the
recent friend-shoring and near-shoring trends, as well as Ukraine’s largely untapped
potential in green energy and critical mineral resources.

Fig. 10.11: Global value chain integration in 2019
Note: Global value chain integration indicator (GVA) in 2019.
Source:UNCTAD (2023c)

On the plus side, Ukraine has a strong comparative advantage in ICT-related
sectors, which can be further developed in the post-war period. The country has
achieved remarkable progress in exporting digitally delivered services, the share
of which in exports was the highest in the CESEE region in 2021, lagging slightly
behind the EU average level (Figure 10.12). In the eight years between 2013 and
2021, the share of digitally delivered services in services exports more than doubled
from 25% to 56%.
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Fig. 10.12: Digitally delivered services in total services exports, 2013 and 2021
Note: Digitally delivered services as a share of total services exports, %
Source:UNCTAD (2023b)

Ukraine is technologically quite developed for a non-EU member state – according
to the frontier technology readiness index10 developed by UNCTAD, it occupies a
better position in this respect than many of its peers in the Western Balkans and CIS
(Figure 10.13). However, the digitalisation of the economy is not uniform, and there
are many areas where there is a need for technological modernisation - here, the
country still lags far behind many of the countries in Central Europe. Although the
country still has a relatively strong position among its peers in the CESEE concerning
skills and R&D (research and development) - 11th and 7th best out of 26, respectively
- it has been losing its competitiveness in these areas over the last 11 years.

Ukraine’s areas of relative strength and potential highlighted above hint at where
policy in the post-war years should focus on maximising the recovery potential.
Overall, the economy invaded in 2022 was very different from the one invaded in
2014 – more reliant on agriculture and services, less on the extractive industry and
metallurgy, and somewhat modernised. The widespread deregulation, the switch to
digital public services, opened public registers and fiscal data, reforms in public
procurement, the switch to up-to-date international standards and clean-up of the
banking system, major reforms in gas and electricity markets based on the EU Third
Energy Package, agricultural land reform, administrative reform and comprehensive
decentralisation, the establishment of the new anti-corruption institutional framework,
and ongoing alignment with the EU product safety requirements are the abridged list

10 The frontier technology readiness index can take values between 0 and 1, with values closer to 1
indicating that a country is ready for the use and adoption of frontier technologies. The index consists
of five building blocks that measure the capacity to use, adopt and adapt frontier technologies.
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Fig. 10.13: Frontier technology readiness index, 2019
Note: Frontier technology readiness index in Ukraine and its peers in the region,
2019.
Source:UNCTAD (2023a)

of changes that Ukraine has undergone since 2014. Based on this, industrial policy,
an FDI attraction strategy and institutional and education reforms should focus on
maximising the post-war recovery potential. Particular, identified sectors are expected
to play a critical role in Ukraine’s recovery and reconstruction and help integrate
Ukraine into the EU economy.

10.4 Regional Restructuring as an Essential Element of Postwar
Reconstruction

10.4.1 Introduction

Ukraine’s regions will have dramatically different needs under post-war reconstruc-
tion.11 These will depend on their strengths and weaknesses (both domestically and
as regards their integration into the wider European and global context) as well as
on how they have been impacted by the war. Since the occupation of parts of the
Donbas in 2014, regions have been affected in very different ways that have changed
the state of their infrastructure, impacted the dynamic of their economic activity, and

11 Section 10.4 relies heavily on the report by Kochnev, Landesmann, Maucorps and Moshammer
(2023).
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produced dramatic shifts in their population profile. The ongoing war and subsequent
reconstruction process are shrouded in uncertainty, notably about outcomes. This
creates tremendous challenges regarding funding ability and institutional capacities.
The danger of wide disparities in regional development patterns getting entrenched
in the post-war pattern of economic development is great.

To increase the chances of cohesive post-war economic development, policymakers
need to prioritize support based on regional economic strengths and potential. Ukrain-
ian regions share some common features in output structure but differ remarkably
overall. Hence, a one-size-fits-all policy is unlikely to foster cohesive long-term
growth. The goal in the following is to pinpoint the most promising structure for
economic activities in Ukraine’s regions, with a focus on the tradable sector, to support
the potential of post-war growth of its regions. We first document medium-term
patterns of regional and industrial differentiation among those regions by examining
the composition of GVA (gross value added) and individual regions’ export profiles
(Section 10.2). We then analyse the geographical and industrial exposure of the
Ukrainian economy to armed hostilities and how this uneven impact may have altered
pre-war growth trends (Section 10.3). On the basis of this analysis, we suggest adopt-
ing an active regional and industrial policy that is tailored to the different conditions
in which post-war Ukrainian regions will find themselves regarding infrastructure,
housing and demography, as well as their geographic position with respect to potential
further conflict and distance to EU neighbours. Reconstruction will have to orientate
itself towards the potential for industrial specialisation and integration with the
European economy at large, thereby taking into account, on the one hand, past trends
but also, on the other hand, forward-looking potential for a changing composition of
industrial activity.

With war damage disproportionately affecting some Ukrainian regions, industrial
policies must inevitably take on board spatial differentiation in refining their support
for structural change. Hence, identifying regional specialisation patterns is the
cornerstone of our analysis.

10.4.2 Strong Regional Heterogeneities

Regional growth rates post-2014 (but pre-2020) show strong geographical divergence
(Figure 10.14).12 Regions of the West (with exception of Volyn and Zakarpattia), the
South-West, and Kyiv constitute the ‘emerging core’ with above-average growth. In
contrast, regions in East and the South-East have stagnated.

Many regions lack the capacity to manufacture advanced products in many
industries. Albeit there are exceptions, many exports are concentrated either at the
raw material, less processed or lower value-added end of the product spectrum or in
legacy industries such as metals and minerals. This implies that there is a lot of scope

12 If at the time of writing data were available only until 2020, we trim the sample to the 2016-2019
period to avoid the impact of the Covid pandemic. However, when following export activity, we aim
to capture developments up to 2021, stopping just short of the year in which the current war started.
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Fig. 10.14: GRP (gross regional product) average growth rates 2016–2021, constant
prices
Source:Ukrstat (2023), own calculations

for upgrading and foreign direct investment while integration into pan-European
production networks will be key to such up-grading. Furthermore, there is a tendency
towards ‘tertiarization’ which pervades the Ukraine economy as a whole.13

Cases of IT and telecom industries, which have been growing rapidly from 2014
to 2021 in Kyiv and other big cities such as Lviv and Kharkiv, show that Ukraine
does have the capacity for quick product development in certain niches. But a single
industry is unlikely to be the basis for growth in all regions due to differences in
endowments. As an important step to evaluate potentials for regional specialisation
we shall start with an analysis of historical data to identify industry portfolios for
each individual Ukrainian region.

13 Tertiarization involves the service (‘tertiary’) sector coming to comprise the biggest element of
the economy.
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10.4.3 Patterns of Regional Production Specialisation

We attempt to identify the growth potential of Ukrainian regions through the lens
of patterns of the most recent pre-war trends in domestic output and exports. We
use the concept of revealed specialisation as a starting point, according to which
competitive industries in a particular region manifest themselves through a greater
share of production or export volumes compared to other regions.

Timewise, we restrict our analysis to the 2016 – 2019 (and/or 2021) period. Albeit
comparatively short, we find this sample useful as it approximates most closely to
three main features of the post-war environment: fragile macroeconomic stability,
regional reorientation of economic activity (linked to the deterioration of productive
capacities in some regions), persistent security risk/threat of hostilities with Russia.

In the following we focus on three dimensions when analysing the patterns of
geographical and industrial structures:

• The share of regional production in each industry within nationwide production of
that industry. This metric reveals the region’s importance in nationwide production
of that industry. Plus, we look at how this share evolved during the pre-war period.

• Industry’s absolute growth rate. An industry located in a particular region might
be important from a national point-of-view, but nonetheless growth may be low –
or vice versa.

• Share of a given industry in the regional economy. From a regional economy
perspective, it matters little if a region accounts for a relatively large share of the
national industry and even enjoyed rapid growth when, in the end, it represents
only a small slice of that regional economy. Larger industries are more likely to
serve as an engine of regional economic growth.

For the sake of simplicity, we bundle Ukrainian regions into groups called ‘macro-
regions’ following the definitions used by the International Organisation for Migration
based on Ukrainian Law (Figure 10.15).14 This classification would correspond to
EU NUTS1 level, which reflects ‘major socio-economic regions’.15

These groupings combine multiple NUTS2 regions (oblasts) based on their
similarity in socio-economic characteristics. This classification would correspond
to EU NUTS1 level, which reflects ‘major socio-economic regions’. This reduces
complexity albeit at the cost of masking variation at sub-regional level. Where this
occurs, we discuss these individual sub-regions separately or provide a more detailed
exposition on the graphs.

Figure 10.16 presents an overview of the main patterns of industrial specialisation
across Ukrainian macro-regions, encompassing tradable and non-tradable industries.

