SGH WARSAW SCHOOL OF ECONOMICS MAGAZINE

SAZEBSGH ICDOIMT e e

ECONOMIC
CHALLENGES
FACING CENTRAL
AND EASTERN
EUROPE

SGH WARSAW SCHOOL
OF ECONOMICS REPORT

SGH REPORT: 28th ECONOMIC FORUM
The Economy, Business, 4—6 September 2018
Low-Emission Growth, Krynica

Demographics, The Tax
System, Social Challenges

www.sgh.waw.pl/gazeta




SGH CREATES LEADERS

SGH Warsaw School of Economics is aninnova-
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recognised centre for academic research, new
ideas and initiatives undertaken by the academic
community and alumni, as well as by business
representatives, NGOs and public administration.
As an autonomous and socially responsible univer-
sity, SGH Warsaw School of Economics promotes
ethical citizenship through its teaching, research
and social engagement activities.

SGH Warsaw School of Economics is one of the
universities most involved in the business milieu.
They have been working together since the 1990s
ofthe 20th century, as good education in economic
faculties needs to be based not only on the state-
of-the-art knowledge, but also on its application
in business practice and the public sphere. Entre-
preneurs, academics and students benefit from
educating well-qualified individuals, being able to
performtheir professional duties both individually
and in teams.

The university, as aleading centre of competencesin
the area of economics, data analysis and economic
law, conducts research and prepares expert opinions
contracted by enterprises, public institutions and
local government units.
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Our flagship project is the Economic Forum in
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event in Central and Eastern Europe over the last
quarter-century.
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The event has a long tradition of bringing together
leaders from Central and Eastern Europe, Western
Europe, Asia and America.

Overtheyears, the Economic Forumin Krynica has
become one of the largest and most thematically
comprehensive conferences in Europe, with approx.
4,000 delegates from 60 countries in 2017.
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his publication presents conclusions and selected ex-
cerpts of the report titled “Economic Challenges Fac-
ing Central and Eastern Europe” which was prepared
by experts of SGH Warsaw School of Economics for
the 28th Economic Forum in Krynica.

SGH has long-time experience in creating expert opinions,
economic and legal analyses for purposes of the private sector,
public institutions and local government units. We provide da-
ta and their interpretations to entrepreneurs, decision-makers
and the media. Some of our activities, such as regular research
into the economic situation, are dedicated both to specialists as
well as the public opinion at large.

Poland and most other countries of the region have wit-
nessed an unprecedented in modern history period of over 20
years of uninterrupted development. We should not get compla-
cent, though: in many areas there is a lot to do and the situation
in the near and far environment has become unstable. There-
fore, in this first edition we would like to outline some social and
economic challenges facing Poland and other countries of Cen-
tral and Eastern Europe.

The SGH Report has been divided into six subject areas.
The first one refers to the economic conditions of countries’ de-
velopment in the region, among others: analysis of changes in
the economic situation, real effective exchange rate, transac-
tional costs, macro-prudential policy, market cartelisation or
innovativeness.

The second area studied in the SGH Report focuses on
business matters, in particular the investor’s perspective and
conditions for doing business. We have also researched start-up
support systems and two key sectors which are agriculture and
the transport system.

The third area is low-emission development strategies in
Central and Eastern Europe countries and their implications.
The following chapter deals with demographic changes, par-
ticularly in terms of the labour market and social care as well as
the pension system reform.

The fifth area discusses challenges involved in closing tax
system loopholes. We have considered opportunities for sealing
the tax system as a priority for an efficient state and shed more
light on the problem of VAT non-compliance in the countries of
Central and Eastern Europe. The final part of the report is de-
voted to social challenges, chiefly connected to the situation of
households.

I very much hope our Report will pertinently address
many of the nagging questions or at least become a stimulating
contribution to pose some new ones.

Fullreporttextto be found at www.sgh.waw.pl/krynica2018.

j.g &
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ECONOMIC CONDITIONS OF THE DEVELOPMENT OF CENTRAL
AND EASTERN EUROPE COUNTRIES

- Observable symptoms of a slump in consumption along with lower production
activity accompanied by deteriorating consumer and entrepreneurial confidence
seem to indicate another wave of recession looming in the EU as well as in Central
and Eastern Europe.

