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» Trade is important for the CEE countries’ economic growth. We examine trade flows using the
gravity model. Estimates suggest that the CEE countries still have room to improve exports to
Germany. Trade relationships between the countries are strong. More in the section How trade

is doing — The evolution of exports from CEE in recent decades.

» In CEE, FDI inflows have reached the highest level since the peak of the cycle in 2017. While
the increase in Poland and Czechia are mainly linked to European companies’ activity. In Hungary
flows from offshore financial centres have played a bigger role. More in the section FD/ in CEE:

The significant role of capital transit countries.

» Key sectors for investments in the region include transport, storage, finance and insurance, as
well as accommodation and food services. Still, CEE needs investment in more sophisticated,
knowledge-intense activities. More in the section Demand for more sophisticated FDI in CEE.

» Global energy investments are expected to reach a record high in 2023. The rapid growth of
renewables and the focus on energy security has increased outlays around the world. We dis-
cuss the structure of capital expenditure in the section Global energy investment accelerates.

» FDI in the EU should increase. The CEE countries are expected to be the primary beneficiar-
ies of the geopolitical situation and reshoring trends. While China's overall role in FDI in Europe
is declining, its influence remains in the realm of green investments. See more in the section

Discussion: FDI prospects in Europe.
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How trade is doing — Evolution of exports
from CEE in recent decades

62%

Polish exports as
a percentage of
GDP in 2022 —
the lowest in the
V4, but still higher
than in Romania
(43%).

3 times
larger

actual trade in
goods between
Slovakia and
Czechia compared
to the values
predicted by the
gravity model

» Trade is important for the CEE countries’ economic growth. World Bank data shows that, since
1995, the exports-to-GDP ratio has risen by 35.0 pp in the Czechia and by 51.0 pp in Hungary.
Rising exports have been associated with inflows of foreign investment and general improve-
ments in productivity and competitiveness after the fall of communism. In this month’s edition,
we examine whether the development of international trade has been consistent with the gravity

model of international trade using pooled estimation on panel data.

» The gravitational model of trade is a simple relationship borrowed from physics by economists.
It assumes that the volume of trade between two countries is higher the larger their economies
are (measured, for example, by the level of GDP) and lower the more distant they are from each
other. To estimate the model, we use Monteiro’s (2020) data for 173 countries published by the
WTO on bilateral trade in goods from 1990 to 2016. We add data on the distance between the
countries using the CEPIl database. We also include variables on nominal GDP per country and
real GDP per capita — with its increase country exports more high-tech production and knowl-
edge intense services. Data was acquired from Penn Word Tables in the model. As additional
explanatory variables, we use EU and the Eurozone membership, and a shared border, language,

colonial past between a pair of countries, based on the CEPII database.

» Germany is the CEE countries’ largest trading partner. Eurostat data shows that around 26.5%
of CEE exports went to Germany in 2019. The percentage ranges from 22.1% for Romania to 31.0%
for Czechia. France and Italy remain important, albeit much less so; 5.4 and 5.9% of CEE exports
go there, on average. Trade between countries in the region is also important. For example, 11.9%
of Slovakia’s exports go to Czechia; the percentage of exports in the opposition direction is not

much lower.

Fig. 1.1. Share of exports from CEE countries to the largest European countries in 2019 (%)

Stovakia I I
Czechia HEE B
Hungary B BN B
Romania I Il =N
Poland N TN e
0 10 20 30 40 50 60 70
Germany 0 Czechia 0 Poland Hungary I Italy I France I Spain § Romania I Slovakia

Source: Eurostat. All NACE activities. The remaining 35-45% is exported to other countries.
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https://www.wto.org/english/res_e/reser_e/structural_gravity_e.htm

» Exports from CEE countries are growing noticeably faster than their GDP. World Bank data
shows that, in the V4 countries, exports as a percentage of GDP have risen from 39% in 1995 to
81% in 2022. Slovakia remains the most dependent on international trade: its exports amounted
to 99% of GDP last year and are likely to exceed 100% in the coming years. Poland remains the
performs weaker: exports only reached 62% of GDP. Poland’s poor performance is due to a com-
bination of two effects:

1. A mediocre starting point: Poland’s economy emerged from communism with a much
worse economic performance than, for example, Czechoslovakia. Cumulative index growth
over the past 27 years has been similar to the region’s performance, but Poland is still
lagging behind.

2. A larger domestic market: Poland’s population is 3.6 times bigger than Czechia’s and 6.9 times
bigger than Slovakia’s. With a larger domestic market, a higher share of production can be

used to meet local needs.