14 The Law of Ukraine "On the Principles of State Regional Policy" (Article 1, item 2) defines
a ‘macro-region’ as a geographical unit comprised of multiple oblasts (regions), (Legislation of
Ukraine, 2024). We are not aware of any formal subdivision, therefore we follow the classification
used by the International Organisation of Migration in their regular reports (IOM, 2023a).
15 Nomenclature of Territorial Units for Statistics is a geocode standard for referencing the
administrative divisions of countries for statistical purposes.
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Fig. 10.15: Classification of Ukrainian Macro-regions
Source: Ukrstat (2022): own illustration

The East macro-region historically specialized in mining and manufacturing,
especially metals. Over a decade of war has changed this. If there is some pacification
of this macro-region, then more services activities are expected to emerge in the
reconstruction phase and beyond. The East region accounted in 2016 for 60 percent
of the mining industry and 40 percent of manufacturing output (in value added terms)
of Ukraine while overall only accounting for about 28 percent of Ukraine’s GVA
(gross value added). Looking at the more detailed profile within manufacturing (Table
10.2) we see the pre-war dominance of iron and steel, metal products and mechanical
engineering, but also – to some extent – pharmaceuticals and various food processing
industries. Due to exposure to war damage occurring, this has and will seriously affect
the potential for the future, though. The war has dramatically changed the position
of this region with regard to the industries in which it has historically specialised.
Even before the current intensive phase of the war, infrastructure (water supply,
waste management, electricity and gas distribution/supply) as well declined strongly
over the 2016-19 period. As a mirror-development, the share of service industries
increased significantly.

The South macro-region shows a specialisation profile blessed by its location on
the Black Sea and its temperate weather conducive to agricultural production. This
region accounted for just below 10 percent of Ukraine’s GVA pre-war. Two sectors
stick out as occupying strong positions within Ukraine’s overall economy: agriculture
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Fig. 10.16: Shares of regional industries in the national economy (GVA) and growth
rates 2016-19
Source: Ukrstat (2020), own illustration
Note: Size of the circle represents the share of the industry’s regional production
(gross value added; GVA) in the nationwide industry; the growth rates refer to average
annual growth of GVA (at constant prices) over the period 2016-19.
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Table 10.2: Dominant industries in regional manufacturing 2019 (industries with
highest shares in regional value added)
Source: Ukrstat (2023), own calculations.
Note: Growth is nominal. Only top six largest industries (in terms of value-added
shares) are reported plus a specialisation indicator (i.e., comparison with shares of
these industries in the national economy), as well as average (nominal) annual growth
rates over the period 2016-2019.

NACE2 Industry description Share in region’s Spec. Growth

code Manufaturing Index: 2016-

2019, % 2019 2019

Centre

10.41 Manufacture of oils and fats 17.71 6.46 0.97

10.51 Operation of dairies and cheese making 14.50 9.01 1.66

10.82 Manufacture of cocoa, chocolate and sugar confec-
tionery

6.50 5.58 1.01

28.30 Manufacture of agricultural and forestry machinery 4.72 3.32 1.02

23.61 Manufacture of concrete products for construction
purposes

4.62 1.11 2.83

10.39 Other processing and preserving of fruit and veget-
ables

3.74 4.10 –

East

24.10 Manufacture of basic iron and steel and of ferro-
alloys

20.81 2.86 0.43

33.12 Repair of machinery 9.57 1.75 2.90

24.20 Manufacture of tubes, pipes, hollow profiles and
related fittings, of steel

3.04 2.86 0.93

22.22 Manufacture of plastic packing goods 2.65 1.38 1.03

10.13 Production of meat and poultry meat products 2.65 1.38 1.64

21.20 Manufacture of pharmaceutical preparations 2.56 0.43 1.27

Kyiv

21.20 Manufacture of pharmaceutical preparations 17.48 2.92 1.48

23.61 Manufacture of concrete products for construction
purposes

5.78 1.39 1.44

18.12 Other printing 4.73 2.06 1.02

33.20 Installation of industrial machinery and equipment 4.70 2.36 4.07

10.71 Manufacture of bread; manufacture of fresh pastry
goods and cakes

4.16 1.29 1.60

33.12 Repair of machinery 3.81 0.70 2.62

x
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Table 10.2 Cont.: Dominant industries in regional manufacturing 2019 (industries
with highest shares in regional value added)

NACE2 Industry description Share in region’s Spec. Growth

code Manufaturing Index: 2016-

2019, % 2019 2019

North

17.21 Manufacture of corrugated paper and paperboard
and of containers of paper and paperboard

9.79 4.43 1.55

23.61 Manufacture of concrete products for construction
purposes

7.64 1.84 1.70

10.13 Production of meat and poultry meat products 6.00 3.13 5.52

28.13 Manufacture of other pumps and compressors 5.69 7.08 0.96

16.10 Sawmilling and planing of wood 4.80 2.12 2.22

10.71 Manufacture of bread; manufacture of fresh pastry
goods and cakes

3.52 1.09 0.83

South

10.41 Manufacture of oils and fats 20.17 7.36 0.35

33.15 Repair and maintenance of ships and boats 9.52 23.98 1.01

11.02 Manufacture of wine from grape 6.00 23.98 0.50

10.61 Manufacture of grain mill products 5.28 6.44 2.62

33.12 Repair of machinery 4.72 0.86 1.08

25.11 Manufacture of metal structures and parts of struc-
tures

3.35 1.44 0.89

West

29.31 Manufacture of electrical and electronic equipment
for motor vehicles

11.90 7.25 1.88

16.21 Manufacture of veneer sheets and wood-based pan-
els

8.16 5.27 0.84

16.10 Sawmilling and planing of wood 6.52 2.88 1.88

31.09 Manufacture of other furniture 6.44 3.92 1.75

23.61 Manufacture of concrete products for construction
purposes

4.83 1.16 1.46

10.71 Manufacture of bread; manufacture of fresh pastry
goods and cakes

3.83 1.19 0.96
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and transport, the latter largely due to its maritime links. Otherwise, this region
is heavily oriented towards services, both private sector but also public services
(public administration and naval defence facilities; education; healthcare). Over the
2016-19 period, the highest growth rates were achieved in professional services,
information and telecommunications, but also in public administration and defence.
When looking at manufacturing (Table 10.2, we can observe the region’s distinctive
focus on shipbuilding as well as agricultural products requiring a temperate climate
(wine, sunflower oil, various food products). Given the complete destruction of the
large steel works in Mariupol during the war, the data on metals production refers
to these former facilities. The macro-region South has been significantly affected
by the war, the region has become a focus of the military conflict, with agricultural
production severely affected, grain storage and port facilities having been destroyed
and grain exports curtailed. During the reconstruction phase, demining of land and
the reopening of shipping ports will have to become a priority so that agricultural
production can move quickly towards its pre-war potential.

The Centre macro-region has some strengths in manufacturing and, given that it
has been less impacted by the war than the Donbas region that was traditionally home
to heavy industry, it could take on further related capacities during the reconstruction
phase and beyond. It encompasses central micro-regions (‘oblasts) around the capital
city Kyiv. The region accounted for about 13 percent of national GVA and it was home
to around a quarter of Ukraine’s agriculture and mining. While mining declined in
importance over the period 2016-19, agriculture slightly improved its share in national
production. Manufacturing here accounted persistently for about 15 percent of the
national sector. Given that the old industrial heartland in the Donbas has and will be
severely affected by the war and occupation, the Centre might – together with some of
the Northern and Western regions – take over as a location for manufacturing, albeit
with a rather different sectoral profile (see below in the section on trends in export
composition). The shift towards services is also a feature. As regards manufacturing
(Table 10.1), the Central macro-region shows a prevalence of a wide variety of food
products (dairy, fruit and vegetables, confectionary, juice, etc.), but also machinery
and equipment linked to agriculture and the food industry, plus automotive parts and
components.

The North macro-region holds a strong position in public administration and
defence (18 percent share of national industry) and in agriculture (16 percent of
national output). Other industries for the most part fall below a 10 percent share.
Many of the services industries, like financial and insurance services, professional
services and information and telecommunications, arts, sports, and entertainment,
displayed high real growth between 2016 and 2021. Their positions in the respective
national industries sectors improved. This shows a tendency to ‘deagglomeration’
from Kyiv City. Within manufacturing, the North enjoys quite a diversified profile
covering the paper and paperboard industry, various metal and machinery products,
construction materials, wood products and–again–a wide range of food products.
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Given the loss of manufacturing production capacities in the East, the evidence would
suggest a shift into this region and scope for further development.16

The West macro-region has won and will gain prominence in Ukraine’s economy
as it has been much less affected by the war. It accounted on average for about 17
percent of Ukraine’s GVA overall, and quite a few of the industries have already, over
the 2016-19 period, increased their shares in the national industry. This is true for
agriculture, manufacturing, wholesale and retail trade, repair of motor vehicles etc.
Growth was also quite high in a range of services activities – public and private. Our
projection is that this will further accelerate because of the war and the related internal
migration/displacement. Never before the centre of manufacturing activity in Ukraine,
the West has been gaining ground in this sector. It benefits from its geographic
location far from the conflict zones in the East and South of the country, but also
from its proximity to EU countries and the potential this provides for cross-border
production networks. The composition of manufacturing industries covers by now a
wide spectrum, from advanced segments such as electrical and electronic equipment
via wood-based products and furniture to clothing and textiles plus various food
products.

