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A Euro crisis and the Balkag#\djusting to a
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A Slower convergence? Impact on EU
integration?

A What to do?
I Macropolicies structural

I EU role

*the views are those of the presenter and do not
necessarilyeflect those of the OECD.
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EU and the Balkans after the crisisT a
new reality for convergence?
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OECD Potential output much lower than pre-crisis in the
EU and elsewhere (The Economist)

R
I Coming up short
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OECD potential output growth

Estimated effects of the crisis on potential

per capita output of OECD countries
Percentage deviation from pre-crisis scenario!
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1. In the counter-factual baseline, productivity growth continues at its
2000-07 rate and structural unemployment and participation rates
remain at their 2007 levels.
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OECD Potential output also lower in Eastern and Southern Europe

(IMF Regional outlook) i pre-crisis forecasts 5-6% trend

Table 1. CESEE: Potential Output Growth
{Annual average, percent)

o7 17 3 17 2013-17 minius III.IJE-II-’
{Percentage points)

Ukraine 6.6 0.1 14 -5.3
Latvia w7 -1.1 16 -i.2
Russia 71 2.2 31 -4.0
Slovak Republic 6.4 29 2.4 -4.0
Bulgaria 5.6 2.0 1.7 -3.9
Romania 53 16 2.0 -3.3
Slovenia 1.2 1.0 Ou -3.2
Lithuamnia 6.4 1.4 3.3 -3.1
Croatia 4.1 07 11 -2.9
Estonia LB 15 3.0 -6
Czech Republic 35 2.0 13 -2.1
Foland 4.4 3.6 2.5 -1.5
Hungary 25 0.1 0.8 -1.7
Bosnia and Herzegovina 3.9 2.4 2.2 -1.7
Turkey %4 3.8 4.2 -1.2
Maoldowa 4.8 349 4.2 0.6
CESEE average 5.2 1.7 2.3 -2.9

Sources: IMF, World Economic Outlook database; and IMF staff calculations.
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What is potential output?

A Growth potential at full use of resources
that is not inflationary

A Based on LT trends in investment, labour
force growth and productivity of workers
and capital

A Virtual concept, hard to measure



‘® Legacy of the financial (euro)
CrISIS
Four factors reducing potential output
permanently?
A Unemployment - hysteresis

A Investment i deleveraging, over
Investment pre-crisis, rise in risk premia

A labour force participation i lower, plus
aging

A Productivity i lower as less capital, skills
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OECHECD: Components of potential output decline affected by the financial
(euro) crisis (difference in 2014)
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OECE he decline in potential was influenced by the origins of the

Crisis
AOverinvestment in f@wr
A Credit growth with underestimated risks

assessments

A Build -up of private and public debt T
deleveraging

A Competitiveness issues



Imbalances were reflected in large current

gg orcamsation roraEGRYAL deficits

CO-OPERATION AND DEVELOPMENT

| | | | | | |
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(@ Large capital inflows fuelled growth in

OECD st BOIREE and SE, but increased

vulnerabillity to shocks
| |

| |
International Investment Position in 2007
As % of GDP
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'neeﬁurg)epm credit contributed to strong investment

CO-OPERATION AND DEVELOPMENT,

and raised indebtedness
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«./eak structural and incomes policies aggravated
OFECrcompetitiveness, problems in many overheating
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«. ...and led to unsustainable asset price booms especially
OECD oseradmeotiatiesiwith currency pegs or weak supervisory

frameworks
% %

300 : : 300
N Change in Real Estate Prices, 2183
- 250
2, 200
ad
O 150
LLI
T 100
= 50
LL
O -0
p)
<
O F S E S S
m Q{E}\Q‘ \(be. Q).Q\(b. Q’(’Q’. (g&\(b’ *\(&\. 0 %(&.
@ SRR S

SourcesOECD Economic Outlook and IMF, Emergingc§urope and t% Global Cris%: lessons from the boom and bust