Fig. 1.2. Exports of goods and services as a percentage of GDP — CEE countries and Eurozone
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Source: World Bank.
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» Our gravity model indicates that Poland has great potential when it comes to increasing ex-
ports of goods to Germany; its importance in Polish exports is less than in the case of Czechia,
which is equally close in geographical terms, and Hungary, which is further away. In addition,
Poland could increase trade with its Czech neighbours. There is likely to be some space for
a long-term increase in exports, given that Poland’s exports-to-GDP ratio is much lower than
its peers’. At the same time, Poland’s exports to France, Italy and Spain are 40-65% higher than
predicted by the gravity model — probably due to the positive impact of the EU. In addition, our
model shows that Poland’s exports to Russia are about 30% lower than predicted by the gravity
equation. We interpret this as a sign that the Polish economy is systematically and deliberately

reducing economic ties with Russia.

» The strength of trade ties between Czechia and Slovakia is above average. Our model indicates
that even after 23 years, trade between the two countries is three times highest than the dis-
tance between them and the size of their economies would suggest. This means that numerous
economic ties dating back to Czechoslovakia are still in place and remain durable. The largest

decline in the index in recent years occurred in the wake of the 2008 financial crisis — the weak




economy reduced actual exports and the volume implied by the model did not change signifi-
cantly. Even then, however, actual trade was twice as high as indicated by the gravity model and

grew even more strongly over the following decade.

Fig. 1.3. How much larger or smaller should Polish exports to given countries be?
(%, according to the gravity model of trade)
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Source: calculated by PEI based on Monteiro (2020), Penn World Tables and CEPII database. Fitted vs actual values for 2016 — the latest data available.

Fig. 1.4. Strong ties between Czechia and Slovakia — actual exports of goods compared to those
predicted by the gravity equation
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Source: calculated by PEI based on Monteiro (2020), Penn World Tables and CEPII database. Fitted-to-actual values ratio.
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FDI in CEE: The significant role of capital
transit countries

4.4%

FDI in the V4
in Q12023

» In 2022, foreign direct investment (FDI) in CEE reached the highest level since the peak of the
cycle in 2017. While the increases in Poland and Czechia have been mainly linked to European
companies’ activity. In Hungary flows from offshore financial centres have played a bigger role.
Slovakia has performed relatively weakly in the last years. As a result, an outflow of FDI in Q1
2023 occurred.

» Poland and Czechia are attracting investments by European companies. According to the
OECD, FDI amounted EUR 29.9 billion and EUR 12.0 billion, respectively. Eurostat provides slightly
lower estimates: net inflows of EUR 28.0 billion and EUR 10.3 billion. The detailed structure is
available for the 2021 data: both countries mainly attracted capital from European countries.
According to Eurostat, it was responsible for 92% and 98% of investment, respectively. This ten-
dency has been rather stable over time. 2% of FDI in each of the two countries comes from the
United States. Poland has also tied itself with Asia, with the largest inflows coming from South

Korea. There is growing from China and Japan, but FDI is still below EUR 250 million.

Fig. 2.1. FDI in the V4 countries (% of GDP, Q4 moving average)
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Source: OECD, Eurostat.
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» A relatively big share of investment in Poland and Czechia was linked to onshore financial
centres. The Netherlands, Cyprus and Luxembourg are frequently used as a country for capital
transit within the EU. This is linked to several factors, including tax incentives, developed fi-
nancial infrastructure and the courts’ efficient jurisdiction. Eurostat data suggests that, in 2021,
nearly EUR 6.2 billion of investment in Poland came from these countries — almost 30% of the
total and more than invested directly from Germany and France. Similar patterns are visible in
the case of Czechia. The capital transit countries accounted for 57% of FDI inflows in 2021. The
share of FDI coming from Germany, Poland and France was marginal - it barely exceeded 10%

each.




Fig. 2.2. FDI in Poland from selected countries in 2021 (million EUR)
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Source: Eurostat.

» Hungary is increasingly aligned with offshore financial centres. These countries are frequent-
30 ly accused of being “tax heavens”. Eurostat indicates inflows from them amounted to almost
EUR 30 billion in 2019-2021. This is the only CEE country where this tendency is visible. In the

FDI in Hungary from other V4 countries, the values were more than 30 times lower.

offshore financial

centres in 2019-2021
(billion EUR) » Slovakia underperforms compared to the other CEE countries. FDI in recent years has system-

atically fallen below EUR 1 billion. The recent numbers suggest low interest among EU investors.
Most of the funds come from Asia; that is, South Korea and China. The forecasts for the coming

years are rather pessimistic — the underperformance is expected to continue.

Fig. 2.3. Net inflow of FDI from offshore financial centres in 2019-2021 (billion EUR)
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Source: calculated by PEI based on Eurostat data.
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Demand for more sophisticated FDI in CEE

26.5%

FDI in the Czech
service sector
as a percentage
of GDP

» The CEE are reaping the benefits of FDI. According to Eurostat, key sectors for investments
include transport, storage, finance and insurance, as well as accommodation and food services.

