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One year after the breakout of t he global financial 
crisis, economic activity and financial markets in 
the EU10 region have stabilized.  Yet, most 
countries undergo large contractions this year, and 
the recover y is likely to be feeble and un even. 
Strengthening economic prospects requi res 
concerted policy actions to mitigate the impact of 
the crisis, unwind economic imbalances and 
advance structural reforms.  

The economic situation has improved markedly 
over the last six months in a number of areas. 
First, the EU10 economies have bottomed out. The 
region is expected to contract by about 4.2 percent 
for the whole of 2009, in line with the outcome for 
the first half of the year. Trade flows have 
stabilized for the last few months, and current 
account deficits have narrowed in most  countries, 
and turned to current account surpluses in the case 
of the Baltic countries.  The EU economic 
sentiment index has improved continuously for the 
last six month s. Second, a meltdown of the 
financial system  has been avoided, as parent banks 
have maintained exposure to the region. Equity 
markets have rebounded, and are in some 
countries not far off pre -crisis levels.  Non-
performing loans have increased only moderately, 
and exceed 10 percent only in Latvia and 
Lithuania.  The bond market is active, with 
issuances of US$16 billion during the first nine 
months of 2009 in emerging EU10 countries, about 
the same amount as in the same period last year. 
Yield curves have steepened, and returned to pre -
crisis levels in the Czech Republic and Poland.  
Finally, employment has held up relatively well. 
While unemployment rose by one million  over the 
last  year, the percentage decline in employment  in 
most countries is smaller than the  percentage drop 
in output.  

The worst of the recession may be over, but the 
recovery is far from robust and certain.  The 
countries of Bulgaria, Romania and Central Europe 
ñ with the exception of Poland ñ are expected to 
contract in 2009 by around 4 to 8 percent, and the 
Baltic countries by around 14 to 18 percent. 
Regional growth in 2010 could be as low as 1 
percent.  There are some upside risks to these 
projections, such as pent -up demand, faster -than-
expected restocking, a quicker rebound of demand 
due to the low interest rate environment, and 

strong multiplier effects from EU funded  
investment projects.  Nevertheless, downside risks 
dominate.  Medium -term growth prospects look 
weak as the recovery is not yet private -demand 
driven and potential growth is lower than before 
the crisis .  First, a sustainable recovery in the EU15 
is needed to support exports, spur credit growth 
and strengthen job prospects in the EU10.  Yet, 
growth in Western Europe still relies more on fiscal 
stimulus, central bank support and inventory 
adjustment than on a recovery in private demand. 
The upswing in EU10 exports could be sluggish as 
households in destination countries reduce their 
consumption to cope with tighter budgets, rising 
unemployment and the need to rebuild their 
assets.  Second, the economic crisis is likely to 
lower potential output in the EU10 c ountries.  The 
regionõs productive capacity has suffered due to 
weak gross capital formation, as firms struggle to 
reduce excess capacity, and a higher cost of 
capital curtail s investment , as banks in advanced 
countries continue to write -down loans and credits.  
In addition, a persistent decline in labor demand 
could raise structural unemployment, as the skills 
of the unemployed get eroded.  Furthermore, t he 
EU10 regionõs medium-term recovery will have to 
rely less on domestic demand and more on exports 
than in the past, because financing of current 
account deficits will be harder to come by and 
sectors like finance and construction are likely to 
shrink relative to other sectors in some countries.  
Yet, the rebalancing of global demand will make it 
difficult t o boost exports.  

Governments face the difficult challenge of 
reconciling three objectives: to protect priority 
programs for economic and social development so 
that growth prospects are enhanced and social 
costs of the economic crisis mitigated; to exit from  
anti -crisis policies and ensure fiscal consolidation 
once the recovery is under way to make room for a 
private sector led recovery; and to improve 
policies, regulations and coordination to prevent 
such crises in future.  Further structural reforms, 
in lin e with the Lisbon agenda, can help to boost 
potential growth and facilitate the large fiscal 
consolidation.  As part of the adjustment efforts, 
for some countries with multilateral support , 
coordination with other EU countries and trade 
partners is crucial  to leverage benefits from 
market integration.  
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Recent Developments  and Outlook  

Output  

After the sharp contraction following  the breakout of the global financial crisis in 
September 2008 , economic activity in the EU10 region has stabilized in the second half of 
2009.   Led by resurgence in Asia, the global economy is on the road to recovery  (Table 1). 
Growth has resumed in a number of large  EU economies in the second quarter of 2009. For the 
EU10 region, the incipient recovery in high -income 
countries is supporting exports, and the rising 
confidence in global financial markets is sustaining a 
rebound in capital flows.   

While the outlook has improved, the latest GDP 
figures still make grim reading.  The recession 
deepened in the second quarter of 2009 in most of 
EU10 countries in response to the difficult external 
environment and tighter credit conditions. Year-on-
year growth dropped from -3.8 percent in the first 
quarter of 2009  to -4.8 percent in the second quarter 
2009, compared to  a reduction from -5.3 percent to -
5.6 percent, respectively, for  the EU15 (Figure 1). The 
EU10 countries fall into three groups with regar d to 
their recent growth performance . Poland is the only 
EU country whose economy has expanded throughout the last three quarters .  The second 
group comprises the other central European countries and Bulgaria and Romania, with year -on-
year contraction s of 5 to 10 percent of GDP. The Baltic countries, where the output contraction  
started in 2008, make up the third group, with declines of 15 to 20 percent of GDP.  

Figure 1. EU10 countries and EU15 GDP growth , percent, year -on-year, nsa  

  
Source: Eurostat, World Bank staff calculations   

The scale of the contraction is linked to a number of factors .  This includes the degree of 
trade openness, the export composition, the exchange rate regime and the magnitude of 
macroeconomic imbalances, and the reliance on growth in sectors such as finance, construction 
and automobile exports  prior to the crisis. In particular, countries with the largest initial 
imbalances, as reflected in current account deficits, inflation and bank -related capital i nflows, 
have seen the largest economic adjustments in the first half of 2009  (Figure 2, Figure 3).  
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Table 1. Global growth prospects , 
percent  

 
2009 2010 2011 

World -1.1 3.1 4.2 

    United States -2.7 1.5 2.8 

    Japan -5.4 1.7 2.4 

    China 8.5 9.0 9.7 

European Union -4.2 0.5 1.8 

    EU15 -4.2 0.4 1.5 

    EU10 -4.2 0.9 3.6 
 

Source: IMF, World Economic Outlook 
October 2009, World Bank staff 
calculations  
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Figure 2. GDP growth in 1H 2009 vs. current 
account balance in 2008  

Figure 3. GDP growth in 1H 2009 vs. bank -
related capital inflows in 2Q 07 -1Q 08 

  
Source: Central Banks, Central Statistical Offices, World Bank staff calculations  

Investment and domestic consumption, with the exception of the Czech Repu blic, Poland 
and the Slovak Republic, fell in the downturn . The downturn was largely driven by a sharp 
contraction in  investment , as companies scaled down their production capacities in view of low 
access to financing and uncertainty about future prospects . The contribution of i nvestment to 
GDP growth declined across the region, and the year -on-year reduction reached double-digits 
in all EU10 countries aside from Poland, the Czech Republic, the Slovak Republic and Romania 
(Figure 4). Private consumption held up better, especially in Poland, the Czech Republic and 
the Slovak Republic, where it was supported by modest inflation, stable wages, and  still largely  
robust labor markets . Public consumption boosted growth in most countries , as governments 
bolstered the economy with a nti -crisis measures. Large declines in domestic demand led to 
increasing net exports even as exports fell  with the exception of the Czech Republic .  

