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CEE REGION FACES LARGE TRADE DEFICIT IN 2023, TOO

— The energy crisis has worsened the external positions of the CEE countries and Eurozone. Both the trade and current
account deficits have widened significantly since the start of Russian invasion of Ukraine (Figure 1). Similarly, the ap-
proaching recession should lower global investment, including in CEE (Figure 2). In this edition of the CEE Economic
Monthly Monitor, we analyse the prospects of the current account in the Balance of Payments and fundamental char-
acteristics, susceptibility to financing shocks, and the factors attracting Foreign Direct Investment (FDI).

— CEE countries were running higher current account deficits in 2022. The deterioration was caused by an increase
in the import prices of energy commodities. The deficits are likely to remain, with forecasts pointing to only a partial
decline in energy prices and a gloomy outlook for exporters. We present the outlook in the section Current account
deficits widened in the CEE region.

— The increase in current accounts deficits should worsen international investments positions in CEE. Still, given
the sharp improvement through the pre-pandemic years, the CEE countries are not recording major imbalances.
Moreover, sources of financing are rather stable. Therefore, the risk of a bigger outflow of capital is moderate. We
present the outlook in the section Low risk of severe capital outflow from CEE.

— The European Commission reports that CEE’s innovative potential is converging with the Eurozone’s. Most of the
CEE countries are currently classified as Emerging Innovators, with a summary innovating index 25-35 bp below the EU
average (Figure 1). The gap has narrowed by 6.4 pp over past seven years, on average. We highlight the major findings
in the section Innovative convergence in CEE.

— The CEE countries lag behind Western Europe in terms of the number of patents and other intellectual assets. The
problem is partially linked to institutional quality. We discuss the international rankings in the section Institutional as-
sessment and property rights in the CEE countries.

— The major challenge for industry in CEE is energy supply. Although EU countries seem prepared for this winter, the
next one will also be challenging. We present an overview of international energy institutions’ reports in the section
High gas prices could weaken European industry’s competitiveness.

Trade balance in CEE countries Forecasted growth of Gross Fixed Capital Formation
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Current account deficit (% of GDP) CEE countries were running large current account
deficits in 2022. The deterioration was caused by

°TTHN ] I I | N 1. the increase in the import prices of energy com-

. modities. The deficits are likely to remain, with

2 I ‘ II I I 11 B . forecasts pointing to only a partial decline in energy
prices and a gloomy outlook for exporters.

CEE countries will maintain large current account
deficits. The International Monetary Fund (IMF) ex-
pects CA deficits in the CEE region to be 2-3 times
higher than in 2021. The scale of the increase is
fairly similar across the Visegrad countries, except
Slovakia, which relies more on nuclear energy and
Poland Czechia Slovakia Hungary Romania experienced lower currency depreciation. In 2022,
CA deficits as a percentage of GDP are expected to
increase to

— 3.7-4.3% in Poland, Czechia and Slovakia,

— 6.7% and 8.4% in Hungary and Romania.
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Source: IMF WEO October 2022.

The size of the CA deficits in 2023 will depend on
energy prices. The higher deficits are mainly re-
lated to the cost of natural gas. International En-
ergy Agency (IEA) data shows that Russia delivered
natural gas responsible for 13-23% of the energy
demand in CEE industry. With long-term contracts
for supplies from Russia being cut-off, more expen-
sive replacements were needed. Similar decoupling
took place in the case of crude oil and thermal coal
purchases. For instance, Poland more than halved
its oil purchases from Russia - from over 60% of
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5 16 . total consumption to less than 30%. All crude im-
13 . ports from Russia will halt in December, when the