As a city with at least three million inhabitants, Kyiv shows a typical capital
city profile: it accounts for about 45-70 percent of national value added in a vari-
ety of private sector and public services (professional services, information and
telecommunications, financial services and telecoms but also administrative and
auxiliary services, plus arts, sports, entertainment). This compares with Kyiv’s share
of about 23 percent of Ukraine’s GVA. Because of some degree of ‘de-agglomeration’
of such services provision, Kyiv’s share of these industries fell over the period
2016-19. Furthermore, one has to bear in mind the so-called ‘headquarter’ effect,
that companies declare their revenues at their headquarter (HQ) location (more often
than not the capital city) rather than at production sites per se. We can observe Kyiv’s
greater importance in some areas, such as transport services which is likely due to
the national airport, and also in utilities (such as electricity, water, postal services,
etc.). Nonetheless, as regards manufacturing, we wish to highlight pharmaceuticals.
Furthermore, HQ functions, including product development and marketing, are key
contributions emanating from Kyiv for a range of manufacturing industries (though
not captured by our analysis of manufacturing activities in Table 10.1).

10.4.4 Patterns of Regional Export Specialisation

To account of export profile, recent pre-war developments and importance export
activity for the different regional economies, we construct a competitiveness index

16 The Ukrainian government operates a programme supporting the relocation of enterprises under
which, by end-September 2022, 558 businesses had relocated to safer parts of the country, see
Ministry of Economy (2022).
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from individual components (these are depicted in Figure 10.17).17 18 The index then
integrates three variables in a single measure: the share of the industry’s exports
within a region’s overall exports, its share in national exports of that industry and
the industry’s export growth performance in the recent (pre-war) past. In general,
higher values reflect a better performance of the industry in the recent past. After
constructing the index, we select the top 20 percent industry-region pairs to focus on
the best-performers.

When focusing on the best-performing industries, we see that each region has a
more diverse industry mix than appears at first glance. Figure 10.18 highlights the
fact that each region - note that the figure refers to individual ‘oblasts’ - has typically
around three to four industries that score highly in the contributing factors which
account for the overall score an industry gets (see Table 10.3 below for the labels and
contributing factors).

Based on Figure 10.18 we come to the following conclusions as far as export
specialisation is concerned:

• The areas of advanced processing and manufacturing have started to be distributed
more widely geographically. A notable case is machinery/electrical products.
While it was common to associate the main production and exports of these
products with sites in the East, we identify sizeable (Volyn, Ternopil, Zakarpattia)
- and in some cases rapidly growing (Chernivtsi, Zhytomyr) - production in the
West as well.

• Minerals output experienced some shift in regional production and exports and
is one of the most promising industries. Lviv (West), Poltava (Centre), and
Dnipropetrovsk (East) regions have been rapidly growing albeit the growth is
partly driven by rising global prices.

• Services industries are not just concentrated in Kyiv. Lviv, Vinnytsia in the West
and Kharkiv in the East show a sizeable and dynamic - this restricted to the western
regions - IT sector, whereas Odesa dominates transport services.

• Agricultural industry, prominent in Ukrainian exports, has a different nature
and role depending on the region. For non-West regions, the industry typically
occupies a large share of regional international exports, but it is only the western
and northern regions that display high growth.

• Wood-based production is the most frequent underdog industry. It shows potential
in several regions of the West and Centre, but not the rapid export growth dynamic
of other industries.

An important general take-away is that the portfolio of industries suitable for (domestic
and international) investment is not restricted to the industries traditionally associated
with Ukraine. With each region having at least three industries within the top 20 percent
according to the competitiveness index, a favourable investment portfolio should be

17 Note that the comparatively high performance for metals and minerals is at least in part artificially
driven by high global commodity prices.
18 Note that Kyiv accounts for a big share of agricultural exports, which cannot be cultivated in an
urban area. This reflects the fact that most of the exporting companies are registered in Kyiv, while
their production is located elsewhere.
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Fig. 10.17: Export specialisation of the Ukrainian Macro-regions
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Table 10.3: Types of the top-performing industries.
Note: An industry in a particular region classifies with an (x) if the value of a particular
considered variable belongs to the top 33 percent of the selected sample; growth rates
are calculated for the 2016–2021 period. The classification labels are constructed
modularly to reflect the strength of individual components. For industry-region pairs,
names with comparatively high growth are defined as ‘stars’ for their outstanding
performance. For pairs with a high share in the regional economy we use a ‘regional’
postfix, and for pairs with a high share in the national economy we use ‘market’ in
the label. Therefore, if the industry-region pair had a high growth and a big share in
national exports - but not regional - it has a strong positioning on the “market” and is a
‘star’ due to high growth. This results in a label ‘Market star’. There are two exceptions:
‘Underdogs’ and ‘National star’. ‘Underdogs’ are industry-region pairs which belong
to top 20 percent of the index but do not have a strong individual position in any
of its subcomponents. Therefore, they belong to the best industry-region pairs but
show less potential compared to their peers. ‘National star’ is the opposite of that.
Their excellence at all three subcomponents - high growth, high shares nationally and
regionally - might be considered as the best of the best.

Label High export growth High share in total re-
gional exports

High share in nation-
wide industry exports

National star X X X

Regional cluster X X

Rising star X

Market dominator X

Market star X X

Regional star X X

Regional staple X

differentiated by region. At the same time, the sources of relative competitiveness vary,
which allows for multiple strategies for policy intervention. This is particularly helpful
under multiple financing scenarios. Under extremely limited finance, a conservative
investment strategy focused on the top/most competitive industries (regional or
national stars) is most likely to be the one that guarantees the highest return on
investment. If, however, reconstruction is implemented across the board and funding
it will meet its targets, a more progressive strategy that targets ‘rising stars’ and
‘underdogs’ is likely to be more successful when it comes to achieving the qualitative
and technological advance in Ukraine’s economic structure that will be sought. The
analysis can be further deepened, e.g., by using more detailed product-level trade
statistics, which, however, are not available at the regional level.
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Fig. 10.18: Export specialisation of the Ukrainian Macro-regions

10.4.5 How Have Different Regions Been Affected by war Damage?

Although each region of Ukraine has experienced direct strikes by the Russian forces,
the extent of the damage inflicted is highly uneven. World Bank estimates of February
2023 indicate that the damage is largely concentrated in the areas of active ground
operations.19 The East and South-east regions are the most affected, followed by the
North and Kyiv, which were active theatres of war in spring 2022. Industry-wise,
the largest costs associated with war damage are housing, land contamination, and

19 The estimation does not reflect needs to recover from damage occurred after February 2023. Note
that needs are different from losses and damage. Needs reflect the costs for restoration of sustainable
economic growth in the long-term. Losses reflect foregone revenues or benefits of the wartime.
Damage stands for destroyed asset value due to the direct impact of war.



348 Michael Landesmann et al.

transport infrastructure, followed by production facilities in agriculture, commerce,
manufacturing, and energy.

The type of damage incurred has significant implications for the post-war produc-
tion structure of Ukraine. From a macroeconomic standpoint, the East- and South-East
may get stuck in a low-income equilibrium with poor prospects of growth. Even when
hostilities stop, security concerns in the damaged regions will remain high due to
geographical proximity to the aggressor country, wrecked housing, and unexploded
ordnance. This implies that return migration of the most productive population groups
is anything but guaranteed, with demographic structure becoming skewed towards
the elderly who are net recipients of fiscal transfers (see Tverdostup, 2023).

When it comes to the impact of war on industry composition, there is both bad
and good news: The bad news is that Ukraine’s core industries of the East region
have been severely affected and will require prompt support in the recovery phase to
ensure growth. Even in the pre-2014 period the coal mining and metals industrial core
showed signs of declining productivity and deteriorating environmental spoliation,
which were exacerbated by the partial occupation of 2014-2022 and ensuing hostilities
(Havlik, Kochnev & Pindyuk, 2020). With the cities and industrial sites severely
impaired by the direct and indirect impact of the war, we do not see the potential for
the region to recover on its own and this calls for active government intervention in
the region to avoid perpetual impoverishment.

The good news is that such a policy intervention is unlikely to face much resistance
from the industrial lobby, including oligarchs, inherited from Soviet-era industries
(such as coal mining). This in turn creates an opportunity for rapid intervention—at
least in the early stages of the reconstruction process—focused on promoting a more
advanced industrial mix.