Figure 4. EU10 countries and EU15 GDP gr owth , percent  

 
Source: Eurostat, World Bank staff calculations   

High-frequency indicators suggest that economic activity will remain stable or expand 
moderately in the second half of 2009, on the back of a recovery in Western Europe and 
other major eco nomies.  The EU10 economies are set to contract year-on-year by around -3.9 
percent  in the second half of 2009 relative  to -4.4 percent during the first half of the year .  
Overall, t he EU10 countries are expected to contract by -4.2 in 2009, just like the E U15 
countries.  Growth is supported by a rebound in trade and manufacturing, a turn in the 
inventory cycle, a rise in equity values, and improvements in business and consumer 
confidence. In particular, the EU economic sentiment indicator has improved for s ix month s in 
a row since March 2009 for both EU15 and EU10, and in  case of t he EU15 economies is now only 
15 percent off its long -term average value  (Figure 5).  
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Figure 5. EU10 and EU15 economic  sentiment indicator  (long term average = 100)  

  
Source: European Commission, World Bank staff calculations  
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Trade  

EU10 trade flows have stabilized at low levels  across the region .  With the global economy 
moving toward s recovery, export s are slowly reviving from their steep falloff early in the year . 
Export  growth has bottomed out at just over ð20 percent year -on-year in the last few months . 
While t his mirrors the performance of the EU15 region, export growth from early 2007 to late 
2008 was more than 10 percentage points higher in the EU10 region than in the EU15 region .  
All EU10 countries have seen sharp downward adjustments in export growth over the last year  
(Figure 6). The drop is the largest in Lith uania and smallest in  Hungary. Import growth has 
stabilized at levels even lower than for export growth  (Figure 6 and Figure 7). Import growth of 
the EU10 region leveled off at ð30 percent year -on-year, some 10 percentage points below 
export growth . 

Figure 6. Exports performance of EU10 , 
3mma, percent, year -on-year  

Figure 7. Imports performance of EU10 , 
3mma, percent, year -on-year  

  
Source: Eurostat, World Bank staff calcul ations 

The adjustment in trade balances is leading to a welcome improvement in current account 
balances (Figure 8). The dwindling of capital flows has made large current account deficit 
untenable for EU10 countrie s. Current account deficits are projected to contract significantly 
or, in the case of the Baltic States, to turn into surpluses.  

Figure 8. Current Account Balances , percent of GDP  

 
Source: IMF World Economic Outlook, October 2009, World Bank staff calculations . 

Notes: According to the latest forecasts of the Ministry of Finance , the current 
account deficit in Slovakia in 2009 should not exceed 6 percent of GDP . 
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Inflation  

Inflation in the EU10 region has fallen sharply in li ne with the rise in the output gap , similar 
to trends in the euro area  (Figure 9). However, the pace of the decline differs according to 
the exchange rate regime . The reduction in inflation is more pronounced for c ountries with 
fixed exchange rates, as improvements in competitiveness require òinternaló devaluations, i.e. 
downward adjustment in domestic wages and prices  (Figure 10).  In the Baltic countries and 
Bulgaria, i nflationary pressure s continued to ease under sharp domestic demand contraction 
and labor market adjustments . As a result, inflation declined from double -digit rates a year ago 
to around 2 percent in August . Estonia recorded deflation for the last 3 months . While output 
may have started to stabilize in the Baltic countries , the slack in the labor market is expected 
to grow, which will support further disinflation later in 2009.  Meanwhile, inflation in the 
countries with floating exchange rates remained stable or even picked up, as in the case of 
Hungary and Poland.  The moderation in inflationary pressures through  weakening domestic 
demand and labor market easing was offset by the lagged effect of depreciating currencies 
which put upward pressure on prices  from rising import pr ices and higher export demand. In 
addition , prices rose due to a VAT increase in Hungary and higher administered prices in 
Poland.  As investor sentiment and risk appetite improved, by early October 2009 the 
currencies reached levels seen in January 2009, some 13 percent (for the Czech koruna) to 27 
percent (for the Polish zloty) below the peaks from summer 2008 (Figure 11). Among others, 
the appreciation of the koruna in the course of the spring 2009 has contributed to a recent 
decline in headline inflation to around zero in the Czech Republic. Apart from Bulgaria and 
Slovenia, all EU10 countries experienced deflation on a month -to-month basis in August 2009. 

Figure 9. HICP1 overall index for  EU10 and EU15, annual rate of change, percent  

  
Source: Eurostat, World Bank staff calculations  
 

Figure 10. HICP of peggers vs. floaters, annual 
rate of change, percent  

Figure 11. Exchange rates vs. Euro for 
count ries with floating exchange rate system , 
August 2008=100  

  
Source: Eurostat, World Bank staff calculations  Source: Reuters, World Bank staff calculations  

  

                                                 
1 HICP is a harmonized index of consumer prices. 
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Finance 

The stabilization of f inancial markets is continuing  with a return in confidence and ri sk 
taking . Strong policy action has helped to avoid a systemic regional crisis in the face of the 
global financial crisis , as discussed in the policy section of the report . Parent banks have 
continued to support their subsidiaries and viable local banks ha ve managed to stay in business. 
Strong parent and subsidiary links have proven to be a source of resilience in the region, as 
cross-border flows to the region contracted less s harply than in other emerging economies in 
Eastern Europe and Central Asia.  

Global equity and bond markets have moved up quickly  and yield curves steepened  (Figure 
12). This has led to a falloff in the volatility of stocks as well as a compression of bond spreads 
for emerging markets. Interba nk markets have stabilized  as counterparty risk has eased.  U.S. 
LIBOR-OIS spreads which had peaked at 350 basis points have fallen to close to 10 points, well 
within their historical trading range. The VIX volatility index dropped from 80 in October 2008 
to 25 at present  (Figure 16). Longer-term bond yields in the euro area are similar to pre -crisis 
levels. Emerging-market bond spreads now stand at 311 basis points, the narrowest since 
September 2008, although there still remains a  significant country differentiation .  

Figure 12. Yield curves for selected countries , percent  

  
Source: Bloomberg, World Bank staff calculations  

 

Figure 13. EU10 3M interbank rates , percent  Figure 14. EU10 3M interbank rates spreads 
over 3M Libor EUR, basis points  

  
Source: Bloomberg, World Bank staff calculations  Source: Bloomberg, World Bank staff calculations  

Bond issuance and equity placements have recovered , but syndi cated bank lending 
continues to decline. For emerging economies, total bond inflows are down only 11 percent 
over the first three quarters of 2009 year -on-year. This reflects a rise in publicly -owned 
corporate and sovereign bond issuance that has been more than offset by a 40 percent decline 
in private corporate bond sales. In contrast, syndicated bank lending has plunged over the 
same period, declining 93 percent for public borrowing and 80 percent for private borrowing. 
Similarly, out of the US$7.2 billion gr oss capital flows to emerging EU10 countries (Baltic 
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countries, Bulgaria, Poland, Romania  and 
the Slovak Republic) in the third quarter 
of 2009, some US$6 billion was bond 
issuance. Bank lending was only US$800 
million, compared to US$10 billion in the 
fourth quarter of 2007. In the Baltic 
countries, non -debt creating capital 
inflows fell sharply, although Lithuania 
benefited from large investments in the 
oil -refining industry . For example, direct 
investment in Estonia was the lowest of 
the past fifteen ye ars. Non-debt creating 
capital inflows to Bulgaria and Romania 
halved in the first half of 2009 as 
investments in real estate plunged.  

As investors remain concerned about the availability of external financing and the 
instability of the exchange rate, interest rate  spreads remain elevated for many EU10 
countries  (Figure 13, Figure 14).  While short-term interbank rates have come down  across the 
region, the spreads of 3-month rates in interbank markets declined in the last six months only 
in Bulgaria, Estonia, Hungary and Romania. 

Figure 16. Change in VIX and Libor -OIS since 
Oct. 2008 , basis points  

Figure 17. Change in external debt structure 
compared to end -2008, in percentage points  

  
Source: Reuters, World Bank staff  calculations  

Notes: VIX (volatility index ) indicates the  expected 
volatility of the S&P 500 stock index for the next 
thirty days ; Libor -OIS is a barometer of money 
market distress.  