- Outlays onresearchand developmentinthe countries of Central and Eastern Europe
have beenwellbelowthe target values adopted under the growth strategy ‘Europe 2020

- Countries of Central and Eastern Europe (except for Estonia) at the start were
below the target set by the European Union for 2020 in terms of the percentage of
young generation members holding a university degree and all of these countries have
achieved a considerable increase in the higher education participation rate.

- The model of capitalism conceived in Poland and the remaining 11 countries of
Central and Eastern Europe is institutionally highly incoherent. Due to this incohe-

BUSINESS

rence the system has been labelled with a newly coined term of patchwork capitalism.
As compared to the European Union, Poland is characterised by relatively low rates of
the banking sector consolidation.

— Advanced economic analytics allows identifying the markets where cartels are likely
tooccuraswellas singling out companies suspected of engaging in collusive schemes.
— Polandisthe only countryin Central and Eastern Europe which saw the real effective
exchange rate (REER) sink in 20002017 solely due to the impact of the labour cost
channel, understood as slower unit labour cost growth (ULC) at home than abroad.
— Postcommunist EU member countries experienced very rapid growth in the
level of transactional costs, catching up with or even outperforming the developed
capitalist states.

— Generally, transactional costs increased dramatically in Poland (from 45% up to
68%) between1996 and 2002, however, recently they have been on a downward trend
except for a short period of stability/slight growth in the years 2006, 2008 and 2014.
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INVESTOR'S PERSPECTIVE VERSUS CONDITIONS FORDOING
BUSINESS IN' SELECTED SECTORS IN CENTRALAND EASTERN
EUROPE

— Among the regions of Central and Eastern Europe, approximately only one in five
was rated as possessing outstanding potential investment attractiveness.

— Among the regions of Central and Eastern Europe in the years 2007-2016 the
highest growth was recorded in Lithuania, Poland (Lower Silesia, Matopolskie and
Wielkopolskie voivodeships) and Slovakia (Zapadné Slovensko, Stredné Slovensko,
Vychodné Slovensko).

— In subsequent years we could feel the impact of investments and exceptional
growthin the region of Central and Eastern Europe as compared against the old EU
member states. Three years later the ratings of potentialinvestment attractiveness
wereimprovedin 21regions andin subsequent three years theyincreasedin another14.
— Designing efficient systems of supporting start-ups has nowadays become not
merely an ornament in the national economic policy, but its pivotal element aimed at
driving innovation and entrepreneurship in the economy.

LOW-EMISSION GROWTH

— Among the analysed countries of Central and Eastern Europe only two do not
offer any tax relieves on R&D expenditure: Estonia and Ukraine. Yet, Estonia provides
a CIT tax exemption ontotal retained and reinvested profit. Estonian companies which
invest a lot of their resources into development are not obliged to pay income tax.

— The European model of agriculture may find it difficult to continue in the era of
globalising economies, at least in its current shape.

— Globalisation, if not accompanied by appropriate political and economic activity,
mayleadto a degeneration of the European agriculture model followed by its complete
denial or vanishing, which will cause a serious demeanour of the EU member states’
agriculture.

— In the years 1990-2015 the network of motorways in nine countries of Central
and Eastern Europe grew over threefold, from 1888 km in 1990 to 6618 km in 2015.

— Since 2005 Poland has built over 1000 kilometres of new motorways andin 2015
hadanetwork of 1559 km of top standard roads - about seven times more thanin1990.
Nevertheless, we cannot expect allneeds related to new high standard road construction
to be metin Central and Eastern Europe by 2030.

Enhancing the role of multimodal transportation in domestic systems and as a con-
sequence in the transport system of the whole region remains a strategic task in
Central and Eastern Europe countries.
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LOW-EMISSION DEVELOPMENT STRATEGIES IN CENTRAL
AND EASTERN EUROPE COUNTRIES

— Enhancing the role of multimodal transportation in domestic systems and as
a consequence in the transport system of the whole region remains a strategic task
in Central and Eastern Europe countries.

— The leader in accomplishing climate and energy targets set for 2020 in Central
and Eastern Europe is Estonia which in 2016 met the energy consumption reduction
goals set for 2020. Estonia has also been aleaderinincreasing the share of renewable
energy sources in the consumed energy.

— The established EU goal for a reduction in greenhouse gasses emissions may be
very hard to deliver by the Central and Eastern Europe states.