10.4.6 Policies to Accompany a Regional shift in Economic Activity

The Ukrainian economy faces a high risk that wartime damage will lead to a deep
and long-lasting division between the Eastern/Southern regions and the rest. While
the East will require significant net fiscal transfers for years to come, the government
also needs to actively support investments that will help to rebuild local production
capabilities in the drive for long-term economic growth. Our analysis found that, even
within a short timeframe (2016–2021) and despite an unstable environment, some
regions have experienced the advent and development of advanced industries. This
implies that further development is possible even amidst instability.

The allocation of reconstruction funds needs to take account of both regional
economic and social inequalities and demographic disparities and the territorial distri-
bution of war damage. Ukraine’s reconstruction plan(s) should address these aspects
by combining overarching national objectives with centralised fund management
and regional and municipal level reconstruction programmes with devolved fund
management. The balance between the two depends on the type and extent of the
reconstruction needs observed at local and regional level, as well as the capacity
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of national, regional and local authorities to manage the volume of reconstruction
funding.

Ukraine’s recent decentralisation reforms brought its local government structures
closer to EU benchmarks. The reconstruction governance model(s) should thus be
aligned with (consolidated) decentralisation reforms and ensure that local government
bodies are empowered, both politically and financially, especially in regions and
municipalities hardest hit by the war.

To ensure the efficient absorption of funds from the EU and other key actors,
administrative capacity in Ukraine’s authorities across all governance levels needs to be
boosted, especially at local level where authorities only recently saw their competences
considerably increased. At this stage, Ukraine still lacks the administrative capacity
and experience to absorb large-scale funds (European Commission, 2023a). To that
end, the implementation of Ukraine’s reconstruction plan could also lean on the
experience of the EU’s Instrument for Pre-accession Assistance (IPA), much like Pillar
III of the Ukraine Facility (European Commission, 2023b) which addresses the issue
of administrative capacity by providing technical assistance and support to Ukraine
in a way comparable to the support EU pre-accession countries currently proposes.
Even though the IPA has become less focused on compliance with the EU acquis (a
requirement for formal accession), it is still praised as a useful means to promote the
(capacitated) decentralised management of funds by the beneficiary (Koeth, 2014).
Between 1990 and 2006 overall EU commitments for Ukraine were (obviously) much
less than what the EU members in the CESEE received. While Ukraine received
EUR 35 per capita in that period, Poland received EUR 159 per capita (Wolczuk
& Žeruolis, 2018). In parallel, Ukraine’s reconstruction at regional level could be
(partly) co-managed by an EU institution and Ukraine’s relevant national and regional
authorities. We favour an activist regional and industrial policy, which would be
critical when major changes in economic structure and in regional development are
necessary within a longer-term timeframe. This requires front-loaded and regionally
differentiated public investment in infrastructure, in training facilities and labour
market institutions which support return migration, internal mobility and jobs-labour
force matching. Special attention should also be given to support start-ups (also as
a tool to encourage return migration) and a strong hand of competition policy to
control the market power of dominating enterprises which can stifle the sustained
growth of the SME sector. Encouragement of FDI and the stimulus it can give to local
firms will be essential (Movchan & Pindyuk, 2024, forthcoming). The effectiveness
of schemes in this area will have different time-horizons in different regions, because
of the highly uneven regional impact of the war.

10.5 Economic Reconstruction and EU Accession

The starting point to embark on economic reconstruction and a possible take-off
towards a catching-up process similar to the one which had taken place in the Central
and East European economies since about the mid-1990s, does not look very feasible
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at the moment. One reason is the precarious security situation pointed out above, but
let us shortly mention also a few economic and institutional factors.

Figure 10.19 shows that while the level of GDP per capita in Ukraine in 1990 at
the start of the so-called ‘transition’ (to a market economy) was at a similar level with
countries such as Hungary and Slovakia, it has fallen dramatically behind even before
the current phase of the war. It is now in a league with Moldova and Albania, the
poorest countries in Europe. Many writers have addressed the problems which led to
this situation (see e.g., the Poland Ukraine comparison by Gylfason, Hochreiter &
Kowalski, 2022).

Fig. 10.19: GDP per capita in 1990 and 2021
Sources: wiiw (2023a), own calculations.
Note: Data show per capita GDP in EUR at purchasing power parity

Before going into more detail in the following sections of the paper, let us refer
to two factors in the introduction which can be seen as important to understand the
situation of the Ukraine in comparison with other countries of Central-Eastern and
Southeastern Europe (CEE-SEE). In order to make a comparison with CEE-SEE
countries we take as the phase of comparison for those countries which are already
members of the EU the period before they acceded to the European Union and for the
countries which are currently candidate countries of the EU we look at the recent
5 years period.20 The first factor we want to mention is foreign direct investment
(FDI) which played a very important role in the catching-up process of the CEE
countries and supported their re-industrialisation and through strengthening their
export performance also their macroeconomic stability. Sticking to the period before
the current war Figure 10.20 shows that Ukraine’s FDI stock (as a share of GDP) was
the lowest amongst the comparator groups of countries.

20 We refer the reader to Grieveson et al. (2023) where this comparison is more extensively undertaken
and from where some of the following figures have been taken.
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Fig. 10.20: FDI stock (% of GDP) – five-year averages
Sources: wiiw (2023b). own calculations.
Note: Data show inward FDI stock, as a percentage of GDP, on a five-year average. For
EU-CEE countries, the five years are those before (but not including) the accession
year, and the EU comparison is for the EU-15 over the same period. For non-EU
member states, the five years are 2017–2021, and the EU comparison is for the EU-27
over the same period.

The second factor, often used also as an explanatory factor for the (dis)interest of
foreign investors to get engaged in a country refers to the quality of institutions. Figure
10.21 shows the position of the Ukraine – again in comparison with the group of CEE
and SEE countries – in relation to a number of governance indicators compiled by
the World Bank.

What we see in Figure 10.21 is that Ukraine in terms of institutional quality
according to a number of indicators is judged to be at a level similar to the weakest
countries amongst the CEE-EU countries prior to their accession to the EU, i.e.,
Bulgaria and Romania, and more or less at the level of the other countries which are
now in the group of candidate countries; it scores the weakest in ‘corruption’ and
‘rule of law’. To meet the minimum requirements for EU accession in the next few
years, Ukraine will have to make reform progress on the rule of law significantly
quicker than its EU-CEE peers did. The EU’s 2007 and 2013 joiners, plus the three
institutionally weakest 2004 joiners (Latvia, Lithuania, Slovakia), improved their
rule-of-law score by an average of 0.05 per year in the four years leading up to
accession. At the start of those years, they were at a significantly higher level than
Ukraine. Assuming a similar rate of progress, Ukraine will not reach the theoretically
minimal level (i.e., that of Romania in 2007) until 2032. This indicates that Ukraine
has a lot of work ahead, but it also underlines the strong role that EU institutions will
need to play in providing technical assistance and monitoring reform progress. The
above quick review indicates that the Ukraine has to overcome big challenges to start
on a trajectory of catching-up which has characterised the group of Central-Eastern
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Fig. 10.21: Governance indicators – relative to average Germany, France and Italy
Source:World Bank (2023b) Own calculations
Note: World Bank Worldwide Governance Indicators relative to the average of France,
Germany and Italy at the time of each CESEE country’s application to join the EU.
For those that applied in 2022, 2021 data are used (latest available).

European economies that have become members of the EU. However, the experience
of the countries in this comparative group indicates that EU accession can be a major
driving force of such a process. It does lead to institutional convergence (given the
obligation to implement the Acquis Communautaire), although we have seen that
backlashes in institutional developments haven taken place (such as in the judicial
system) in some countries. Both through institutional convergence and the integration
into the Single Market trade and production linkages get intensified and a process
of productivity and wage (level) convergence is set in motion. However, there are
also issues specific to Ukraine’s case and also the specific historical context in which
the next ‘round of enlargement’ of the EU might take place; some of these might
create frictions along the path towards accession. Ukraine is a large country with a
very sizeable agricultural sector, with - as we have seen – a particularly low level
of income plus very strong challenges of uneven regional developments (which will
be covered in Section 4 of this chapter) which will need to be addressed during
its economic reconstruction. Hence it will, under current policy-making structures,
absorb a significant share of the two large EU budgetary programs, the CAP and the
Cohesion Funds. This will not be an easy issue for the existing members of the EU to
adjust to. Furthermore, the Ukraine’s accession process will move in parallel with
that of a wider range of countries – the Western Balkan countries as well as Georgia
and Moldova - also aspiring to joining the European Union over the coming decade.
As regards the number of countries involved – although not regarding the size of
their economies and populations where the Ukraine is an exception – this amounts
to a very sizeable next wave of ‘enlargement’ which the current constitution and
internal decision-making structures of the EU will find difficult to cope with. Many
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commentators have stated that this will require major adaptations in the ways how
the EU operates, up to the point of having to move towards a new Treaty or series of
Treaties. This, as we know, is a very arduous (if not impossible) task to carry through,
especially in the current internal political dynamic in which the EU finds itself in
which disparate political trajectories characterise a range of member countries. We
shall come back to these issues in the following sections of the chapter.