Source: Central Banks, World Bank staff calculations  

Note: Public external  debt includes General 
government and Monetary authority. Slovakiaõs public 
debt change is off the chart because it exceeds 30 
percentage points as a result of a negative balance on 
the NBS-ECB-TARGET2 account (a special account of 
NBS for receivables and liabilities vis -à-vis other 
central banks within the Eurosystem ).  

The adjustment in capital flows is also visible in the change of the external debt structure.  
Public external debt as percent of GDP is rising with  higher fiscal needs and lower output , 
while private external debt is declining , partly in line with the corrections in the current 
account balance.  From end -2008 to June 2009, short-term debt as percent of GDP decreased 
across the region with the exception of the Slovak Republic and Hungary  (Figure 17).  

Gross reserves increased in a number of countries , including Hungary and Poland, and 
remained stable in Romania.  This reflects a pick -up in capital flows, reduction in external 
financing needs, and support from inter nati onal partners .  The allocation of additional special 
drawing rights by the IMF in September 2009 has boosted further countriesõ gross reserves. The 
total support amounted SDR 5.7bn (about USD 9bn), two thirds of which went to Poland, 
Hungary and Romania. 
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While the grip of the economic crisis is easin g, credit to the private sector  is shrinking.  
Credit growth turned negative in the Baltic countries  (Figure 18).  These trends reflect tighter  
lending standards, funding difficulties, weaker consumer sentiment , and cutbacks in 
enterprisesõ expansion plans in view of uncertain economic prospects.  However, GDP growth 
declined even faster than credit aggregates in the  euro area, which sends mixed signals about 
the extent to which supply constraints are affecting  credit at this point ( see Focus Note on 
Credit Crunch or Weak Demand for Credit?).  

Figure 18. Credit growth to non -financial enterprises , percent, year -on-year  

  
Source: European Central Bank, World Bank staff calculations  
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Employment  

The recession has worsened labor market outcomes.  Employment growth was negative in all 
EU10 countries and wage pressures ð with the exception of Bulgaria - moderated in the second 
quarter of 2009  (for detai led data see Statistical Annex) .  Unemployment rates in the EU10 rose 
from 6.1 percent in August 2008 to 8.1 percent in July 2009, or from about 2.9 million to 3.8 
million  persons (Figure 19). Return migration of the over one mill ion workers from EU10 
countries who moved to crisis -hit countries such as the UK, Ireland and Spain after 2004 is 
heightening the pressure in domestic labor markets . 

Figure 19. Harmonized u nemployment rates , percent  

  
Source: European Central Bank, World Bank staff calculations  

Across the region , the deterioration in the labor market was more modest than the 
deterioration in economic activity. Nevertheless, t he double-digit contractions in the Baltic 
countries resulted into a m ore than doubling of the unemployment rate over the last year , 
relative to high initial employment rates in Estonia and Latvia . The impact of the reduction in 
trend growth on unemployment rates in Poland, the Czech Republic, the Slovak Republic and 
Romania has been particularly subdued. The changes in unemployment at the subnational level 
suggest that the crisis has affected leading regions more severely than lagging regions , 
including remote rural areas . However, capital cities have held up well due to the  more diverse 
economic structure and stabilizing impact of public sector employment, with the exception of 
the Baltic countries, where they have been hit by the downturn in the financial, real estate 
and construction sectors  (see Focus Note òRegional unemployment impacts of the global 
financial crisis in the EU10 countriesó). 

The economic crisis is affecting foremost workers  with  a basic education level and limited 
work experience, most of whom are young.   Unemployment rates for workers aged 15 to 24 
increased twice as much compared to the overall increase. As a result, almost one third of the 
economically active population below 24 years of age is unemployed in the Baltic countries, 
and around one quarter in Hungary and Slovakia (Figure 20).  

Figure 20. Change in unemployment rate 
from June 2008 to June 2009 by age  

Figure 21. Year-on-year growth in output 
and employment in the 2 nd Quarter 2009  

  
Source: Eurostat,  World Bank staff calculations  Source: Eurostat,  World Bank staff calculations  
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Outlook  

The rebound  of  the global economy has started, but the recovery in the EU10 region could 
be weak. Governments and private sectors will need to rebalance their balance sheets and 
reduce excessive reliance on foreign savings. The region will need to adjust to less capital 
inflows and use them more productively.  

Future growth is likely to be lower than in pre -crisis years.  EU10 countries are projected to 
contract by around 4.2 percent in 2009, 
and to grow by around 1 percent in 2010 
and 3.6 percent in 2011, down from 3.9 
percent in 2008 and around 6 percent  in 
2007 (Figure 22). While growth in 2010 and 
2011 in the EU10 region is likely to be 
higher than in the EU15 region, the growth 
differential compared to the pre -crisis 
period is reduced by about  1.5 percentage 
points.  Furthermore, the outlook is weaker 
for EU10 countries with the largest initial 
macroeconomic imbalances, as discussed 
previously. Large output gaps and modest 
increases in commodity prices are  set to 
keep inflation subdued, and weak domestic 
demand and shallow capital flows are likely 
to maintain current account deficits at sharply reduced levels compared to before the crisis.   

Table 2. Macroeconomic Forecasts for EU10 countries  

    GDP growth  
(yoy percent change) 

Inflation rate  
(annual percent change) 

Current Account Balance 
(percent of GDP) 

   2009 2010 2009 2010 2009 2010 

BG 
Government -6.3 -2.0 2.3 2.2 -11.0 -8.0 

IMF -6.5 -2.5 2.7 1.6 -11.4 -8.3 

CZ 
Government -4.3 0.3 1.1 1.1 -2.0 -0.9 

IMF -4.3 1.3 1.0 1.1 -2.1 -2.2 

EE 
Government -14.5 -2.0 -0.1 0.2 2.1 3.6 

IMF -14.0 -2.6 0.0 -0.3 1.9 2.0 

LV 
Government -18.0 -4.0 3.5 -3.7 6.5 8.1 

IMF -18.0 -4.0 3.1 -3.5 4.5 6.4 

LT 
Government -18.2 -4.3 3.6 -3.0 -0.7* 5.0* 

IMF -18.5 -4.0 3.5 -2.9 1.0 0.5 

HU 
Government -6.7 -0.9 4.5 4.1 -3.0 -3.4 

IMF -6.7 -0.9 4.5 4.1 -3.0 -3.3 

PL 
Government 0.9 1.2 3.6 1.0 -1.8 -3.4 

IMF 1.0 2.2 3.4 2.6 -2.2 -3.1 

RO 
Government -7.7 0.5 5.5 3.7 -4.6 -4.8 

IMF -8.5 0.5 5.5 3.6 -5.5 -5.6 

SI 
Government -7.3 0.9 1.0 1.5 -0.2 0.0 

IMF -4.7 0.6 0.5 1.5 -3.0 -4.7 

SK 
Government -5.7 1.9 1.2 2.6 -5.8 -5.2 

IMF -4.7 3.7 1.5 2.3 -8.0 -7.8 
 

Source: IMF, World Economic Outlook October 2009, Official government forecasts valid as of October 20, 
2009 

Notes: * For Lithuania CAB is only trade balance of goods and  services. 

Figure 22. GDP growth forecasts for EU10 and 
EU15, percent  

 
Source: Eurostat,  World Bank staff calcula tions 
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A number of factors suggest the growth projections  from Table 2 could be too modest .  Low 
inventory levels, pent -up demand, and low interest rates could support a rebound of the 
economy. For example, the  ongoing inventory adjustment could proceed more quickly than 
many firms anticipate, which could prompt a faster recovery in orders. In addition , 
productivity, human capital, increased access and utilization of EU funds and convergence with 
the European Union, supported by structural reforms, provide a powerful engine of growth.  