— Forcountries of the region, a greater challenge is presented by bringing down energy
consumption than by increasing the share of renewable energy sources. Apart from
Estonia, final energy consumption has been gradually limited by Croatia, Slovenia,
Lithuania, Latvia and Czechia.



SGH REPORT

gazetaSGH  Krynica 2018

DEMOGRAPHICS

page 20

DEMOGRAPHIC CHANGES AND THEIR IMPLICATIONS FOR
CENTRAL AND EASTERN EUROPE

— Intheyears 2018-2040 the expected supply of labourin most Central and Eastern
Europe countries will shrink on average by 0.5-1%.

— As a result of the shrinking labour supply, average economic growth rate in the
countries of Central and Eastern Europe will decrease from 2-4% observable since
the beginning of the 21st century down to 1.5-3% forecast for the years 2018-2040.
— Notonlyisthe population of Europe the oldestin the global scale and will continue
this way, but also Europe is the only continent experiencing a fall in the number of
working-age persons.

— Underdeveloped care services in Central and Eastern Europe countries are a barrier
to keener economic growth, as they hinder a more efficient use of the dwindling pool
of labour resources.

— Theageing population requires changesin pension schemesin orderto keep them
stable and adequate. In recent years practically in each Central and Eastern Europe
country some alterations have been made to the pension system.

— One of the vital accomplishments of almost all countries of the region has been
equallingthe retirement age of men and women, which has posed a political challenge.
Poland and Romania are still facing the test.

— Thebiggest challenge facing Central and Eastern Europe countries is a sustained
increase in the professional activity rate of their populations.

— Reforms of the social security system should be performed parallel to reforms of
the institutional job market, aimed at encouraging employers to boost the demand
forlabour, and togetherwith changes increasing the flexibility of the Labour Code and
constraining job migration.
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CHALLENGES INVOLVED IN CLOSING TAX SYSTEM LOOPHOLES
IN CENTRAL AND EASTERN EUROPE COUNTRIES

Legal solutions for preventing international tax evasion implemented in Poland
may appear ineffective.

What is required are solutions which, on the one hand, can be efficient in dealing
with entities using aggressive tax avoidance and on the other, may prove practical to
entrepreneurs seeking a ‘friendly’ regulatory environment.

SOCIAL CHALLENGES

In avast majority of Central and Eastern Europe states VAT collectibility has been
below the EU average and VAT revenue as the main source of tax revenue has been
largely unstable.

Implementing tailored mechanisms, mandatory reporting, IT tools along with raising
awareness hasresultedinincreased VAT collection, as exemplified by the Visegrad Group.
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SOCIAL CHALLENGES FACING COUNTRIES OF CENTRAL
AND EASTERN EUROPE

— Almost all Centraland Eastern Europe countries display one, characteristic model
of housing capitalism which differs from any models applied in Western or Southern
Europe. The modelis characterised by alow level of flat commoditisation, e.g. people from
CEE-11 countries treat theirhouses as family goods, not commodities or financial assets.
In Central and Eastern Europe the market of reversed mortgages or consumer loans
secured on property s practically non-existent, and discrepancies between the social
structure of income and assets inequality are very large.

— Oneofthe qualities of the housing capitalismin CEE countries islow supply of flats
for rent. What is more, if they at all become available in a given location, they tend to
be very expensive - the rent to income ratio is much higher in the region than in the
old EU member states.

— The more people believe that one can be lifted out of poverty, the more important
it becomes for the economic growth to invest in education.

— Households in Central and Eastern Europe countries have a generally low level
of indebtedness.

— Financial behaviour of households in Central and Eastern Europe states shows many
similarities to the behaviour of lower-income families in other European countries (low
saving propensity, taking out more consumer loans than mortgage loans).
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Economic situation in Central and Eastern

Europe

Observable symptoms of a slump in consumption along
with lower production activity accompanied by deterio-
rating entrepreneurial confidence seem to indicate anoth-
er wave of recession looming in the EU as well as in Central
and Eastern Europe.

n the years 1995-2018 there were two recessions (meas-

ured with a slump in real GDP) in the European Union (EU-

28). The first one, known as the Great Recession or credit

crunch, started in the first quarter of 2008. Despite a real-

ly deep slump, the recession lasted relatively short time, only
5 quarters. The crisis was accompanied by a dramatic fall in re-
al consumption. A slump in GDP and in consumption resulted
in arapid deterioration of consumer sentiment. The value of the
consumer sentiment index (CSI) decreased by 60 points. The
subsequent recovery ceased after 9 quarters. The second reces-
sion was caused by the so called sovereign debt crisis of the euro-
zone and lasted from the 3rd quarter of 2011 till the 1st quarter
2013 (6 quarters). A revival following the sovereign debt crisis
has been here to date (for 20 quarters). The level of real GDP
from the beginning of 2008 was reached only in mid 2015 and
consumption was restored only later.