9 9 full EU embargo on oil enters into force.
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I l I 222 Current forecasts point to only a partial decline
~~~~~~~~~~~~~~~ - — L - mEm in energy commodity prices. There is an additional
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Share of Russian gas in sectoral demand (%)
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upside risk as Europe will need to replenish its natu-

B Power 0 Industry 0 Buildings ¢ ral gasreserves in spring 2023. Analysts questioned
by Focus Economics are seeing the prices at:

Source: IEA World Energy Outlook 2022. Calculations by PEL
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Brent oil (USD/bbl) 95.9 90.9
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" Recession in the Eurozone means a gloomy out-

----- st T look for exporters. Industry in CEE is generally

“ export-oriented. Lower demand for consumer du-
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rables in the Eurozone will lower exports. The au-

tomotive and electronic appliance sectors are par-

LU LR RLLLELLELE LT tieutarly vulnerable.
-40 i These conditions imply only a partial decrease
in CA deficits in 2023. Hence the overall trade
602017 2018 2019 2020 2021 2022 balance will be less favourable than over the
) ) ) ) past years. High CA deficits are likely to limit the
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strengthening of the CEE currencies and put pres-
sure on limiting fiscal spending.

— Current account

Source: the National Bank of Poland. 12-month rolling sum.
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Net IIP in CEE (% GDP)
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Net FDI inflow in the past 4 years (% of GDP)
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Direct investment liabilities
as a ratio of portfolio investments

4.5

4.0

3.5

3.0

2.5

2.0

1.5 e

1.0
2015 2016 2017 2018 2019 2020 2021 2022

==Poland == Czechia ==Hungary Slovakia

A higher number denotes that capital stock is more stable.
Source: Macrobond.

The increase of CA deficits should worsen the In-
ternational Investment Position (IIP) in CEE. Still,
given the sharp improvement in IIP in the pre-pan-
demic years, the CEE countries are not recording
major imbalances. Moreover, sources of financing
are rather stable. The last year shows a steady in-
flow of direct investments and moderate changes in
portfolio investments. Therefore, the risk of larger
capital outflow is moderate.

Most of the CEE countries reduced their negative
IIP prior the pandemic. The biggest improvement
was visible in Poland: over the past five years, its IIP
deficit has narrowed from 56% to 35% of GDP. In the
other countries, the reduction has been smaller, usu-
ally 2-5 pp (Figure 1). So far, only Poland and Czechia
comply with the EU Macroeconomic Imbalance Pro-
cedure. Romania and Hungary records deficit close
to 40-45%. Theoretically, Slovakia is the worst per-
former: its IIP deficit exceeds 66%. The main differ-
ence between it and its CEE peers stems from the
central bank’s lower reserve assets.

Investment positions in CEE are mainly built on
Foreign Direct Investment (FDI). We analysed net
FDI stocks, the difference between inward and out-
ward investments. The concentration is highest in
Czechia and Slovakia. According to the OECD, net
FDI is 52% and 47% of their GDP, respectively. In
Czechia, this amount is three times higher than the
final investment positions. However, FDI flows are
deteriorating, which is very much visible in Slovakia.
The problem is related to the automotive sector’s
weak performance.

In Hungary and Poland, FDI stocks amount to around
36% of the GDP. Still, the inflow of the direct invest-
ment is stable in both countries (Figure 2). More
detailed data indicates that the biggest contribu-
tion is related to international companies’ retained
earnings, which comes from the organic expansion.
These countries’ balance of payments shows a con-
tinuation of this trend after the outbreak of the war
in Ukraine - we observe moderate inflows of new eq-
uity and debt financing.

The share of portfolio investments is rather
small. The portfolio liabilities in Czech IIP are near-
ly 5 times lower than the FDI stock. In Poland and
Hungary, they are 2.5 times lower and, in Slovakia,
2 times lower (Figure 3). For years, CEE countries
recorded weak inflows on bond markets, as yields
were low. The situation is likely to be reversed in the
coming quarters, as the rates in the region are higher
thanin the Eurozone. Still, the small size of the port-
folio capital suggests low susceptibility to potential
outflows.
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Innovation Scoreboard Index for Western

and Eastern Europe
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The European Commission reports that CEE’s in-
novative potential is converging with the Euro-
zone’s. Most CEE countries are currently classified
as Emerging Innovators, with a summary innovat-
ing index 25-35 bp below the EU average (Figure 1).
The gap has narrowed by 6.4 pp over the past seven
years, on average. The region’s biggest weaknesses
are its unattractive scientific research systems and
low employment at the innovative companies. Its
key strengths are investments to impact sales, in-
tellectual assets, and digitisation.

CEE ranks high in the digitisation index. Romania,
Poland and Latvia have higher scores than certain
moderate and strong innovators. Poland, Slovakia
and Hungary have higher broadband penetration
and percentage of people with good digital skills
than some developed partners. The countries’ ICT
sector contributes to GDP growth.

Spending on the R&D systems is moderate in
CEE. EU countries spend 2.3% of their GDP, on av-
erage. Most of the outlays are made by the private
sector (1.5% of GDP); however, the share of pub-
lic investments has increased in recent years. In
CEE and the Baltic States, this spending oscillates
around 1.0-1.5 pp. A greater share of R&D outlays
are financed by the government (Figure 2). However,
the private sector is starting to catch up.

Another problem in the region is the scarcity of
innovative investments. In most CEE countries,
the investment rate is above the EU average of
22% (Figure 3). While gross fixed capital formation
measures overall spending, the European Innova-
tion Scoreboard analyses the structure of invest-
ment and social impact. Similar assessments are
presentin the IMF's PIMA programme, for instance.
Therefore, government policies should focus on in-
vestment efficiency, not just on investments’ share
in GDP.

CEE lags behind Western economies when it
comes to environmental sustainability. Even
though the region scores better in this subindex
than in the overall summary index, CEE invest-
ments in environmental sustainability are still very