Yet, the downside risks to the projections are likely to outweigh upside risks , as robust 
growth is likely to return only once investment and exports rebound and consumer 
confidence  is restored . First, in view of the deep trade and finan cial market integration, a 
sustainable recovery in the EU15 is needed to support exports, spur credit growth and 
strengthen job prospects in the EU10. Even though prospects for some of the largest econo mies 
in the EU are brightening, growth in Western Europe still relies more on fiscal stimulus, central 
bank support and restocking than on a recovery in private demand. The EU15 economies are set 
to emerge only slowly from the sharp and synchronized  economic contraction triggered by the 
massive trade and financial shock. The upswing in EU10 exports could be sluggish as households 
in destination countries reduce their consumption to cope with tighter budgets, rising 
unemployment  and the need to rebuild their assets. Furthermore, the prospects for an export -
led recovery in Europe depend on a rebalancing of global demand to emerging Asia , which 
might be shortlived  or insufficient to offset lower demand in advanced economies .  

In addition, investment is likely to ga in strength only slowly, held back by excess capacity 
and financing constraints , as banks in Western Europe and North America continue to 
write -down loans and credits .   Non-performing loans are increasing in the wake of rising 
corporate defaults and unempl oyment.   This can weaken bank balance sheets, prolonging the 
ongoing credit contraction in the region. As credit quality declines further because more 
households struggle with falling income and more firms enter bankruptcy, banks will be less 
willing or ab le to support the recovery. This would lead to negative feedback loops between 
parent banks and their affiliates abroad as well as the real and financial sectors.   Banksõ 
capacity to take on more risk is also limited , as balance sheet cleaning and recapita lization is 
yet to be completed. Estimated  external debt refinancing needs in 2010 are still high in some 
countries, which expose the region to risks of exchange rate instability and accelerated 
retrenchment in cross -border lending.   

Finally, maintaining p otential output growth  depend s on successful structural reforms in 
areas such labor markets, education, and business climate.  As discussed below in the section 
on structural policy , t he consequences of the crisis could also loom long, because financial 
crises can damage the supply capacity of the economy.  The loss in potential growth could be 
compensated at least in part by accelerating the implementation of the Lisbon agenda, which 
has so far been lagging. 
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Policies for Recovery  

Financial and Mone tary Policy  
 
The economic crisis poses significant risks to the private sector. In spite of the recent 
improvements in global financial markets, heightened financial strains could return .  As 
international investors take a closer look at the vulnerabilitie s of emerging economies, there is 
a large premium on strong domestic policies.  While financial markets may have under -priced 
the risks relative to the fundamentals in the region prior to the crisis, this under -pricing has 
now disappeared.  This requires a forceful and coordinated policy response aimed at providing 
financial institutions with access to liquidity, recapitalizing viable but weak institutions, 
facilitating corporate debt restructuring and resolution, and stepping up supervision, regulation 
and consumer protection.  In view of the large foreign ownership of the banking system, this 
requires close coordination with authorities and banks from EU15 countries.  
 
As the slowdown in economic activity reduces profit margins of the corporate sector and 
incomes of households, non -performing loans are likely to increase .   Together with low 
profitability , or loss-making in some countries, of the banking sector , this  could deteriorate 
capital adequacy ratios, which in turn would curtail credit to the private sector.  Indeed, NPLs 
have increased across the region, rising for example in Latvia from 3.6 percent at end -2008 to 
over 10 percent in March 2009 (see Figure 54 in Focus Note on bank credit losses).  However, 
based on the experience of previous severe banking crisis, rough calculations suggest that 
credit losses as percent of GDP are likely to remain below those of previous banking crises, 
partly because NPLs at this stage of the crisis still remain below levels observed in other 
banking crises.  Governments should follow through on their programs aimed at lowering the 
risk of credit default of the most vulnerable households. Much of the rapid expansion of credit 
in the EU10 countries was driven by the household sector. This makes households vulnerable to 
default, although household indebtedness is still low  in some of the countries  (see Focus Note 
on Bank credit losses). 
 
The reliance on cross -border funding has exposed banks in Bulgaria, the Baltic countries, 
Hungary and Romania, to potential balance sheet pressures of their parent banks in their 
home markets .  Fortunately, to date, subsidiaries of foreign banks have largely maintained 
their exposure.  In the Baltic countries, where the economic downturn was strongest during the 
last year, financial sector stability continues to be supported by the Nordic parent banks' strong 
commit ments to finance their branches and subsidiaries.  Banking sector capitalization is in 
general satisfactory.   Nevertheless, foreign capital inflows are likel y to remain more modest in 
the future  and weakening credit quality and declining profitability could erode capital buffers.  
This is likely to restrain credit growth to the enterprise sector  going forward.  
 
Increased official financing and regional coordinatio n between private and public agents 
have helped to avert a systemic banking crisis in the region .   The Committee of European 
Banking Supervisors, supported by the ECB, has undertaken unified financial  sector stress 
testing of 22 major European banking grou ps, many of which are active  in the EU10 region.  To 
help close some external financing gaps created by the crisis and ease the burden of 
adjustment, the IMF, EC and World Bank have provided substantial support.  The Joint 
International Financial Institutions Action Plan of the EBRD, EIB and WB in support of banking 
systems and lending to the real economy in Central and Eastern Europe launched in February 
2009 has made available EUR16 billion in crisis-related financial support for fi nancial sectors in 
the regi on. Under the European Bank Coordination Initiative  supported by the IMF and EC, 
home and host governments have discussed broad principles for the burden sharing of 
refinancing and recapitalization of the international banks and their subsidiaries between home 
and host countries, in addition to signed commitments from the banks with regard to 
refinancing and recapitali zation and from individual governments with regard to policies.   
Large-scale financial rescue packages in Western Europe, together with c onti nued foreign 
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private bank involvement with respect to both capital and rollovers , have lessened the need 
for domestic public interventions in the EU10 countries.  Overall, financial rescue packages in 
the EU amount to nearly EUR 4 trillion. Of this, about EUR 26 billion originates from the EU10 
region.  
 
In June 2009, the EU has begun overhauling financial stability arrangements by setting up 
two new committees.   The European System of Financial Supervisors will bring together 
national supervisors with indep endent European Supervisory Authorities to coordinate 
regulation and supervision of cross-border institutions; and the European Systemic Risk Board 
will identify systemic risks and r ecommend ways to address them. 

Monetary policy has so far followed an easi ng cycle . As financial stability concerns 
moderated, policy rates were cut by a cumulative 2 50 basis points in Hungary and 150 basis 
points in Romania from June 2009 to late September  2009.  Policy rates in Poland and the 
Czech Republic were also reduced, although from much lo wer levels.  This followed ECBõs 
lowering of its policy rate by 325 basis points to 1 percent.  The large share of foreign currency 
loans and the large interest rate differential between FX and domestic currency loans have 
somewhat lim ited the effectiveness of the transmission mechanism of monetary policy in some 
countries.  However, the policy stance may shift once  the output gap declines and inflation 
pressures rise, including from global energy prices , even though central banks are l ikely to 
remain wary of excessive foreign exchange appreciation which could undermine growth. Global 
oil prices have so far remained below respective 2008 levels, bringing downward pressure on 
prices. With the improved global growth prospects, oil prices h ave picked up from the lows in 
early 2009 to reach levels of around $70/barrel since July 2009.  This may contribute to a pick -
up in inflation by early 2010.  It is important to note, that the impact of the financial crisis on 
potential output could be dif ficult to quantify , which leaves monetary policy makers with high 
uncertainty regarding the assessment of inflationary pressures in the economy.   Nevertheless, 
while EU10 central banks have to tread careful in view of volatile exchange rates and capital 
fl ows, their policy stance could remain supportive of a recovery as long as the recovery remains 
uncertain and inflation subdued.  