The crisis of 2008 took place in all countries of Central
and Eastern Europe (CEE) apart from Poland. Both the way the
crisis unfolded and the economic situation fluctuated after the
recession varied in different countries. The 2008+ crisis had the
harshest effect on the Baltic countries where real GDP slumped
by over 20%. Currently, real GDP and real consumption show
an upward trend in most countries. The upward trend slowed
down in 2016-2017 and in Romania it even stalled (in 2017).
Analysis of the performance of the cyclical component of GDP

indicates that in some countries a downward trend has begun.
The strongest upward trend has been observable in the fluctua-
tions of real GDP in Poland.

Real GDP growth has been driven by consumption, al-
though it is not visible in the consumer sentiment index (CSI). In
a majority of Central and Eastern Europe countries consumer
sentiment is more pessimistic and volatile than in the EU-28. Re-
cently, an upward trend has been seen only in Estonia, Lithuania,
Hungary and Poland. A different picture is painted for the growth
prospects of the processing industry. In all the countries stud-
ied, except Ukraine, the flattened industrial production index has
reached values higher than in the EU-28 since the 2008+ crisis.
A dramatic slump in Ukraine (since 2014) has been stopped re-
cently. A survey of entrepreneurial sentiment reveals a more pes-
simistic picture of the fluctuations in the economic situation. In
all CEE countries the values of the industrial confidence indica-
tor (ICI) in 2017-2018 have been lower than the same values in
the EU-28 and are characterised by high volatility. Yet, the ICI
cyclical component has been at a decline stage since mid 2017
both in the EU-28 and in CEE countries (apart from Czechia and
Slovakia where the downward trend has been ceasing).

Observable symptoms of declining consumption along
with lower production activity accompanied by deteriorating

cession looming in the EU-28 as well as in CEE.

ELZBIETA ADAMOWICZ is a Full Professor, Director of the Institute of
Economic Development of SGH Warsaw School of Economics.

SLAWOMIR DUDEK is a Doctor of Economics, Assistant Professor in the Institute
of Economic Development of SGH Warsaw School of Economics.

EWA RATUSZNY is a Doctor of Economics, Assistant Professor in the Institute of
Economic Development at SGH Warsaw School of Economics.

KONRAD WALCZYK s a Doctor of Economics, Vice Director of the Institute of
Economic Development of SGH Warsaw School of Economics.
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Knowledge, development and public
policies in Central and Eastern Europe as
compared against highly developed countries

Outlays on research and development in the countries of
Central and Eastern Europe have been well below the target
values adopted under the growth strategy ‘Europe 2020’
Countries of Central and Eastern Europe (except for Esto-
nia) at the start were below the target set by the European
Union for 2020 in terms of the percentage of young gener-
ation members holding a university degree and all of these
countries have achieved a considerable increase in the high-
er education participation rate.

n the growth strategy "Europe 2020’ the development of the

economy based on knowledge and innovation has been rec-

ognised as one of the three priorities for the European Un-

ion in this decade. Priorities indicated in the strategy have

been assigned eight indicators along with their target values
to be achieved by 2020. Two of the indicators are used to moni-
tor progress in building the intelligent economy:

— percentage of young generation members (age group
30-34) holders of a university degree, to reach the level of at
least 40% in 2020;

— outlays on R&D activity - 3% of the European Union
GDP in the same time perspective.