There has been a consensus that Ukraine should be offered a ‘European perspective’
(European Council, 2022), as can be seen by the decision taken in December 2023 to
make it a candidate country and the opening of accession negotiations in 2024. The
EU’s most successful instrument for stabilising its so-called ‘near abroad’ as well as
for driving economic, social and political progress has been its enlargement policy,
and this will apply more than ever in the case of Ukraine.

While the war and the desire to support Ukraine have catalysed the accession
process, doubts about enlargement have crystalised more concretely in the case of
Ukraine owing to the supposedly unique challenges of taking in a large, poor, corrupt
country with a big agricultural sector. Ukraine has a long-standing reputation as
something of an economic basket case, having posted a uniquely disastrous post-
Communist economic convergence performance, with the comparison to the success
of neighbouring Poland being particularly stark (Gylfason et al., 2022)). Ukraine is
seen as having unique economic challenges even in the CESEE context, linked to
factors such as weak institutions, high levels of corruption, and the prevalence of the
oligarchic class. Moreover, many feel that the EU itself is not ready for Ukrainian
membership; that reforming the EU’s current budget allocation, its institutional set-up
and its decision-making processes is already long overdue; and that it simply could
not cope with new members, especially a country like Ukraine (Toyguer & Bergmann,
2023). If and when Ukraine joins the EU, there is a fear that it will suck away all
the EU funds from the EU’s poorest regions and turn the EU-CEE countries into
net contributors to the EU budget İn the following we shall first examine how the
Ukraine is placed in comparison with other EU-CEE countries before they acceded
to the EU and also in relation to other current candidate countries. Then we examine
the challenges and potential benefits which current EU member countries might face
in light of a future accession of Ukraine.

10.5.1 Ukraine Accession to the EU: Would it Really be a Game-changer
for the EU to Absorb Ukraine?

In terms of the sizes of both its economy and population, Ukraine is quite comparable
with some of the EU-CEE countries when they joined the EU.21 Ukraine’s economy
is about 1 percent of the size of the EU-27 economy, which is roughly the equivalent
of Hungary’s or Romania’s economy relative to the then-EU-15 before they joined
the EU in 2004 (Figure 10.22). Meanwhile Ukraine’s population is about 9 percent of

21 We draw in this section on material presented in the report by Grieveson et al. (2023).
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the EU-27, whereas Poland’s population was 10 percent of the EU-15 on the eve of
its accession. The idea of taking in another Poland in population terms is certainly
not insignificant. Yet this is manageable and, given EU labour shortages, could even
be highly advantageous from an EU perspective.

Fig. 10.22: Ukraine’s GDP and Population in comparison to EU accession and
candidate countries
Source:wiiw (2023a) Own calculations
Note: Data show nominal GDP as a percentage of the EU’s GDP (left) and population
as a percentage of the EU’s population (right). For EU-CEE countries, the comparison
for both membership application and accession years is the EU-15. For non-member
states, the comparison for both membership application and accession years is the
EU-27 and the accession year is the latest available data, meaning 2022 for economic
size and 2021 for population size.

In terms of income levels (measured in per capita GDP at purchasing power parity),
Ukraine at the time of its membership application is at the level of the very poorest
previous CESEE joiners (e.g., Latvia and Romania) when they applied to join in the
mid-1990s relative to the then-EU (Figure 10.23). However, Ukraine is much poorer
than any country at the time of its accession thus far, and it is also much poorer than
any other current accession hopefuls aside from Kosovo and Moldova. Nevertheless,
given sufficient external support as part of reconstruction and Ukraine’s potential in
various areas (see discussion in sections 3 and 4 above), Ukraine has a good chance
of closing a large part of the development gap relatively quickly in the coming years
and ahead of EU accession. The indicators suggest that Ukraine is in several ways
comparable with Romania before its accession, which is a positive sign. From a low
starting point, Romania has been one of the success stories of economic convergence
in the EU (Figure 10.24). This naturally does not guarantee anything for Ukraine, but
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it does suggest one possible positive future. For a country at a low level of economic
development relative to the EU (as Romania was in 2007), the catch-up potential
due to a large initial income differential combined with access to EU resources and
technical assistance can be a very powerful one.

Fig. 10.23: Ukraine’s GDP per capita in comparison to EU accession and candidate
countries
Source:wiiw (2023a)
Note: Data show per capita GDP at PPP, as a percentage of the EU’s GDP. For
EU-CEE countries, the comparison for both membership application and accession
years is the EU-15. For non-member states, the comparison for both membership
application and accession years is the EU-27, and the accession year is the latest
available data (i.e., 2022).

Data show per capita GDP at PPP, as a percentage of the EU’s GDP. For EU-CEE
countries, the comparison for both membership application and accession years is
the EU-15. For non-member states, the comparison for both membership application
and accession years is the EU-27, and the accession year is the latest available data
(i.e., 2022)

The Ukraine starts its economic reconstruction from a position of very low wage
levels and low productivity (see Figures 10.25 and 10.26). This could in principle give
it also an advantage as a low wage destination for FDI (and location of labour-intensive
stages in cross-border production networks) if such FDI flows at the same time allow
the country to follow a path of productivity catching-up.

Furthermore, Ukraine seems to be relatively well placed in terms of the quality
of education. As of 2022, Ukraine’s PISA score was actually higher than some
EU member states (Figure 10.27, right). According to the European Centre for the
Development of Vocational Training (CEDEFOP), Ukraine is comparable on the
PISA metric, depending on the subject, with EU member states Croatia, Greece, Italy,
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Fig. 10.24: Romania’s GDP per capita in 2007 and in 2022
Source:wiiw (2023a) Own calculations
Note: Romanian per capita GDP at PPP, as a percentage of Germany’s GDP and the
EU-CEE average in 2007 and 2022. EU-CEE average = simple average.

Fig. 10.25: Wage rates in Ukraine and comparator countries
Source:wiiw (2023a) Own calculations
Note: Average monthly gross wages, total economy, in EUR. Data in the right-hand
figure are for 2022.
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Fig. 10.26: Labour productivity in Ukraine and comparator countries
Source:wiiw (2023a) Own calculations
Note: Labour productivity, in millions of EUR. Real GDP based on EUR 2019 prices,
divided by LFS employment.

Luxembourg, Malta and Slovakia, which is a very healthy position for a country that
is just starting its EU accession process (Cedefop, 2022).

Fig. 10.27: Pisa scores in Ukraine and comparator countries
Source:World Intellectual Property Organisation (WIPO) (2023) Own calculations
Note: Data on the left show PISA scales in reading, maths and science, calculated by
the WIPO, as of 2013 (Croatia) and 2022 (all other countries), and the difference
versus the EU for the relevant year. Data on the right show PISA scales in reading,
maths and science, calculated by the WIPO, as of 2022.
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Lastly, we should point out that the strong position of its IT industry as well as the
rather strong comparative advantage position of some of its sectors (see Section 3)
would potentially make Ukraine a promising addition to the Single Market in terms
of trade integration, emerging specialisation and size of its own domestic market. The
two areas which we see as important constraints on a successful catching-up process
are the ones already mentioned: overcoming important weaknesses in institutional
quality also in the light of the great uncertainty how the post-war political economy
might evolve, and secondly, the severe issue of shortages in the employable labour
force due to the demographic calamity that has befallen the country (analysed in
Section 2).

10.5.2 What are the Challenges and Potential for Existing EU Member
States and Particularly of the EU-CEEC?

Integrating a rather large country such as the Ukraine with distinct comparative
advantages and with a very low starting level in terms of GDP per capita into the EU
will not be an easy process. We highlight in this section some of the challenges but
also the advantages which a successful process of accession to the EU will bring to
the table for the existing members of the European Union.

A proper quantitative evaluation of the impacts of Ukraine’s accession to the
EU and for its individual member states would require simulations on a fully
specified multi-country general equilibrium model which we do not possess in order
to undertake such an evaluation. But even if we had such a model (for previous
modelling exercises evaluating the effects of previous rounds of enlargement, see
Baldwin, Francois, Portes, Rodrik & Székely, 1997, Breuss, 2002, (Commission,
2022), Baas & Brücker, 2010, Caliendo, Opromolla, Parro & Sforza, 2021), such
models still remain partial regarding the many paths and inter-dependencies by which
economies and their structures might be affected. In the following we shall therefore
limit ourselves to discussing the various channels through which incumbent countries
of the EU and also some of the candidate countries (specifically those of the Western
Balkans) might be affected by Ukraine’s accession to the EU. A proper evaluation
would also have to take into account the time horizon of an accession process which
is far from clear at this stage; we shall assume in the following that it will not be
fully accomplished before the end of the current decade. There will, furthermore, be
likely changes in the way how the accession process will be handled in the case of
the Ukraine, given that the security dimension will remain important and one can
expect that rather large additional financial flows are likely to be mobilised to support
Ukraine’s reconstruction process (in which important allies and institutions will
participate beyond the EU). Changes in the accession process were already introduced
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under the Revised Enlargement Methodology (REM)22 to accompany the planned
accession of the Western Balkan countries and it is likely that further changes will
take place in the context of the wider enlargement process that would include the
Ukraine, Moldova and Georgia. An area that will be particularly important – given
past and current experiences with countries that became members of the EU – would
be to be more effective in imposing a tighter regime of conditionalities especially
regarding rule of law and governance issues. However, there are also various proposals
regarding a stage-managed process of integration which would allow the Ukraine to
become a ‘quasi-full member’ of various policy areas (such as in research, student
mobility etc.) before becoming a full member of the EU and as various chapters of
the Acquis Communitaire are concluded (see e.g., Grieveson et al., 2023).