  



16 

 

Fiscal Policy  

Fiscal Deficits  

After years of improving fiscal balances on the back of a strong economy, most countries in 
the EU10 region are now facing large and growing fiscal deficits. Fiscal deficits are now on 
the rise, mainly because public revenues shrink with falling imports and manufacturing 
production, declining assets prices, and worsening tax compliance . Public expend itures are on 
the rise due to higher outlays for unemployment benefits and social spending. 

Faced with declining revenues an d higher spending pressures, EU 10 countries have 
undertaken substantial adjustments in fiscal policies  (Table 3).  Exercising a difficult 
balancing act between supporting the recovery and ensuring fiscal sustainability,  governments 
have typically allowed automatic stabilizers to operate for both revenues and expenditures, 
propped up the financi al sector without major up -front fiscal cost, and restrained from large 
discretionary expansionary fiscal measures.  With the exception of Bulgaria and the Czech 
Republic, all EU10 countries have adopted supplementary budgets to accommodate higher 
fiscal deficits during the course of 2009. With the exception of Poland , Slovenia and the Slovak 
Republic, all EU10 members have frozen, or cut, public wages in either 2009 and/or 2010 , and 
a number of countries have taken steps to limit increases in public pension s. Public 
employment cuts have been implemented or planned in the Baltic  countrie s, Bulgaria, Poland 
and Romania. In addition  all countries have adopted revenue measures. However, relative to 
the original 2009 budget laws, only the Governments of the Baltic co untries expect  to increase 
revenues relative to a declining GDP in their supplementary 2009 budgets or 2010 draft budget 
for state or general government, while expenditures remain unchanged or increase across all 
countries. Fiscal policy plays a crucial r ole for lowering aggregate demand in the Baltic 
countries in view of the pegged exchange rates and the need to reduce large current account 
deficits.  

Table 3. Government measures in 2009 and 2010 budgets  

  
Pensions Public wages New revenue measures 

Supplementary 
budget in 2009 

  
Freeze 

No 
change 

Freeze  
(or cut) 

No 
change 

VAT Direct Tax Others 
 

BG 
2009 

       N 
2010 Y 

 
Y 

   
Y 

CZ 
2009 

       N 
2010 Y 

 
Y 

 
Y Y Y 

EE 
2009 

 
Y Y 

 
Y Y Y 

Y 
2010 

 
Y Y 

   
Y 

LV 
2009 Y 

 
Y 

 
Y Y Y 

Y 
2010 Y 

 
Y 

  
Y Y 

LT 
2009 

 
Y Y 

 
Y Y Y 

Y 
2010 Y 

 
Y 

   
Y 

HU 
2009 Y 

 
Y 

 
Y Y Y 

Y 
2010 Y 

 
Y 

  
Y Y 

PL 
2009 

 
Y 

 
Y 

 
Y Y 

Y 
2010 

 
Y 

 
Y Y 

 
Y 

RO 
2009 

 
Y Y 

  
Y 

 Y 
2010 

       
SI 2009 

 
Y 

 
Y 

  
Y Y 
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2010 
 

Y 
 

Y 
   

SK 
2009 

 
Y 

 
Y 

 
Y 

 Y 
2010   Y     Y Y 

 

Source: World Bank staff   

Notes: Data apply to different levels of government and is in line with respective country budget 
documentations. General government: Latvia, Romania, Hungary, Bulgaria, State Budget for the remaining 
countries.  

 

Figure 23. Fiscal deficit in EU10 countries according to 2009 budget, 2009* 
supplementary budget and budget proposal for 2010 , percent of GDP  

 
Source: World Bank staff . 

Note: Data apply to the level of government indicated in Table 3; NA- data not available.  

The EU10 fiscal deficits are set to more  than double in 2009 and 2010, exceeding initial 
forecasts in some cases by a large margin. According to the latest IMF projections,  general 
government budget deficits in 
the EU10 region are projected 
to w iden from around 2.7 
percent of GDP in 2008 to over 
5.8 percent in 2009 and 6 
percent in 2010  (Figure 24). 
With the exception of Bulgaria, 
all EU10 members will exceed 
the 3 percent of GDP threshold 
in 2009, some significantl y. 
Latvia, Lithuania and Romania 
are projected to exhibit the 
highest fiscal imbalances, but 
deficits will also be large in the 
Czech Republic2 and Poland. 
Projections indicate that fiscal 
deficits will remain high in 2010, 
and possibly in the medium 
term,  in most of the EU10 
countries. Only Bulgaria and  Estonia are estimated to maintain the deficits below 3 percent of 
GDP in 2010.  

                                                 
2 The Czech Parliament is in the process of approving austerity package aimed at curbing general 
government deficit to 5.3 percent of GDP in 2010  
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Figure 24. General government fiscal balance in EU10 
and EU15 (2008 -2010) , percent of GDP  

 
Source: IMF Regional Economic Outlook, October 2009, World 
Bank staff calcu lations . 
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Figure 25. General Government fiscal balance 
in 2008 and 2009 , percent of GDP  

Figure 26. General Government public debt in 
2008 and 2009 , percent of GDP  

  
Source: Eurostat, based on October 22, 2009 Fiscal Notifications, World Bank staff calculations.  

A sustainable reduction in the fiscal deficit is required in view of commi tments under the 
EU Stability and Growth Pact.  Countries are required to steer fiscal policy in line with 
medium-term objectives to safeguard against the risk of breaching the 3 percent of  GDP budget 
deficit threshold. The rise in the fiscal deficit has le d to a sharp increase in the number of 
excessive deficit procedures in the European Union (Table 4). Among the EU10 countries, only 
Bulgaria and Estonia have currently no such procedure opened or initiated. Overall, some 20 
out of  the 27 EU member countries have ongoing procedures, and are expected to bring the 
fiscal deficit below 3 percent of GDP from 2010 to 2014. Fiscal consolidation is also crucial for 
euro adoption. In Poland, the Government had to delay plans in mid -2009 for  an entry to 
European Exchange Rate Mechanism in 2010 with a view of Euro adoption in 2012 due to, 
among other reasons, the fiscal deterioration. In Estonia, the government maintains 2011 as 
target for Euro adoption.  

Table 4. Excessive Deficit Procedures  

Country Date of the 
Commission report 

Council Decision on existence of 
excessive deficit 

Current deadline for correction 

Belgium 7-Oct-09   

Czech Republic 7-Oct-09   

Germany 7-Oct-09   

Italy 7-Oct-09   

The Netherlands 7-Oct-09   

Austria 7-Oct-09   

Portugal 7-Oct-09   

Slovenia 7-Oct-09   

Slovakia 7-Oct-09   

Poland 13-May-09 7-Jul-09 2012 

Romania 13-May-09 7-Jul-09 2011 

Lithuania 13-May-09 7-Jul-09 2011 

Malta 13-May-09 7-Jul-09 2010 

France 18-Feb-09 27-Apr-09 2012 

Latvia 18-Feb-09 7-Jul-09 2012 

Ireland 18-Feb-09 27-Apr-09 2013 

Greece 18-Feb-09 27-Apr-09 2010 

Spain 18-Feb-09 27-Apr-09 2012 

UK 11-Jun-08 8-Jul-08 financial year 2013/14 

Hungary 12-May-04 5-Jul-04 2011 
 

Source: European Commission 
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Public Debt and Fiscal Consolidation  

The deteriora tion of the fiscal balances is reflected in a sharp rise of public debt .  According 
to EC projections, public debt to GDP ratios are set to increase by about 12.5 percen tage 
point s of GDP from 2008 to 2010 in the EU10 region, ranging f rom 23 percent in Latvia to 5 
percent in Bulgaria.  This is in line with the increase in the EU15 countries. In addition, s ome 
EU10 Governments have committed resources to guarantee, recapitalize and resolve financial 
institutions, although the numbers pal e in comparison to some of the amounts spent by 
advanced European economies.  The sharp increase in actual and contingent public debt could 
raise concerns about the sustainability of fiscal balances and trigger increases in interest rates 
on government paper, which in turn would undermine the economic recovery. Fortunately, the 
recent decline in sovereign default risk premia for EU10 countries  suggests that financial 
markets have confidence in public debt management in the region . 