The region of Central and Eastern Europe exhibited dy-
namic growth in spreading higher education among the group of
30-34 year-olds in the period from 2010 to 2017. All countries
(apart from Estonia) at the start were below the target set for
2020 and they all achieved a considerable increase in the higher
education participation rate. The lowest increase was recorded
in Bulgaria (4.8 pp) and in Hungary (6.0 pp), the highest in Lith-
uania (14.2 pp). Poland boasts a healthy rise of 10.2 pp. Owing to

gazetasGH
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such a dynamic spreading of higher education in the age group
30-34, all the countries of the region have significantly short-
ened the distance to the target, while five of them - Latvia, Es-
tonia, Lithuania, Czechia and Poland have exceeded minimum
values indicated in national reform plans. Romania, Hungary
and Slovakia should be able to meet the target if they maintain
the trend of the previous years, but Bulgaria may find it difficult
to deliver on the established goal in 2020.

Interms of expenditure on R&D activity, the countries of
Central and Eastern Europe fall definitely short of the target
amounts. For example Poland was short by 0.98 pp to the set
relation of 1.7% and after six years still remains short by 0.73
pp. Improvement is minor, that is why Poland has achieved on-
ly 57% of the target indicator. The situation is similar in Ro-
mania, Lithuania, Bulgaria, Slovakia and Hungary — these
countries have barely closed the gap to the target value (from
0.02 pp to 0.22 pp). In two countries we have seen a regression
- in Estonia and Latvia where the gap has widened by 0.30 pp
and 0.17 pp accordingly. Such a slim progress in boosting R&D
expenditure results in insufficient implementation of the stra-
tegic target of encouraging R&D activity. The degree to which
the target has been delivered ranges from 24% in Romania
to 67% in Hungary. Czechia remains the sole exception - the
country which in 2010 recorded the second highest intensity
of R&D activity in Central and Eastern Europe, despite the
fact that its target R&D expenditure in relation to GDP was
set at only 0.1%, which is the lowest level among countries of
the region.

WOJCIECH PACHO is a Full Professor, Head of the Department of Applied
Economics at SGH Warsaw School of Economics.

MILOSZ ROJEK is a Doctor of Economics, Assistant Professor in the Department
of Applied Economics of SGH Warsaw School of Economics.
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Patchwork capitalism models
in Poland and other Central
and Eastern Europe countries

The model of capitalism conceived in Poland and the re-
maining 11 countries of Central and Eastern Europe is in-
stitutionally highly incoherent. Due to this incoherence the
system has been labelled with a newly coined term of patch-
work capitalism.

GH team headed by Prof. Ryszard Rapacki has been
running research into the nature of capitalism born in
11 new EU member states from Central and Eastern
Europe (CEE-11). This study allows us to formulate
the following conclusions:

— Institutional architecture in CEE-11 countries was
closely resemblant of the Mediterranean model of capitalism.
Affinity ratios to Spain/Italy amounted on average across the
group to 64.0% and 64.4% respectively and were the highest as
compared against other countries of reference.

— Simultaneously, the group showed a considerably high
institutional affinity to the continental model of capitalism rep-
resented by Germany (affinity ratio 57.0%).

— On the other hand, CEE-11 countries possessed the
least affinity to the Nordic model of capitalism represented by
Sweden. Some exceptions to the rule constitute competitive ar-
eas of the goods market and property market in which the stud-
ied countries gravitated towards the Nordic model as much as to
the continental model.

A separate analysis of variables representing the inputs
and outputs indicates that although most CEE-11 countries re-
semble the Mediterranean capitalism model in terms of the
outputs achieved, looking on the side of the input variables (in-
stitutional infrastructure) they display more affinity to the con-
tinental model.

The study has found out that various models of capitalism
tend to co-existin the European Union. It also proves the exist-
ence of a distinct model of capitalism in most CEE-11 countries.
Only two institutional areas diverge from the general scheme
- competition on the goods market and financial intermediary
system whose institutional architecture is very close to pat-
terns observed in Western Europe, which may be attributed to
the unifying influence of acquis communautaire.

The model of capitalism conceived in Poland and other
CEE-11 countries is marked with enormous institutional inco-
herence. Due to this incoherence the system has been labelled
with a newly coined term of patchwork capitalism, which seems
to best define its nature and core constituting qualities. The
patchwork nature of Central and Eastern Europe’s capitalism
can be seen very clearly in the following features of its institu-
tional matrix:

— co-existence of constituting elements borrowed from
a few different institutional orders of Western Europe (primar-
ily from the Mediterranean model, but also from the continen-
tal model and - with lower frequency - from the Nordic and An-
glo-Saxon models);

— combining exogenous and endogenous components in
asingle structure, where the latter reflect the impact of the her-
itage of the centrally planned economy, implementation of the
system transformation strategy, political compromises made
and widely speaking - path dependence;

— systemic incompatibility of the features of the institu-
tional architecture on the inputs and outputs side;

— visible deficit of institutional complementarity both in-
side particular institutional areas and between them.