Still, CEE needs investment in more sophisticated, knowledge-intense activities.

» Czechia stands out, with the highest presence of foreign capital: FDI exceeds 70% of GDP.
Hungary and Slovakia also draw significant foreign investment: 51% and 59% of GDP, respectively.

Poland draws less FDI as a percentage of GDP (under 40%).

» The major share of foreign capital is linked to services. In Czechia and Slovakia, it is present
in the financial sector. In Poland and Hungary, transport and storage have been more significant,

especially in recent years.

Fig. 3.1. Share FDI in the CEE economies (% of GDP)

30
26.5

25
20.3

20

15 13.2

14.3

1.5

10.7

6.2

2.6 53

Services

Il Czechia I Slovakia

Source: Eurostat.

CEE Economic Monthly « August 2023

Finance and insurance Manufacturing

Hungary I Poland

» The CEE countries still need knowledge-intense services. Over the years, one of their signifi-
cant advantages has been cheaper labour cost, compared to “older” EU member states. This
model has reached its limits amid non-skilled labour shortages. CEE is still below the EU average
when it comes to companies’ spending on R&D. The European Innovation Scoreboard indicates
that spending in Czechia, the leader in the region, amounts 1.2% of GDP, compared to closer to
2% in Germany. The situation in Poland and Slovakia is worse: spending amounts 0.9% and 0.5%,
respectively. This is also linked to the low investment in very specialised R&D sectors; for exam-

ple, for applied and basic research.

» CEE’s attractiveness when it comes to investment is likely to continue to increase. Reshoring
is making the region attractive. Over the years, there has been an increase in foreign investment
in the CEE countries. A Consensus Economics poll indicates that this trend will continue in the

coming years. Before the pandemic, the net investment inflow in many countries hovered around



https://ec.europa.eu/eurostat/statistics-explained/index.php?title=Foreign_direct_investment_-_flows#Recent_developments_in_EU_FDI_flows

1% of GDP. Now, it is over 3% . Between 2016 and 2022, it increased from 1.5% to 3.8% in Poland,
1.6% to 3.7% for Hungary, and 0.8% to 2.5% in Czechia. The new investments are more likely to
be linked to high-tech sectors.

Fig. 3.2. Scientific R&D FDI (% of GDP)
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Note: share of FDI in NACE Division M.72 — Scientific research and development.
Source: Eurostat.

Fig. 3.3. Net FDI (% of GDP)
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Global energy investment accelerates

UusD 2.8
trillion

estimated
investment in
energy in 2023,
including more
than USD 1.7 trillion
in clean energy

» Global energy investments are expected to reach a record high in 2023. The rapid growth in re-
newables and focus on energy security have increased investments around the world. We discuss
the structure of capital expenditures in the energy sector, the role of the oil and gas industry in

the energy transition, and the investment required to meet net-zero targets.

» The economic recovery after the pandemic and the global energy crisis has affected energy
investments. According to IEA projections, global energy investment could surpass USD 2.8 tril-
lion in 2023. Both green and fossil fuels investments should increase. Investment in renewables
is likely to grow by 24% in 2023, compared to 2021, much more than in the case of fossils fuels
(+15%). The global community is also investing in the grid and storage, which is needed to sta-
bilise the power sector. Investments in fuel supply have increased due to the increase in com-
modity prices. Investment in regasification facilities has exploded, especially in the EU, which is
aiming to replace Russian gas with LNG. EU-based companies are expected to add 130 bcm in
new LNG import capacity, including two projects based on floating storage regasification units
(FSRUs) in Poland (10.6 bcm) and increasing the capacity of the LNG terminal in Swinoujscie from

6.2 bcm to 8.3 bcm.

Fig. 4.1. Global energy investment in clean energy and fossil fuels and annual change in global
investment in natural gas supply (billion USD)
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USD 11
billion

oil and gas industry

spending on
bioenergy in 2022
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» In 2022, investment in low-emission energy sources accounted for less than 5% of total up-
stream investment in the oil and gas industry. Despite record high revenue in the oil and gas
industry in 2022 (USD 4 trillion), there were limited problems when it came to developing capac-

ity. Extraordinary earnings were mainly used to increase shareholder returns and pay down debt.