Fiscal balances would have to improve considerably to ensure the long term sustainability 
of public finances.  The scale of the 
adjustment required to stabilize the 
public debt -to -GDP ratio is sizable. Recent 
calculation s from the EC suggest that, in 
order to stabilize public debt at the level 
of 2009, the current cyclically adjusted 
primary balance in the EU10 countries 
would have to increase from a deficit of -
2.3 percent of GDP to a surplus of 2.6 
percent of GDP, about the same 
percentage point change as in the EU15 
region (Figure 27). When factoring in any 
additional expenditure arising from an 
ageing population, the current primary 
balance would have to improve b y 4.9 
percentage points of GDP. While the exact 
impact of the crisis on fiscal deficits and 
public debts will remain uncertain for 
some time, the  size of the required 
adjustment makes it advisable to step up 
the consolidation as soon as the state of 
the cycle allows.   

Fiscal consolidation is likely to remain one of the most important channel s of bringing debt -
to -GDP ratios down.  Inflation would lower debt -to-GDP ratios, but not without undermining 
economic health. Real appreciation of the national currencie s would also reduce public debt, 
but pose risks to the competitiveness of the economy. Rapid growth can play a crucial role in 
reducing large debt -to-GDP ratios, both directly, as it increases the denominator, and 
indirectly, as it facilitates rapid revenu e growth , yet growth prospects are uncertain with 
potential growth today lower than before the crisis .  

While the fiscal consolidation strategies have to be tailored to country circumstances and 
are likely to be broad based, successful fiscal adjustment s ty pically involve expenditure 
measures. The economic literature on fiscal adjustments highlights factors that favor 
successful fiscal consolidations. Such consolidations tend to be c risis-related, perhaps because 
this facilitates broader consensus about the need for reform; expenditure -based, perhaps 
because they reflect deeper structural reforms and a stronger political commitment to 
adjustment; and incremental, spanning periods from two years to a decade, perhaps because 
they allow for savings from structur al reform to materialize.   Enhancing the quality of public 
spending, based on comprehensive reviews, rests on addressing institutional, policy and process 
weaknesses, including  reforming the civil service by better aligning performance with pay, 

Figure 27. Results of the sustainability gap 
calcula tions in the baseline scenario, percent  
of GDP 

 
Source: European Commission, World Bank staff . 

Notes: * IBP = required adjustment given the initial 
budgetary position, LTC =  required adjustment given 
th e long-term change in the primary balance due 
demographic ageing. 
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bringing pension funds on sustainable long term paths and strengthening the links between 
resources and results in the economic and social sectors. 

Fiscal management tools are taking on an added importance in the context of declining 
resources.   A number of countrie s, in particular Bulgaria, Latvia, Poland and Slovakia, already 
began introducing elements of medium term expenditure frameworks and performance -based 
budgeting as tools for improving the quality of public spending and service delivery , and 
Hungary recently set up a fiscal council .  However, there is still scope for additional initiatives 
to enhance fiscal frameworks.  
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Structural Policy  

The economic crisis is likely to lower substantially potential output in the EU10  countries  
(Figure 28).3 First, the re gionsõ productive capacity has suffered as a result of weak gross 
capital formation , as firms struggle to reduce excess capacity . Higher cost of capital will 
curtail investments also in future.  
In addition, just as in the 
unemployment crisis in Western 
Europe during the 1980s, a 
persistent decline in labor demand 
could raise structural 
unemployment ,  as the skills of the 
unemployed get eroded. Finally, 
some countries relied on growth in 
particular sectors, such as finance, 
real estate or automobile exports,  
that are now undergoing major 
downward adjustments. The EU10 
regionõs medium-term recovery will 
have to rely less on domestic 
demand and more on exports than in 
the past, if only because financing 
of current account deficits will be 
harder to come by. At the same 
time, the ongoing rebalancing of 
global demand suggests that exports 
alone will not drive the recovery.  
For these various reasons, potential 
growth is set to slow considerably 
over the next few years. According 
to estimates of the European Commission, the reduction in potential growth is projected to be 
severe in the EU10 region, particularly for the Baltic countries, even  though it is fairly modest 
in the EU15 region.  

The crisis has reemphasized the importance of supporting potential growth throu gh 
structural change, as envisioned in the EUõs Lisbon Agenda and the European Economic 
Recovery Plan.  Boosting potential growth would limit the fiscal deterioration resulting from  
the crisis, and would help to tackle the multiple challenges of globalizati on, energy deficiency, 
climate change (see Focus Note on òResponding to Climate Change in the EU10 and Croatiaó), 
and population aging.  Short -term measures to mitigate the impact of the crisis should be 
coupled with medium -term actions to promote  sustainable growth with productive 
employment. After all, the economic crisis has put a greater onus on countries to innovate. 
Countries that fail to reform face the risk of lower living standards, marked by anemic growth, 
weak investment, and poor social services .  The crisis offers an opportunity to question, 
remove or alleviate longer term constraints to economic growth, unlock new sources of 
productivity to enhance competitiveness, and ensure that the benefits of growth are shared 
more equitably.  Achieving sustainable broad-based growth and converge requires, among 
others,  knowledge-based growth by improving the skills of the workforce and getting these 
skills productively employed in the economy, and boosting firm innovation.  

  

                                                 
3 Projections of potential output are subject to large uncertainties due to the uncertain economic outlook 
and different methodologies for estimation.  For ex ample, 2013 potential output growth in Hungary is 
estimated at 2.4 percent by the IMF and 1.0 percent by the EC.  

Figure 28. Potential growth by EU10 Member 
Country , percent  

 
Source: European Economy 7/2009. Economic crisis in 
Europe: causes, consequences and responses, World Bank 
staff calculations.  
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Labor Market Policy  

With the growth outlook modest, firms are likely to adjust their wages downwa rd and 
postpone rehiring until the recovery is on firm 
footing.  Employment has remained remarkably 
high in the EU10 region, similar to key countries 
of the euro area , and opposite to the trends 
seen in the US. However, while  employment 
tends to hold up bet ter during downturns , it 
could take much longer to increase  during 
upturns. As a consequence, the recovery could 
be jobless. Such a situation could  derail growth, 
as higher joblessness could translate into lower 
household incomes, lower remittances and 
weaker consumer demand which in turn could 
undermine the confidence in the financial 
sector.  

The modest increase in unemployment could 
be a sign of labor hoarding, reflecting a 
tendency to respond to changes in demand by 
lowering hours worked rather than t he 
number of workers  (Figure 29). Indeed,  real 
growth in labor productivity  per worker  declined 
in the EU10 region over the last three quarters, even though at a lower rate than in the EU15 
region (Figure 30). It remained positive only in Poland over the first half of 2009.  

Figure 30. Real Labor Productivity Growth per Employee, year -on-year, nsa  

  
Source: Eurostat, World Bank staff calculations  

The rise in une mployment creates pressure on the growth in labor market expenditures.  
Workers who lose their jobs claim unemployment benefit and expect governmentõs assistance 
in finding a new job. There is also pressure to protect the existing jobs, for example by mea ns 
of government wage subsidies. These expenditures act as an automatic stabilizer and dampen 
the fall in income and demand.  However, all this creates fiscal strain. It is important that labor 
funds have enough resources to finance unemployment benefits an d active programs, as 
unemployment benefits go mainly to poorer households and are thus an effective poverty 
mitigation instrument.  At the same time, the unemployment benefit systems are typically not 
overly generous and thus do not create significant lab or supply disincentives.  