RYSZARD RAPACKI is a Full Professor, Head of the Department of Economics I
at SGH Warsaw School of Economics.

JULIUSZ GARDAWSKI is a Full Professor, Director of the Institute of Philosophy
of Sociology and Economic Sociology of SGH Warsaw School of Economics.
MARIUSZ PROCHNIAK holds a post-doctoral degree and is an Associate
Professor in the Department of Economics Il of SGH Warsaw School of Economics as
well as the Vice Dean of the Undergraduate Programme at SGH.

BOZENA HORBACZEWSKA is a Doctor of Economics, Assistant Professor in
the Deaprtment of Economics Il of SGH Warsaw School of Economics.

ADAM CZERNIAK s a Doctor of Economics, Chief Economist at the analytical
centre Polityka INSIGHT and Assistant Professor in the Department of Economics Il of
SGH Warsaw School of Economics.

ADAM KARBOWSKTI is a Doctor of Economics, Assistant Professor in the
Department of Business Economics at SGH Warsaw School of Economics. He is a mem-
ber of the scientific council of IBRKK-PIB, Vice Dean of the Graduate Programme at SGH.
PIOTR MASZCZYK s a Doctor of Economics, Head of the Centre for Research
into Institutions and Variants of Capitalism of SGH Warsaw School of Economics,
Assistant Professor in the Department of Economics Il of SGH and former Vice Dean of
the Undergraduate Programme of SGH.
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Macro-prudential policies

As compared against the European Union Poland has arel-
atively low index of the banking sector consolidation.

acro-prudential instruments serve the purpose

of enhancing the resilience of the financial sys-

tem in case systemic risks should materialise, as

well as driving long-term sustainable econom-

ic growth. It should be noted, however, that sta-
bility of the banking sector is correlated with the level of its
consolidation.

Comparative studies of Poland versus other EU countries
show that our country exhibits relatively low indicators of con-
solidation in 2017. According to Herfindahl-Hirschman index
(HHI) only Germany, Luxembourg, Austria, Great Britain, It-
aly, France and Finland were less consolidated (for CR5 con-
solidation index the same conclusions apply, with Finland re-
placed by Ireland). It means that in Poland consolidation is the
lowest among the 13 new EU member states. Specifically, con-
solidation in Hungary appears slightly higher and it also is sig-
nificantly higher in Czechia. At the same time, Poland ranked
11 in terms of ROA index (0.80%). Although this level of the in-
dex places Poland in the middle of EU countries, it is one of the
lowest among the new EU states except for Croatia and Cyprus.
As for the ROE index (6.88%) Poland in 2017 ranked 19 in the
European Union. The value of the ROE index follows from the
conservative approach of the Financial Supervision Commis-
sion to banks’ capitals.

MATEUSZ MOKROGULSKTI is a Doctor of Economics, Assistant Professor
in the Department of Applied Economics of SGH Warsaw School of Economics.

He holds the post of the Director of the Department of Commercial Banking in the
Office of the Financial Supervision Commission and is the Polish representative in the
European Banking Authority (EBA).

THE CENTRE FOR
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Selected profitability and banking sector consolidation