We now come to discussing the various channels through which economies of
the current EU member countries might be affected by Ukraine’s accession to the
EU. We shall thereby focus particularly on the potential impact on the countries in
Central and Eastern Europe (CEECs). The following areas will be covered:

- Trade and FDI
- Mobility of labour
- Energy
- Reconstruction of infrastructure, transport etc.
- EU budget and EU governance issues
- Macroeconomic considerations
- Military and strategic issues

Trade and FDI: Regarding this channel, there is general agreement amongst
economists (also borne out by the model simulations that analysed the impacts of
previous rounds of enlargement referred to earlier) that any accession of a new –
especially neighbouring - country such as Ukraine would lead to an intensification of
trade and FDI linkages and would thereby have an overall positive macroeconomic
welfare effect. In the case of the Ukraine there is already an AA/DCFTA (Association
Agreement / Deep and Comprehensive Free Trade Agreement) (Szyszczak & Disney,
2022) in place which has liberalised a significant share of commodity trade. However,
some tariff quota restrictions are still in place particularly in the all-important
agricultural sector, although these were temporarily lifted during the course of the
war, leading to sharp reactions by some of the member states. The AA/DCFTA
also already committed Ukraine to a gradual adoption of the Acquis. Nonetheless,
embarking on full accession means a much fuller adoption of common standards and

22 The Revised Enlargement Methodology (REM) was endorsed by the General Affairs Council in
March 2020. It was titled ‘Enhancing the accession process – A credible EU perspective for the
Western Balkans’ and its aim was to set out “concrete proposals for strengthening the accession
process, by making it more predictable, more credible, more dynamic and subject to stronger political
steering” – see European Commission (2020). Already earlier, in the context of the accession process
of Bulgaria and Romania, the EU had tightened conditionality requirements in the context of passing
the ‘Cooperation and Verification Mechanism’ (CVM), which attempted to more tightly monitor the
countries’ progress especially in the areas of rule of law and governance (European Commission,
2022).
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participation in EU programs. Furthermore, one can confidently predict that without
the prospect of EU membership it is unlikely that the institutional and governance
issues would be seriously tackled which strongly impact on the interest of foreign
investors and trading partners to engage in the country’s economic reconstruction.

The prospect of EU accession will intensify trade and FDI links through three
channels: through (i) a direct effect of reduction of trade barriers and convergence
of standards (ii) the impact on institutional and governance issues given various
conditionality clauses in the accession process and the institutional anchorage in
the EU (iii) the impact on growth and qualitative up-grading of Ukraine’s economy
through factors (i) and (ii) as well as the increased participation in EU policy-
programmes and increased EU budgetary flows. These themselves generate feed-back
loops by stimulating growth in EU member states through the increased trade, FDI
and financial linkages.

Despite this overall positive picture, we should not forget structural adjustment
issues which are often a crucial element in the political perception of whether
countries gain or lose from trade and FDI liberalisation. As discussed in Section
2, agriculture and potentially food products are an important sector of Ukraine’s
economy and it has a significant comparative advantage in these areas. Hence, in this
sector Ukraine will become an important supplier to the EU market as a whole, but
also an important competitor in both quantity and quality to existing EU producers;
this has already led to strong reactions by farmers (and – in response to this – by
governments) in neighbouring countries during the war period when tariff-quota
restrictions were lifted by the EU. Such reactions are likely to increase as the Ukraine’s
accession process is unfolding and the prospects of it being able to draw on CAP
support become more real (although initially transitory arrangements will mean
only a phased-in disbursement of CAP money even after accession). International
investors will furthermore play an important role in the qualitative up-grading of
the food-producing sector and this will strengthen Ukraine’s competitive position.
There will also be other areas (see Section 3) in which competitive pressure will be
exerted by Ukraine on existing member countries; these countries will be differentially
affected given their geographic location (gravity factor) and the extent to which their
current comparative advantage position overlaps with that of the Ukraine. Hence,
structural adjustment will definitely take place in the incumbent EU member countries
as a result of Ukraine’s accession to the EU and these will cause a certain amount of
political resistance even though over time the overall welfare benefits will become
apparent – as they have in previous rounds of Enlargement.

Mobility of labour: We have covered the precarious demographic situation of the
Ukraine in Section 2 and pointed out that despite the already experienced decline in
population and, even more so, of its labour force, there will be a further fall in both
when the intense phase of the war ends. The reasons for continued net emigration
also after the war is that income level gaps will remain very high, labour markets and
employment prospects in Ukraine will take time to recover and - while family reunion
could go either way - husbands/partners whose outward migration was prevented
through martial law during the war are more likely to join their spouses/partners
abroad rather than the other way round. Hence the simulations presented in Section
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2 indicate that further net emigration will take place after the war ends. While the
contraction of the available labour force will be detrimental for the reconstruction
of the Ukraine after the war, it will be a benefit to EU incumbent countries who
can count on a net inflow of persons in workable age, together with a beneficial
skill/qualification composition of such immigrants. Also here, the main beneficiaries
will be countries in relative geographic proximity, with already existing migrant
network connections, and depending on the attractiveness of their labour markets, as
well as of schools and universities, and – of course - income prospects. From a policy
point-of-view It will be important to make sure to find arrangements that encourage
return migration or circular migration schemes so that Ukraine’s economic recovery
is not hit very badly by labour force and skill supply constraints.

Energy: Ukraine can potentially be an important actor in the energy field for the
EU as a whole and CEE economies might be able to benefit specifically from Ukraine
becoming an important supplier of more traditional sources of energy (gas, nuclear,
water) but also of renewables (solar, hydrogen). This has been pointed out in a number
of studies (see e.g., Darvas et al., 2024, (Movchan & Pindyuk, 2024, forthcoming);
see also the extensive discussion in Chapter 2).

Reconstruction of physical infrastructure, transport, social infrastructure, etc.:
This is another area where neighbouring countries will benefit from Ukraine’s
economic reconstruction. Given the enormous destruction of physical infrastructure
during the war there will be a strong demand for contractors, specialists in different
areas but also general work forces in the building and transport sector, to support
this reconstruction effort which also has a declared goal of ‘build back better’, i.e., to
better efficiency, environmental and quality standards. There will also be demand to
support the recovery of the social infrastructure (schools, hospitals, dealing with war
invalidity, etc.) which will draw on resources and expertise from other (especially
neighbouring) countries.

EU budget and EU governance issues: This is likely to be an area which will attract
special (and controversial) attention. As in previous episodes of EU Enlargement,
the discussion of the impact on ‘net receivers’ and ‘net payers’ plays a central role
in countries’ assessment whether they ‘gain’ or ‘loose’ from new members. This is,
of course, a narrow (and partial) Finance Minister’s view on gains and losses from
Enlargement, abstracting from the more far-reaching growth and structural impacts
of a process of deeper integration with new members which can only be captured
by a fully specified economic model as referred to above. Nonetheless, given that
EU budgetary implications play such an important role in accession negotiations and
even in the public’s perception of the gains/losses of Enlargement, it is important to
analyse the details of the potential impact of Ukraine’s accession on the EU budget
allocation as a whole and its main components. The latter refer specifically to the
Cohesion Funds on the one hand and the Common Agricultural Policy (CAP) on the
other hand.

In the following we shall refer to an exercise by Darvas et al. (2024) which
estimates the allocations from these two spending programs to the Ukraine. His
exercise was set up to analyse the implications of how the allocations would have
looked like if the Ukraine would already have been a full member of the EU over
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the MFF (Multi-year Financial Framework) spending programme over the years
2021-2027. This is a useful exercise as the key to allocations for this MFF over this
period are completely clear, while the situation regarding the budget structure and
allocations of a future MFF when Ukraine would actually enter the EU are not known
at this stage. We shall therefore refer to the estimates in this study.