One reason for the modest increase in unemployment rates in some countries is 
Governmentsõ active efforts to alleviate the impact of economic slowdown on the labor 
markets  (Table 5). In addition to standard  measures aimed at limit ing the reduction in income 
levels in case of unemployment, such as unemployment benefits , some Government measures 
are directed towards supporting labor demand via job subsidies, reductions in non -wage labor 
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Figure 29. Change in labor productivity 
per employee vs. change in labor 
productivity per hour worked in 2Q 2009  

 
Source: Eurostat, World Bank staff calculations.  
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costs, work-time reductions, or active labor market programs . In particular, measures to grant 
temporary flexible working -time arrangements, as temporary adjustment of working hours 
(òshort-timeó) in line with production needs, appear to have mitigated the incre ase in 
unemployment in Estonia and the Slovak Republic. Productivity per hour increased, while 
productivity per employee decreased, as Government schemes facilitat ed the reduction in 
hours worked per employee.  

Table 5. Labor Market Policies in Response to the Crisis in EU10  

  BG CZ EE HU LV LT PL SK SI RO 

Measures to support labor demand           

short-time working and hiring subsidies,  x x x x  x x x x  

public sector job creation  x  x  x x     

(temporary) cuts in social security 
contributions 

X   x   x x   

other labor demand measures   x        

Measures to help unemployed find work           

enhanced job search assistance    x       

job finding and business start up programs x x x x x x x x x  

training programs for the unemployed x x x x x x x x x  

other    x    x   

Income support           

generosity and duration of unemployment 
benefits 

         x 

Other measures           

training and retraining for existing workers x x x  x x     
 

Source: World Bank staff based on information available on European Employment Observatory website  
and OECD Tackling the Jobs Crisis - The Labor Market and Social Policy Response, September 2009.  

However, such temporary initiatives would have to be combined with measures supporting 
employability and guiding people towards new jobs, empowering workers to take advantage 
of new opportunities when the economy recovers.  Among others, this includes job training, 
including for young workers, which can help to boost mobility and preven t  skill l oss when 
unemployed; ensuring efficient systems of job search assistance and activation policies; and 
increasing labor market flexibility in service and product markets.   
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Invitation paper: Regional 
Unempl oyment Impacts of the Global 
Financial Crisis  
Rising unemployment in response to the global financial 
crisis, a major policy challenge at a country level, has a 
distinct regional dimension. This invitation paper 
provides a country -by-country overview of th e changes 
in unemployment at the subnational level in the EU10 
region from June 2008 to June 2009. Despite some 
obvious differences among the countries due to their 
size, geographical conditions, economic structure and 
general macroeconomic performance, so me common 
features emerge from the analysis:  
Å Capital cities generally remain more immune to 
the crisis with the exception of the Baltic countries, 
where they have been hit due to the sharp contraction 
in construction and financial sectors.  
Å Leading regions with smaller urban centers are 
more affected.  
Å The crisis has relatively limited impact on the 
peripheral, agricultural regions.  
Å The crisis reached leading regions earlier than 
lagging regions. 

Credit Crunch or Weak Demand for 
Credit? 
Domestic credit growth has declined sharply in all EU10 
countries since the first half of 2008. Two groups of 
factors could have been at play:  
Å On the supply side, this could result from the 
global credit tightening due to increased uncertainty, 
weaker growth prospects  as well as elevated banksõ 
funding costs and balance sheet constraints.  
Å On the demand side, the decline in credit may 
reflect weaker demand given a sharp downturn in 
output and worsened economic prospects across the 
region.  
The note analyzes the credit developments in Hungary, 
Poland and Latvia and, using the switching regression 
framework, determines whether the observed decline in 
credit is more likely to reflect supply side constraints 
due to a credit crunch or demand side constraints due 
to weak demand for credits. At the onset of the global 
financial crisis, there is evidence of a credit crunch in 
all three countries, albeit with differences in timing and 
magnitudes. However, as domestic aggregate demand 
has declined and the recession has deepened, the 
demand for credit also declined. By the first quarter of 
2009, the supply side constraint had turned into a 
demand side constraint in Latvia and Poland, although 
not in Hungary.  

EU10 Banking Sector Credit Losses 
A year after the collapse of Lehman Broth ers, the 
situation in the banking sector in the EU10, one of the 
channels through which the global financial crisis 
affected the region, seems to have largely stabilized. 
Earlier concerns about the strength of the commitment 
of the foreign parent banks in the region to continue 
supporting their local subsidiaries have diminished. 
Concerns about liquidity and solvency of the sector have 
also lessened, largely owing to forceful interventions by 
the regional central banks, governments and 
international institu tions. However, the banking sector 
is not out of the woods yet. In particular, there is a 
growing concern about the impact of the rising banking 
credit losses resulting from the economic downturn on 
banking sectorõs stability. This note provides an 
estimat e of the likely credit losses in the region if 
economic conditions were to deteriorate even further 
and discusses factors that may affect the final credit 
cost.  The main conclusions emerging from this analysis, 
building in part on a forthcoming book (Worl d Bank 
2009), are:  
Å even if the macroeconomic environment was to 
worsen, credit losses in the EU10 banking sector are 
likely to be substantial but manageable, particularly 
with continued support from parent banks and the 
domestic authorities;  
Å the expect ed rise in corporate credit losses is 
likely to be mitigated by a relatively low corporate 
leverage and high interest cover, although not in all 
countries;  
Å household debt is vulnerable to default, but 
the risk is partly offset by a still fairly low level  of 
household indebtedness, in particular when compared 
to advanced countries in the region.  

Responding to Climate Change 
The global challenge climate change is affecting the 
EU10 countries seriously, with Bulgaria, Romania (South) 
and Croatia being the mo st vulnerable. While the EU10 
countries contribute only modestly to the global 
greenhouse gas emissions, they will bear social and 
economic costs related to global climate change, in 
terms of both mitigation (reduction of emissions as part 
of the global an d EU efforts) and adaptation to 
environmental changes. The latter will need to include 
coordinated measures across a number of sectors, 
including health, water and land management, 
agriculture and forestry, urban areas, transport and 
energy. In the view of  the existing energy efficiency gap 
in the EU10 region and huge investment needs in 
infrastructure and housing, there is substantial scope for 
climate -smart policy choices with spinoffs for economic 
development.

 

EU10 October 2009  
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Macroeconomic and geographic context for the crisis  

Notwithstanding many internal problems of the EU10 countries like low productivity of their economies, 
uncompleted reforms in the s phere of pensions, health care, education, weak institutional framework, poor 
law enforcement, etc., the global financial and economic crisis was clearly imported into the region. 
Although some of EU10 economies are very open, even these countries with an open economy had only 
limited direct contacts with the US economy. Therefore, the crisis affected EU10 countries with certain delay 
- only after the crisis struck the Western Europe. Consequently, the global economic crisis manifested itself 
clearly in the  Central Europe only during autumn 2008, although the Baltic countries entered the economic 
downturn earlier in 2008  

Before moving onto regional level, at least basic similarities but also differences between the individual EU10 
countries should be stressed. Generally, all EU10 countries exhibit several important common features. 
Firstly, their position in global economic system is roughly similar (and therefore also the economic crisis 
started with the above mentioned exception of Estonia, Latvia and Lith uania at the same time, i.e. in 
October or November 2008). Also the population and territorial size of the most of the countries is quite 
similar while the biggest exceptions are Poland and Romania which can be (at least in European context) 
considered as middle -size countries. Importantly, all these countries exhibit also some similarities in 
institutional and cultural framework and heritage.  

On the other hand, the macroeconomic performance of individual countries differed significantly not only 
after the  crisis arrival but differed sharply even before the crisis. Namely, the Baltic countries recorded drop 
of GDP already in 2008, while other countries still continued in moderate growth (Hungary, Czech Republic 
and Slovenia) or even in strong growth (Slovakia, Romania, Bulgaria and Poland ð see Table 1). When the 
crisis arrived, Poland was one of few European countries that was able to achieve (at least) moderate growth 
even in the first half of 2009, while the most of EU10 economie s dropped significantly (Slovakia, Czech 
Republic, Bulgaria, Hungary, Romania and Slovenia), and while all the Baltic states suffered a severe drop of 
GDP accompanied by a dramatic increase of unemployment.  