This boom could not last and adjustments have been large to a new
normal

Change in 2008-13

OGDP @ Unemployment
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ES%Adjustments have been large In
some cases

Change in Real Estate Prices
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2014



<<.‘ren the crisis hit foreign banks reduced their claims in SE, but less in
OECBE2887- 40105 @ Bifiber of countries had large adjustments in other

liabilities
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Change in current account deficits

Change in 2008-13
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OE(:Earge adjustments in IIP have taken place since the crisis - Change in
lIP between 2008-2013 % of GDP
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((@ Recovery is faster in EE than in SE,
OECD ssptitwaykbehind dynamic emerging
regions -
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‘@  Actual and potential growth will be
permanently lower

A External demand weaker

A Convergence slower (get a figure)
A Harder to pursue reforms

A Harder to pay back debts

A Trust in Europe affected

A Harder to raise potential growth in the
Balkans



The supply side: Potential output decline larger in CESEE than
other EM

Figure 7. Potential Output Slowdown
(Percent, average growth)
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—Other Emerging Markets
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Sources: IMF, World Economic Outlook database; and IMF statt calculations.
Mote: "Other Emerging Markets” includes Argentina, Brazil, Chile, India,
[ndonesia, Malaysia, Mexico, South Africa, and Thailand.



Main impact from lower investment and labour contribution

Figure 9. Decomposing the Potential Growth
Slowdown from 2007 to 2010-12

(Percentage points)
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Bulgariag unsustainable investment boom between accession and the
crisis?(IMF)
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Growth has not returned to pre
crisis levels

Chart 1.1. CEB, SEE and EEC growth has not returned to pre-crisis levels
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Source: National authorities via CEIC Data.
Note: The chart shows regional aggregate year-on-year growth rates for guartedy real GOP. The dotted
Ines show the average annual growth rates in the five-year period preceding the boom [1900-2003).



Catchup thus slower than before
with the EU

Convergence in GDP per capita relative to the European Union'
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Capital flows likely to remain lower

Chart 1.2. Capital flows are projected to remain lower than in 2004-07
25
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Emerging Europe is getting less of the bank flows (IMF

... including to banks.
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banks

ome data for French an

Figure 7. Cross-border credit provided by banks® of German and French owners
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Chart M.11. Credit is contracting in much of CEB and SEE
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Sowrce: National suthonties via CEIC Data
Rote: The chart shows the year-on-year growth rate of credit adjusted for forsign exchange movements
and inflation.

Chart M.12. NPLs have risen in SEE, Hungary, Slovenia and Ukraing
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Credit for iInvestment may also be
affected by the rise iIn NPLS

Bank non-performing loans to total gross loans

2013
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High public debt can also constrain investme®G better

Figure 21. Deficits 5till High in Many Countries
{Percent of GDF)
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Mote: Fiscal deficits are general government overall balance where available;
general government net lending/barrowing elsewhere.

Figure 22. Public Debt has Risen Sharply
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Demographics can work against raising potential

Figure 13. Working Age Population Decline Set to

Deepen
(Percent, annual average growth)
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Source: UN Demographic Projections.

Figure 14. Emigration is a Further Headwind
(Per thousand population, annual average net migration rate, 2000-10)
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Low growth will make it harder to create jobs for the unemployed

Figure 15. Unemployment has Increased in
Most Countries
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Skill mismatches remain large

Figure 20. Skill Mismatches
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Source:5EQ Economic Research and Randstad (2012).
Mote: Each axis shows the share of workersfacing that type of skill mismatches. Mismatch of
education levels happens when the education level of 3 worker (2.9, high schaol) does not match

the job reguiremarts (e.g. universityl. Mismatch of skills field refers to cases whers the worker's
field of education (2.g. engineering) does not match the job reguirements (e.g. medicine).



Wages growth beyond roductivity makes imperoving competitiveness
challenging