low. In Czechia and Slovakia, the level is equal to
the EU average. The worst situation is visible in
Poland, where the indicator is 60 pp below the EU
average. Performance between 2015 and 2022 has
increased in only 12 countries (of the 38 covered
by the study). With such a low level of investment,
it will not be possible to achieve the targets in the
Paris Agreement.
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PCT patent applications per thousand inhabitants
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CEE countries’ score in global IPRI ranking
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CEE lags behind Western Europe in the number of
patents and other intellectual assets (Figure 1). The
problem is partially linked institutional quality. Inter-
national institutions rank the CEE countries far be-
hind the world leaders, both in terms of innovation
and intellectual property protection. \We analysed
the Global Innovation Index (GII) provided by World
Intellectual Property Organisation and the Interna-
tional Property Rights Index (IPRI) by the US-based
Property Rights Alliance. The CEE countries are not
in the top twenty.

The CEE countries rank poorly in the GII ranking
(Figure 2) The GII consists of roughly 80 indicators
grouped into innovation inputs and outputs. The
ranking is published each year by the World Intellec-
tual Property Organisation. The data is presented in
the form of the following subindices: knowledge and
technology outputs, creative outputs, human capital
and research infrastructure, and business and mar-
ket sophistication. For years, the world leaders when
it comes to innovation have included Switzerland,
the US and Sweden.

The innovation leader in CEE is Estonia, which is
21stin the ranking. Its infrastructure is particularly
highly rated: 8" in the world. Estonia’s strengths are
e-participation (1°t position) and the government’s
online services (2" position). Czechia is highly rated,
too. Itis characterised by a significant share of medi-
um and high-tech companies in national GDP. Poland
and Hungary are characterised by poor market so-
phistication (60" and 65™) and creative performance
(50" and 47%).

CEE countries are in the fourth ten in terms of the
protection of property rights. We analysed the
IPRI index published by the Property Rights Alliance,
which assesses how countries protect property,
both physical and intellectual. The IPRI is composed
of 10 items grouped into three core components:
Legal and Political Environment, Physical Property
Rights, and Intellectual Property Rights. The top
countries are Finland, Singapore, and Switzerland.

Estonia and the Czech Republic are the leaders in
the CEE region. Both rank equally highly in each of
the subcomponents. Poland and Hungary are the
biggest laggards. They are 9" and 10" in the region,
and 52" and 53 worldwide. The major problems are
linked to the assessment of the judicial system. The
institution highlights the weak assessment of the
system’s independence. The IPRI also draws atten-
tion to the weak protection of physical assets.
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HIGH GAS PRICES COULD WEAKEN
EUROPEAN INDUSTRY COMPETITIVENESS

Energy prices have declined from record highs due to slowing global growth and concerns about a recession. Dutch
TTF natural gas prices — the benchmark for the European market — were at an all-time high in August, but have since fallen
by two-thirds, mainly due to a 10% fall in EU consumption in first three quarters of 2022. However, the price is still at a re-
cord high compared to previous years and more than 5 times that of US gas from Henry Hub. In the paragraphs below, we
summarise the forecasts for the European gas markets and its impact on industry.

European gas prices will remain high for years. According to international organisations (EIA, 2022; World Bank, 2022),
natural gas prices are expected to ease in 2023 and 2024, but remain well above their recent five-year average. Money man-
agers expect European gas prices to remain elevated for years to come, pricing in a continuation of EU gas import problems,
despite its gas storage being filled to a high percentage of capacity (Financial Times, 2022).

Europe is ready for this winter. Data on demand emerging from the EU offers encouraging signs about its ability to
make it through the winter. In the first three quarters of 2022, EU reduced gas consumption by 10%. According to Hirth et
al. (2022), German (the continent’s biggest gas user) industries used 19% less and households 36% less of the commodity
during September than would be expected, even after adjusting warmer weather. Gas storage was filled to 95% capacity at
the beginning of November due to huge supplies of LNG from the US (IEA, 2022a).

The next winter could be more challenging for Europe. A hit of cold weather later in the winter could drain reserves.
Replenishing them next year will be more difficult, due to European ports’ LNG capacity, which is still limited, and growing
activity and demand in Asia, which will push up LNG prices. According to the IEA, the EU’s LNG imports need to double to
over 150 billion cubic metres a year by 2025 to replace Russian gas, so it will need to sign new long-term supply agreements
(for example, with Qatar, which is increasing supply) and reduce consumption even further (IEA, 2022a; IEA, 2022b).

Persistent high gas prices will be a challenge for European industry. According to ECB projections from September,
potential increases in gas prices could significantly affect European economies by lowering economic growth and raising
inflation (ECB, 2022). What is more, traders through futures contracts also assume that the spread between European and
US gas will narrow, but remain high until at least 2025 (www1). The key role of gas in the run-up to the energy transition, as
well as EU economies’ dependence on imported gas, could limit European companies’ competitiveness in the years ahead.
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The Polish Economic Institute

The Polish Economic Institute is a public economic think tank dating back to 1928.
Its research primarily spans macroeconomics, energy and climate, foreign trade,
economic foresight, the digital economy and behavioural economics. The Institute
provides reports, analyses and recommendations for key areas of the economy and
social life in Poland, taking into account the international situation.

This publication is for information purposes only and does not constitute investment advice. Efforts have been made to ensure that
the forecasts presented are as accurate as possible; however, the information in the publication is not binding, and the Institute

and the authors of the publication are not responsible for investment decisions made based on it.
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