Moreover, despite approximately similar position  of EU10 countries in the global economic system, there are 
significant differences in economic structure and openness of their economies (for example the share of 
employment in agriculture in Poland and Romania contrasts with much lower share in the Czech  Republic and 
Slovenia). In addition, there are significant differences in traditional regional structure of these countries. 
For example, the size and domination of capital city within the national settlement system differs 
significantly among these count ries, there are differences in the share of urban  and rural population, 
differences in endowment by natural resources and in physical -geographic conditions and in their diversity 
(such as mostly lowland character of e.g. the Baltic states versus hilly or mountainous character of Slovakia, 
or highly internally differentiated countries like Romania, Bulgaria and Slovenia). All these factors 
contributed to the fact that regional patterns of manifestation of the global economic crisis differ a lot 
among the particular EU10 countries.  

                                                 
4
 tǊŜǇŀǊŜŘ ōȅ WƛǌƝ .ƭŀȌŜƪΣ 5ŜǇǘΦ ƻŦ {ƻŎƛŀƭ DŜƻƎǊŀǇƘȅ ŀƴŘ wŜƎƛƻƴŀƭ 5ŜǾŜƭƻǇƳŜƴǘ CŀŎǳƭǘȅ ƻŦ {ŎƛŜƴŎŜΣ /ƘŀǊƭŜǎ ¦ƴƛǾŜǊǎƛǘȅ ƛƴ 

Prague, Czech Republic email: blazek@natur.cuni.cz 

 

EU10 October 2009  

In Focus: Regional unem ployment impacts of the global 
financial crisis in the EU10 countries 4 



 26 

Table 6. Key macroeconomic data of EU10 countries 5 

Country  GDP growth 
in 2008  

GDP growth in 
Q2 20096 

LFS Unemployment 
rate June 2008  

LFS Unemployment 
rate June 2009  

Bulgaria 6.0 -4.9 5.7 6.4 

Czech Republic 2.7 -5.5 4.3 6.5 

Estonia -3.6 -16.1 4.1 13.3 

Latvia -4.6 -18,7 6.4 17.1 

Lithuania  2.8 -20.4 4.8 13.7 

Hungary 0.6 -7.5 7.8 9.6 

Poland 5.0 1.4 7.1 8.0 

Romania 7.1 -8.7 5.7 6.4 

Slovenia 3.5 -9.0 4.4 6.0 

Slovakia 6.4 -5.3 9.6 11.2 
 

Source: Eurostat, Authorõs calculations  

Regional impacts of the global crisis by individual countries 7 

Bulgaria  

Regional impacts of the crisis in Bulgaria represent a very interesting case as on different hierarchical levels 
different patterns emerged (Spiridonova, 200 9). Namely, over the last 12 months, on NUTS II level, 8 a trend 
of rapid increase of the unemployment rate, esp. in previously lagging or affected regions was observed. 
However, this conclusion was not confirmed by an analysis performed by Spiridonova (200 9) at lower 
hierarchical levels where the impacts of the crisis seem to be relatively evenly distributed among all types of 
the regions (Figure 31). The only exception  is the capital city of Sofia where the unemployment rate rose 
from 1 .3% to still insignificant 1. 7%. On NUTS III level no clear regional pattern  was identified, as the 
unemployment increased most significantly in the regions fitting into very different types of regions. 
Likewise, the lowest unemployment growth was re corded in Sofia (with an exceptionally low rate of 
unemployment) but also in the district of Targoviste suffering from the highest unemployment before the 
crisis. Accordingly, on municipal level, there is no clear pattern whatsoever  as the lowest increase or even 
decrease (!) of unemployment was recorded in so different municipalities such as Dragoman (unemployment 
4.8% in June 2009) and Dimovo (30%).  

                                                 
5 Seasonally adjusted data of LFS harmonized monthly unemployment rates.  
6 Comparison with the same quarter of previous year.  
7 The analysis of subnational trends in unemployment is based on registered unemployment rates.  
8 NUTS refers to Nomenclature of Territorial Units for Statistics. It is a hierarchical classification that subdivides EU 
member state into I to V levels.  
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Figure 31. The rate of unemployment in Bulgarian municipalities in June 2008 and June 2009  

June 2008  June 2009  

  
Source: elaborated by J. Spiridonova   

Czech Republic  

Regions on the level of NUTS II and NUTS III are too large in the Czech context and hide deep intra -regional 
differences. Therefore, more relevant are results of an alyses performed on the level of districts (77 units, 
corresponding to NUTS IV or LAU I units). Unexpectedly, on the level of districts, the lowest relative change  
in the rate of unemployment during the period under scrutiny (i.e. June 2008 - June 2009) has been recorded 
in the districts  suffering from the highest unemployment  in June 2008 (Blaĥek, 2009). Surprisingly, the most 
vigorous differentiation proceeded among the pre -crisis well -performing districts  (at least according to the 
rate of unemployment). The group of well -performing districts can be divided into two subtypes . The first 
subtype is represented by the districts with the strong regional centre ð regional capital, while the second 
subtype consists of the predominately industrial districts with smaller urban centre. It was the second 
subtype of the districts which was hit most severely by the global crisis.  

Otherwise, there is no clear pattern  according to a type of the districts affected as among the worst 
performing districts under current crisis are both the peripheral rural regions as well as the industrial 
districts and even one district with regional capital ð the district of Olomouc. This blurred picture is 
attributable to a combination of hard and soft factors of regional development. The most important could be 
the geographic position and related economic s tructure of particular regions but other factors might be now 
even more important, for example, the type of competitive strategy of the main employers (high -road vs. 
low-road strategy), the scale of the crisis in particular export markets, the stability of  relations with the 
foreign partners (voice vs. exit, see Hirschman, 1970), the crisis strategy employed by plant management 
etc. Nevertheless, the data seem to suggest that rather paradoxically, the current crisis led up till now 
rather to convergence tha n to divergence.  This may be explained by, among others, the more important 
support of active labor policies in high unemployment districts.  However, the most likely feature of the 
òcrisis regional patternó would be even higher differentiation of the regional pattern on a micro regiona l 
level due to local specifics.  
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Figure 32. The rate of unemployment in Czech municipalities in June 2008 and June 2009  

June 2008  June 2009  

  
Source: elaborated by P. Netrdová   

Estonia  

Regional differences in Estonia are quite significant despite both small territory and small population size of 
the country. Traditionally, the western regions (esp. the north -western regions) have been more socio-
economically more developed than Estonian eastern  (esp. south-eastern) regions. According to Raagmaa 
(2009), two stages of the impact of the global economic crisis can be distinguished in Estonia. The first shock 
hit more seriously the recently booming regions ð the core and suburban areas. On the contra ry, peripheral 
areas have under the conditions of present global crisis less to lose and can manage by old methods like self -
sustaining food supply. The next - recovery - stage will probably cause new capital inflow into the core and 
suburban areas and cause new wave of restructuring supported by new technologies and business models. 
Such technologies and business models are usually applied first in the core areas. Therefore, in Estonia, it 
can be expected that in the long -run the traditional core -periphery  model will manifest itself again.  

Figure 33. The rate of unemployment in Estonian municipalities in June 2008 and June 2009  

June 2008  June 2009  

  
Source: elaborated by G. Raagmaa  

Hungary  

Hungary is a country with traditiona lly high inter -regional disparities and with extreme domination of the 
capital city ð Budapest. In addition, according to Fazekas and Ozsvald (2009), Hungary is a country with 
traditional (north)west ð (south)east gradient  in socio-economic development. Th is gradient has been 
according to these authors during the transition replicated by  the location of export oriented, high -tech FDIs 
which gave a rise to a ădual economyò. Distinctive feature of the impacts of global crisis in Hungary is the 
fact that the plummeting demand hit the most developed regions first, especially due to concentration of 