As regards Ukraine’s participation in the EU’s Cohesion Policy, Darvas et al
calculate a scenario in which Ukraine’s agricultural land would be reduced by 20
percent (either because of Russian occupation or being mined and not yet available for
cultivation) and Ukraine would also have suffered a long-term decline of its prewar
GDP and population in the same order of magnitude due to the war. In this case, the
Ukraine would have received EUR 27 bn cohesion support over the 2021-27 period
from a total EU Cohesion budget of EUR 400 bn (all at current prices). As the overall
EU budget would have increased as a result of Ukraine’s accession (from 393 bn
to 400 bn), the other EU 27 members would have received EUR 19 bn less. The
reason for a relatively limited redistribution to the Ukraine from the cohesion budge,
is that most cohesion policy payments are capped at 2.3 percent of GDP for countries
with less than 55 percent of EU average GNI per capita (at PPS). Without this cap,
Ukraine would – given the allocation criteria of the MFF 2021-27 – have received
around Eur 170 bn!

As to the implications for the EU incumbent countries who will receive less
cohesion policy funding, the main impact would fall on regions transiting from
formerly being classified as ‘less developed regions’ to becoming ‘transition regions’
and some of those formerly classified as ‘transition regions’ graduating to become
‘more developed regions’. This will affect the poorer regions in the CEECs the most
since many regions fall into those categories, and we can expect negotiations coming
up with a phasing-in scenario during the relevant MFF period, so that transiting
regions in EU incumbent countries would only gradually loose the support; this has
precedent as it was the case with transiting regions in Southern Europe, i.e., Portugal,
Spain and Greece, when Eastern enlargement took place.

A significantly bigger sum would be allocated (by the rules in place for the MFF
2021-27) to Ukraine from the CAP budget. Ukraine would in this scenario receive
Eur 68 bn out of a total EU CAP budget of EUR 446 bn. Again, a phasing-in process
is likely as incumbent EU member countries would argue that their farming sector
would suffer too strong dislocation effects.

Ukraine’s participation in other EU programs (innovation, border management and
migration, security, defence, etc.) would lead to an allocation to Ukraine of another
EUR 6 bn. Given that Ukraine would no longer be eligible to receive money under
the ‘neighbourhood’ policy programs (minus EUR 2 bn) and would itself contribute
to the EU budget EUR 14 bn, the total net flow to Ukraine over the 2021-27 period
would have amounted to 27+68+6-14 = EUR 87 bn, and the net budgetary costs to
the incumbent EU27 countries would amount to EUR 110 bn over that period, which
amounts to about 0.10 percent of EU27 GDP. Hence, while EU budgetary issues and
negotiations are always in the limelight, the macro-picture is one where even from
a narrow budgetary point-of-view Ukraine’s accession should be affordable, and it
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also should be set in the context of the considerable additional funds that would be
necessary to support the reconstruction of the Ukraine after the end of the war.23

We should also keep in mind that the above estimated (re)allocations to the Ukraine
and from incumbent EU member countries refer to only direct budgetary payments
and do not include fiscal benefits which these countries would receive from the
growth (GDP and employment) impulses which EU member countries would receive
from Ukraine’s accession; these, in turn, would lead to more tax and social security
contributions, plus profits from contracts which firms from incumbent countries
would receive from participating in Ukraine’s reconstruction effort; and this in turn
would lead to corporate tax receipts for the treasuries.

EU governance: Another important topic refers to the impact that Ukraine and
other candidate countries (from the Western Balkans plus Georgia and Moldova)
joining the EU would have on EU governance and decision-making structures. These
could indeed pose considerable challenges. This is an unsolved issue as having
another eight countries joining the EU within the current governance structure of
the EU (size of the Commission, size of European Parliament, limited qualified
majority voting in various EU policy domains) can raise significant problems for the
functioning of the EU. The problems can be particularly acute – as we have seen with
the cases of Hungary and Poland – when countries’ political developments diverge
from a consensus regarding constitutional issues (rule of law, media control), the
state’s involvement in the economy (clientelism in public procurement and oligarchic
control of crucial sectors) and foreign policy orientation (currently especially attitudes
towards Putin’s Russia). Some (though not all) of these issues can become problematic
in the case of Ukraine’s accession to the EU. We do not know at this stage in which
shape the Ukraine will emerge politically. Given its role during the war, it is likely that
the office of the President will have a strong position in post-war Ukraine and hence
the above areas will be strongly influenced by how the President will use his power.
Potentially the position of Ukraine’s oligarchs will have been significantly weakened
as many of the assets they had originally were located in the heavily war-affected
Eastern and Southern regions. Furthermore, Ukraine has already experienced a strong
mobilisation of civil society before the current intensive phase of the war on issues
such as corruption, and this might be further strengthened due to a post-war climate in
which society demands clean behaviour from its elite and rulers given the enormous
sacrifices made. On Ukraine’s position regarding foreign policy there can be no doubt
of its strong commitment to the Western alliance and its willingness to significantly
contribute to it militarily. Finally, in the likely reduced territory of the Ukraine, there
are unlikely to be any inter-ethnic conflicts – which still strongly affects some of the
Western Balkan countries – and, as a society, Ukraine will appear relatively united
and determined on its path towards economic reconstruction. Thus, while political
developments in post-war Ukraine are pretty unpredictable, it looks as if the accession
of a large number of small Western Balkan economies where the enthusiasm for EU
membership has long gone and inter-ethnic and inter-state disputes remain unresolved

23 An updated estimate by the World Bank over a 10 years reconstruction period was in the region of
USD 490 bn; see World Bank (2024).
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might generate more problems for EU governance and coordinated policy decisions
than Ukraine’s accession.

Further macroeconomic considerations: There are some important macroeconomic
issues which can create hazards for Ukraine’s economic reconstruction. The large
inflow of international financial support which is expected to accompany Ukraine’s
reconstruction together with the significant inflow of remittances of the grown
diaspora of Ukraine’s migrants abroad (many of them young who will have a strong
motivation to support those left in the Ukraine), can generate a significant pressure
on the real exchange rate and thus generate a type of ‘Dutch Disease’24. We have seen
such developments also in some of the Western Balkan countries which received
substantial aid after the Yugoslav-wars and were also beneficiaries of large inflows of
remittances. Such pressure on the real exchange rate might cause serious problems
for the tradable sector, impinging upon a recovery of the industrial sector and the
building up of strong export capacities which would allow the Ukraine to avoid
balance-of-payments disequilibria in the longer-term.

The other macroeconomic issue could be instabilities in the financial/banking
sector which will have to cope with the financial inflows, mediate their allocation to
the domestic economy and this might lead to phases of ‘exuberance’ by international
lenders followed by reversals of capital flows. This can generate volatility in exchange
rates and pose severe problems for monetary policy management which many
‘transition economies’ amongst the CEECs experienced in the past. The volatility of
international capital flows and instability of exchange rates, in turn, poses problems for
the banking system with potential currency mismatches generating survival problems
for the domestic banking system – as experienced by CEECs as well. It is important
that monetary policy, and supervision of the financial system is prepared for these
challenges and lessons have been learnt from past experiences of transition and
emerging economies in this respect. A sustained attempt should be made to use
financial supervision and industrial policies to make sure financial inflows make
their way into the build-up of productive capacities, particularly in the export sector,
thereby avoiding the Dutch disease phenomenon.

Military and strategic issues: Finally, the issue which will be of benefit to the
European Union and the neighbouring CEE countries in particular concerns the
significant contribution that the Ukraine will make to the defence capabilities of
the EU and the Western Alliance. This will be particularly welcome in the current
phase in which the EU is trying to build a stronger position in military capabilities
in the wake of the Russia-Ukraine war, other conflicts in its neighbourhood and the
tensions which have been flaring up in transatlantic relationships (particularly with
the prospects of a second Trump presidency). The Ukraine will no doubt be able to
draw on its current war experience, a sizeable army, and the build-up of a potent
domestic military industry. All of this will strengthen the defence capabilities of
Europe as a whole.

24 For an early reference to the Dutch Disease, see Corden (1984).
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10.6 Concluding Remarks

It is possible to take both an up-beat as well as a pessimistic position with respect
to the possibility and potential of economic reconstruction of the Ukraine. We shall
outline both these two angles with respect to the outlook on Ukraine’s economic
development. In any case, the current military situation is such that it is impossible to
predict the length or intensity of the war over the coming years and any outlook on
Ukraine’s economy will heavily depend on this.

About the upside: EU candidate status, catching-up potential and restructuring
progress already achieved.

Let us start with the up-beat assessment: Firstly, the war itself has brought about a
change in perspective regarding the possibility of EU accession. It will not happen
overnight, but Ukraine has now been officially recognised as a candidate country for
EU membership. This means that Ukraine’s economic reconstruction will take place
in the context of such an EU accession perspective, bringing with it pre-accession
supports both in financial terms but also technical assistance to gradually align
Ukraine’s regulatory framework with the Acquis Communautaire as well as (at least
partial) inclusion already in EU programs such as the European Green Deal and an
intensified involvement in EU’s energy systems and in the trans-European (TRANS)
network programs. All of these are likely to give coherence to any plans for Ukraine’s
economic reconstruction and also involve significant support to improve institutional
capacity to implement such plans. The focus on EU accession and convergence in
institutional/legal terms should provide a basis for economic stabilisation and focus
efforts from the main actors (internal and external) towards this goal.