» Many upstream projects were facing cost pressures due to increased raw material and labour
costs — around 50% of the increase in upstream oil and gas investment in 2023 may result from

cost inflation. Companies spent USD 11 billion on bioenergy and around USD 1 billion on hydrogen

10


https://www.gaz-system.pl/pl/terminal-lng/terminal-lng-dane-techniczne.html
https://iea.blob.core.windows.net/assets/8834d3af-af60-4df0-9643-72e2684f7221/WorldEnergyInvestment2023.pdf

and Carbon Capture, Usage and Storage (CCUS) projects in 2022. To meet net-zero targets, they

3 .3 - fo ld will have to invest USD 44 billion per year by 2030 — that is, 44 times more.

increase in annual » In total, USD 4.55 trillion is required to get on track to achieve net zero, BloombergNEF notes.

investment o ) - o . .

compared to 2022 This is 40% more than projected the previous year. This is mainly because BNEF included elec-
required for the tricity grid investment in energy transition investment in the recent projections. Historical data
rest of the 2020s was also revised in 2022 by including sustainable materials and nuclear power in energy transi-

to achieve net-zero
target, according
to BNEF

tion technologies. In 2015-2020, annual investment data were revised by +14.5% on average. This

implies high inflation made investments in energy transitionmore costly

Fig. 4.2. Distribution of cash spending by the oil and gas industry (%)
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Fig. 4.3. 2021-2023 revision of Energy Transition Investment (billion USD)
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Fig. 4.4. Required annual investment before 2030 in Net Zero Scenario (trillion USD)
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Discussion: FDI prospects in Europe

CEE Economic Monthly « August 2023

» FDI should increase in the EU, especially in CEE. The geopolitical situation and reshoring
trends are expected to make the CEE countries the primary beneficiaries. While China’s over-
all role in European FDI is declining, it remains influential, especially when it comes to green

investments.

» FDI plays a significant role in the EU’s economic development. Eurostat data reveals a marked
increase in net inward FDI, from EUR 9.9 trillion in 2013 to EUR 141 trillion in 2021. Within this
framework, in 2013, the Netherlands stood out with a net FDI inflow of EUR 31 trillion, followed
by Luxembourg, with EUR 21 trillion. By 2021, Ireland had demonstrated its significance, too, with

inward FDI of over EUR 1 trillion, highlighting the EU’s sustained appeal for international investors.

» FDI in the EU has increased. In 2022, the EU observed noticeable growth in FDI as a percent-
age of GDP in many member states, highlighting an uptrend in investor sentiment and economic
development. In leading countries such as Sweden, Hungary and Poland, FDI amounted to 8.5%,
5.0%, and 4.3% of GDP, showing their economic vitality and appeal to investors. However, the
overall positive landscape in the EU was offset by Luxembourg and the Netherlands, where FDI

inflows were negative, amounting to a staggering -436.2% and -8.0% of their GDP, respectively.

» Main investors in EU are from European countries and US. Eurostat indicates that the largest
percentage of FDI in EU member states comes from other member states. The US ranks second
in terms of investment size. This has been the case for years, with no indications that it will
change soon. However, in CEE countries such as Poland, Czechia, and Hungary, direct American
investments are minimal — nearly 85% of FDI come from other EU countries. However, the US

invests in the region via countries such as the Netherlands and Luxembourg.

» China’s role has declined since 2016. By the 2010s, Europe had become a primary destination
for Chinese FDI given China’s interest in acquiring brands and technologies. Chinese FDI in Eu-
rope peaked in 2016 at EUR 37.3 billion, before falling to 7.9 billion in 2022. One of the reasons is
Europe’s deindustrialisation, which has reduced manufacturing investments. However, accord-

ing to the Industrial Analytics Platform, Chinese FDI is crucial, particularly in the automotive

and ICT sectors. In 2021, greenfield investments from Chinese FDI in Europe, heavily centred
around these industries, increased markedly. Yet M&A has remained dominant, accounting for
69% of total investments, underscoring China’s enduring interest in acquiring European assets

and technology.

» According to the OECD, EU countries are open to foreign investments. The OECD’s FDI Regu-
latory Restrictiveness Index points to varying levels of restrictiveness between member states.
The Index can range from 0 to 1, where 0 is a completely open economy and 1 is one closed to
foreign investment. We multiplied each indicator by 1000 to make it easier to compare coun-
tries. Luxembourg has consistently remained the most open, with a minimal score of 4 over
the past decade. In contrast, Austria has displayed the highest level of restrictiveness in the
EU, with a consistent score of 106 over the years. Most countries — including Austria, Belgium
and France — have remained consistent in their policies, with no change in their restrictiveness
scores over the past decade. Interestingly, Romania’s initially stable score increased signifi-
cantly from 8 in 2019 to 15 in 2020. For a comparison, China’s score was much higher — 210,

twice as high as in Austria.
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Inflation rates of 3-4 percent will be the new normal. » The European Economic Panel is a regular
(% of respondents) survey conducted among European econo-

mists representing academia, think tanks and
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countries.
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Source: Polish Economic Institute and IfW Kiel.
Survey conducted from 29 Mar to 14 Apr. Sample includes 45 responses
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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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