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Why Central and Eastern Europe is
withstanding the European slowdown
Central and Eastern Europe has been withstanding the slowdown in
Western Europe very well. But will the good times last? In our
comprehensive Directional Economics report, which
we summarise below, we look at why the region has been so resilient
up until now and whether it will continue in 2020

Running above potential
The situation in Central and Eastern Europe in a nutshell:

2019 growth across a large part of the CEE region is running above potential. That
stands in stark contrast to Western Europe and in particular to Germany. Our
empirical work on CEE exposure to German manufacturing suggests the likes of
Romania and the Czech Republic are most exposed, typically with a three to
four month lag.
Here, the auto sector is clearly the key sector of contagion, although we would argue
that recent investment in the region and a competitive labour force provides CEE
with some protection against the challenges facing the global auto sector.
Yet CEE is no longer just a cog in the German manufacturing wheel. Economies have
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diversified away from industry towards services. And most importantly, the above-
trend growth, tight labour markets and higher wages of recent years mean the CEE
consumer is a force to be reckoned with. 
Investment growth has also been an important source of support to the region and
EU co-finance should continue to play a role. Equally, most economies, apart from
Romania, have fiscal headroom - with most governments prepared to use it. 
These factors should combine to deliver 2020 CEE growth rates at, or above, the
average seen over the last decade.

Weathering the storm: Who’s most protected from the
European slowdown?

Source: ING

The eurozone flirting with recession
The eurozone economy has recently shown some worrisome signs of slowing. While the exposure
to the global economy has been a strength in times of weakening domestic demand, it is now
proving to be a weakness. The slowdown in world trade has hit eurozone economies more
significantly than other major economies as the eurozone is much more open than most markets.

Quite a few factors have been key to the slowdown, but the trade war seems to take centre stage
in explaining why global trade has started to contract. Because external demand is so vital to the
slowdown that the eurozone is experiencing at the moment, it has remained relatively contained
to industry so far. But while employment and, to some extent, wage growth has been holding up
well in a low-inflation environment, industry has been hit hard. Production peaked in December
2017 and has since declined steadily to about 4.8% below its peak. As can be seen in the chart
below, the slowdown is strongly related to foreign final demand.
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Production has been in recession since December 2017

Source: ECB, Macrobond, ING Research

Why CEE is decoupling from the eurozone
This situation in Central and Eastern Europe is strikingly different. Growth consistently exceeds that
of the eurozone, and the slowdown in Western countries hasn’t affected the region as deeply as it
once did. Within the EU, CEE members are certainly outperforming and many of those are actually
growing above potential. This is a far cry from what’s happening in Germany and the EU as a
whole.

The situation in Central and Eastern Europe is strikingly different

Historically, manufacturing production in the CEE region typically tracks German measures pretty
closely. However, while German, and generally eurozone economic performance started to
deteriorate from the second quarter of 2018 onwards, CEE economies, notably Poland and
Hungary, have been showing strong resilience. The spillover to CEE, so far, has been delayed
compared with previous crisis periods. The effect also seems to be milder. 

We believe the structural reasons for the decoupling mostly arise from the changing nature of
CEE’s domestic economies (e.g. drivers of growth) and international trade dependencies (e.g. main
trade partners). There's much more detail on this in our Country Focus section of the main report,
which you can find here.
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How CEE economies are performing relative to their potential

Source: Macrobond, ING

The changing nature of the CEE's domestic economy
Another important driver behind this phenomenon could be the nature of the recent shock.
Usually Germany is a good barometer of a slowdown in global demand. But current German
weakness is more ‘local’ (e.g. emission norms hitting local car makers) and only partially driven by
global demand (Brexit, trade uncertainties). On the issue of decoupling, it is clear however that CEE
is not totally immune.

No matter how bulletproof CEE economies are looking, local manufacturers are deeply integrated
into the European value chains. As a consequence, the weak performance of the German
automotive industry may well eventually feed into CEE economic performance in the medium
term through the real economy channel. According to research by the National Bank of Hungary,
for example, the retreat of the German economy usually spills eastwards within six to
nine months. 

CEE economies are currently generally more domestic demand-
driven than they were

CEE economies are currently generally more domestic demand-driven than they were between
2008 and 2016. This is because the CEE labour market is much tighter and governments are not
facing financing constraints - since any weakness so far has been limited to the manufacturing
sector. 

Looking at the expenditure side of GDP in CEE countries, net exports had been the strongest driver
of growth between 2009 and 2013 (partly helped by weaker currencies), while now they are far
less significant. In terms of domestic demand (consumption and investment) and external sources
of growth (net exports), the region’s growth path is generally more balanced and sustainable now
than it was in the 2009-2013 period. But even on that issue of net exports, one could also argue
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that Germany is more exposed to final demand outside of the EU (particularly Asia) and that as
long as consumption holds up within Europe, CEE should be less affected.

A stabilising CEE growth path
Looking at the expenditure side of GDP in CEE countries, net exports had been the strongest driver
of growth between 2009 and 2013 (partly helped by weaker currencies), while now they are far
less significant. In terms of domestic demand (consumption and investment) and external sources
of growth (net export), the region’s growth path is generally more balanced and sustainable now
than it was in the 2009-2013 period. But even on that issue of net exports, one could also argue
that Germany is more exposed to final demand outside of the EU (particularly Asia) and that as
long as consumption holds up within Europe, the CEE should be less affected.

Focusing on consumption, the resilience is largely a result of high wage growth and rising
employment in the region. Compared to 2009-13, unemployment has decreased significantly in all
countries, reaching historical lows, further fuelling wage increases and consumer demand. Labour
costs and competitiveness are also important factors, and we look at that in much more detail in
our main report.

At the same time, tight labour markets and an insufficient workforce, inflows of foreign direct
investment (FDI) and EU funds are all contributing to investment growth as well. The investment
rate (% of GDP) in all CEE countries is currently above that of Germany and the eurozone average.
In practice, this has seen governments in the CEE region cumulatively invest anywhere between six
and thirteen percent more (in GDP terms) than the eurozone average over the past five years.

CEE’s exposure to German industrial demand by CEE domestic
sector
Percentage of country’s total GDP related to value added exports to Germany. Click on the image
to expand.

Source: Source: ING’s trade team, with special thanks to Timme Spakman

Acknowledging the negatives, focusing on the positives
In all, based on the labour costs and labour productivity developments, CEE has managed to
maintain its price competitiveness despite the hefty wage growth. This, combined with the
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new structure of global value chains (countries producing unique intermediate goods and
consumer goods), suggests that labour market and international work-sharing can be a
strength rather than a weakness in the long-run for CEE, providing another cushion to a
global slowdown.

We would be naïve to think that the CEE region is immune to Germany’s sharp slowdown,
but we do believe that strong domestic demand and the more diversified nature of CEE
economies can provide strong protection from European headwinds. And the fundamental
story of a competitive and productive labour force, encouraging FDI inflows remains intact.
Strong activity, tight labour markets and rising wages in CEE over recent years has laid the
groundwork for private consumption growing at rates of 2-4% year-on-year in 2020. This
will drive full year 2020 GDP growth at rates mostly above, or at, ten year averages. Given
that Germany is heading into a recession, that’s not bad at all.
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