Secondly, the adaptation of economic structures to the new geo-political reality has
already started in the aftermath of the 2014/15 events: Russian annexation of Crimea
and its intervention in the Donbas region, leading to substantial trade reorientation as
well as the economic decline of what was once the industrial heartland of Ukraine’s
economy. In that sense the impact of the 2022/24 war is further speeding up the
structural and regional realignment of Ukraine’s economy. It means a much weaker
position of some of the traditional industrial sectors, specifically the iron&steel and
metals industries which used to account for a major part of the country’s exports. On
the other hand, it led to a much greater reliance on agriculture and the agro-food
industry which will likely have further scope to strengthen its position through
up-grading into processing and higher value-added segments. Furthermore, the IT
industry has expanded strongly and is now a major contributor to export earnings; this
industry (but also other service industries) opens up employment opportunities for
highly skilled persons and plays therefore an important role to cater for this segment
of the labour force and thereby slow down the brain drain. Also those who emigrated
keep in touch with domestic activities of this industry and they thereby contribute
towards its international reach.

Thirdly, pre-war Ukraine was plagued by very problematic governance structures
(in particular in the areas of rule of law and corruption) as well as entrenched
oligarchic power structures. There are a number of reasons why one could expect a
positive break in political and economic governance structures: the shock of the war
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weakened specifically oligarchic economic interests based in the East of the country
and strengthened the position of the presidency through its leadership role during
the war. Further, there is going to be a rather strong involvement of international
agencies (European Commission, IFIs, donor countries) in monitoring the use of the
significant funds that are likely to flow into Ukraine to support its reconstruction after
the war. It is difficult to make confident forecasts in this respect, but it is likely that
both civil society and international donors will exert strong pressures to improve the
situation with respect to transparency, rule of law and control of corruption. At least
for some time, the spirit of mobilising national efforts to successfully move towards a
path of economic, political and social renewal is likely to prevail.

Fourthly, we have the track record of those of the Central and Eastern European
countries which moved towards EU accession and are examples of successful
international catching-up processes in income terms. There was also improved
institutional development, even though there are also examples of back-sliding in a
number of countries (most notably in Hungary). It can be expected that Ukraine could
follow these experiences in that there is plenty of scope to gain from intensified trade
and production integration with the European economy, and from the role which
international investors can play in modernising production facilities and access to
markets. Given the legacies of the war (destroyed infrastructure, loss of people through
emigration, risk of continued military conflict) it is likely that such a catching-up
process will face big hurdles especially in the initial phases, but – in comparison to the
previous ‘transition countries’ – there is also the advantage that the institutional and
systemic changes associated with transition have already taken place to an important
extent. Ukraine, after all, starts to embark on its accession process well after the shift
away from a planned economy system. The adoption of the AA/DCFTA furthermore
speeded up regulatory convergence with the EU. The pre-accession phase – if well
handled – has the potential to encourage reforms as it focuses society’s interests
towards achieving this aim.

On the downside: very high costs of reconstruction, demographic decline and
questions over investment attractiveness

We now move to the other side of the coin which leads one to a more sober
assessment of the scenario of a fast and successful recovery (and restructuring) of the
Ukraine economy and polity:

Firstly, what we consider the most important factor which might hold back
economic recovery, is the dramatic ‘demographic shock’ which the Ukraine has
experienced: the estimates are about 6 million internally displaced persons plus about
5 million persons having emigrated abroad, mostly women and children (September
2023 estimates). This comes on top of the demographic decline which was also
apparent before the start of the current war: Ukraine had a population of over 50
million in the mid-1990s which fell to about 42 million at the start of the war and
– accounting for recent emigration – stands now at about 35 million. This decline
has been due to a long-term low fertility rate (about 1.3 children per woman) and
emigration due to a widening income gap with neighbouring CEE countries (Poland
in particular) also before the war. Furthermore, the conflict since 2014 has led to
depopulation in regions in which military conflict was most acute and in regions close
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to these. The age profile of the population has deteriorated strongly, putting strong
pressures on the social security (pension and health) system long into the future.
Furthermore, as is common in most migration flows, the composition of migrants
is biased towards the young and the more highly skilled which is likely to have a
significant impact on the (size and quality) of the domestic labour force. Of course,
there can be ‘return migration’ of a significant share of those who migrated, but the
longer the military conflict lasts (and hence the integration of young families and
children in host countries proceeds), this becomes less likely. It will therefore be
extremely important to initiate effective policy initiatives to attract especially the
more highly qualified to return to the country as well as to keep in close contact with
the sizeable and growing diaspora.

Secondly, given the experiences of other catching-up economies – we consider
the role of foreign investors as very important in the task of restructuring and
modernisation of Ukraine’s economy. However, there are a number of reasons why
it might be difficult to attract foreign investors at least over the medium-term: first,
there is the ‘risk’ of continued military conflict that will deter foreign investors. In
this respect there is a strong case to advocate internationally funded ‘risk insurance’
schemes which cover some of the risks which international investors and traders
will encounter in Ukraine even when a cessation of the most intense phase of the
conflict has taken place. Secondly, the Ukraine will start its recovery with a lot of
destruction of its infrastructure, major damages to the housing stock, and potentially
a strong mismatch between regional labour needs and the availability of adequately
trained work forces (see Giacomo, Tito, Kudlyak and Zholud (2022)). Thirdly, there
is the issue of those institutional factors which also deterred foreign investment in
the past (rule of law, corruption, market structures and political influence skewed
towards oligarchs) and these will take time to rectify. Lastly, the regions which will
need economic reconstruction and modernisation the most will be the regions in
(or close to) those regions that were heavily affected by the military conflict, with
the most destruction of its infrastructure, most displaced persons and the most risk
of continued conflict, hence the least attractive for international investors. These
regions will have to rely mostly on public investment, public supports for training
and education, special schemes to incentivise return migration, and they need to be
covered most heavily by ‘risk insurance’ schemes.

Thirdly, quite a few studies (see Becker et al. (2022); Bogdan, Landesmann and
Grieveson (2022); Kirkegaard, Kleine-Brockhoff, Stokes and Ganster (2022); World
Bank (2024)) have calculated the necessary funds for the economic reconstruction
of the Ukraine which will be very high: the estimates range from 400 bn – 1 tn
USD over about a ten-years-period. The finance of these funds is far from clear
at this stage, as the international community (US, EU, G7) is mostly concerned
with still covering the most urgent budgetary needs to support current vital social
and administrative services apart from military needs. However, major pieces of
analysis have already discussed detailed sectoral plans as well as priority areas of
economic restructuring of the Ukraine (see Gorodnichenko, Sologoub and Weder
(2022); Bogdan and Jovanivic̀ (2023)). There are also suggestions regarding the
institutional set-up of such a reconstruction effort and how to deal with coordination
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of the multiplicity of donor countries and institutions. It is fair to say that we are still
far away from having a clear idea where the finance for the massive funding needs
will come from and how problems of coordination, but also Ukrainian ‘ownership’
of such programs will proceed given institutional deficiencies in the country which
might still persist after the war (there are institutional initiatives in this direction as
well sets of detailed proposals; see e.g., Commission, 2022).

Fourthly, there is another issue which we learnt from the experiences of the
‘transition countries’ and this refers to macroeconomic imbalances which emerge in
the process of economic restructuring and catching-up. The economic reconstruction
of the Ukraine will – over a considerable period – be likely accompanied by persistent
trade deficits as – initially – there will be very strong import demand and domestic
production (and export) capacities will have taken a hit and will take time to recover.
On top of that, the considerable inward financial flows which will support the
reconstruction effort together with significant remittances of a sizeable Ukrainian
diaspora may exert an upward pressure on the Ukrainian hryvnia exchange rate which
can be detrimental for competitiveness and the build-up of export capacities. We
have seen such developments in a range of transition countries, particularly in the
Balkans which have experienced long-term balance-of-payments problems. It will
be difficult to counter these pressures unless there is a special focus on supporting
the tradable sector (such as focussed efforts to support integration into cross-border
production networks through regionally differentiated industrial policy measures
including infrastructure, training, FDI supports, etc.), measures to avoid domestic real
estate booms and channelling remittance flows at least in parts towards investment
and business start-ups.

Finally, the speed and indeed the very commitment to Ukraine’s EU accession are
far from settled. The example of the terribly protracted process of EU integration of
the Western Balkans (let alone Turkey) should be a warning sign, also with respect to
the political repercussion such long delays and indecision of EU partners can cause
in candidate countries. The pre-accession phase can (as the track record of previous
accessions shows) be a successful period of institutional reform and economic
catching-up if credible milestones are set and consistency in conditionalities and
timelines is maintained. It will also be important that - already in the pre-accession
phase - new schemes of fast integration into major EU programs (EU regional
and industrial policy, educational exchange and research collaboration, transborder
infrastructure development, Green Deal) are developed and offered so that Ukraine
(and other candidate countries) can – from the point-of-view of integration into such
schemes – be considered already a ‘quasi-EU member’ country even when it still has
candidate status.
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