indices in EU countries in 2017

AND TECHNOLOGY TRANSFER

Country ROA ROE HHI CR5
Austria 0.76% 8.69% 375 36.39%
Belgium 0.67% 8.81% 1102 68.80%
Bulgaria 131% 10.16% 906 56.48%
Croatia 0.80% 5.87% 1387 72.79%
Cyprus -1.04% -11.55% 1964 84.15%
Czechia 1.09% 13.02% 1028 64.11%
Denmark 0.66% 10.83% 1123 65.65%
Estonia 1.36% 9.20% 2419 90.30%
Finland 0.55% 8.78% 630 48.35%
France 042% 6.39% 574 45.38%
Greece -0.19% -1.32% 2307 96.98%
Spain 0.52% 6.99% 965 63.70%
The Netherlands 0.54% 8.75% 2087 83.82%
Ireland 0.75% 4.97% 667 45.51%
Lithuania 0.88% 912% 2189 90.13%
Luxembourg 049% 5.70% 256 26.18%
Latvia 0.88% 761% 1235 73.53%
Malta 1.06% 7.23% 1599 80.86%
Germany 0.21% 2.92% 250 29.71%
Poland 0.80% 6.88% 645 4751%
Portugal -0.02% -0.84% 1220 7310%
Romania 1.28% 11.74% 910 5940%
Slovakia 0.86% 9.27% 1332 74.54%
Slovenia 111% 911% 1133 61.53%
Sweden 0.69% 10.87% 914 5817%
Hungary 1.55% 14.53% 890 52.87%
Great Britain 0.29% 4.30% 453 36.88%
Italy 0.59% 714% 519 4343%

Source: SGH own study based on the data of the European Central Bank, Statistical

Data Warehouse.
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Cartel as an object of economic

policy

Advanced economic analytics allows identifying the mar-
kets in which cartels may be operating as well as singling
out companies likely to engage in collusive schemes.

ursuant to article 101 of the Treaty on the Functioning

of the KEuropean Union, cartels are illegal. Pursuant to

the article quoted: * Any agreements between compa-

nies, decisions of company alliances and agreed practic-

es which may affect trade between Member States and
which are aimed at or may resull in prevenling, constraining or
disrupting competition on the internal single market violate the
internal market and shall be banned'. The Polish law also regu-
lates this issue. Key relevant regulations have been included in
the act on protection of competition and consumers. The aim of
this law is to improve the efficiency of eradicating monopolistic
practices and protecting fair competition.

The US Department of Justice believes the Penalty Miti-
gation Programmes to be the most efficient instrument for car-
tel detection. The American Penalty Mitigation Programme
provides for an automatic exemption from sanctions to compa-
nies which will be the first to report illegal cooperation to the
regulator as long as the case has not been investigated yet and
the company making a disclosure of the competition law viola-
tion is obliged to immediately abstain from the illegal practice
and fully cooperate with US DOJ.

The European Commission, aware of some weakness-
es of the European penalty mitigation programme has modi-
fied it and made it very similar to the American system. Most
of all, the new project provides for a complete exemption from

financial penalties, also when an investigation in a given case is
already pending.

Along with implementation and improvement of the pen-
alty mitigation programme in order to eliminate cartels, the
European Commission allocates increasingly more resourc-
es to economic analyses helping detect agreements disrupting
free competition on the market. Advanced economic analytics
allows identifying the markets in which cartels may be operat-
ing as well as single out companies likely to engage in collusive
schemes.

From the economic theory point of view, there is no doubt
that industries consisting of fewer than 5 companies are car-
tels, so they should become main targets for the activity of an-
ti-monopoly offices. However, from the legal point of view, this
argument may not be used to impose penalties on a company,
because a collusive scheme may function as the so called tac-
it collusion. In order to establish a cartel composed of a small
number of companies, there is no need to make secret deals. It
will be maintained by mutual monitoring of observable market
activities such as price offerings.

JACEK PROKOP holds a post-doctoral degree and is an Associate Professor in the
Department of Business Economics of SGH Warsaw School of Economics. Currently
he holds a post of the Vice Rector for Cooperation with Abroad at SGH Warsaw School
of Economics.

ADAM KARBOWSKTI is a Doctor of Economics, Assistant Professor in the
Department of Business Economics at SGH Warsaw School of Economics. He is

a member of the scientific council of IBRKK-PIB, Vice Dean of the Graduate Programme
at SGH.

LUKASZ KRYSKIEWICZ is a Doctor of Economics, Assistant Professor in the
Department of Business Economics of SGH Warsaw School of Economics.
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Factors affecting fluctuations in the real
effective exchange rate

Poland is the only country in Central and Eastern Europe
which saw the real effective exchange rate (REER) sink in
2000-2017 solely due to the impact of the labour cost chan-
nel, understood as slower unit labour cost growth (ULC) at
home than abroad.

eal Effective Exchange Rate (REER) is a key meas-

ure of international price-cost competitiveness of par-

ticular countries” economies. In Central and Eastern

Europe countries there exist considerable differences

concerning the factors affecting changes in the real ef-
fective exchange rate. It is mostly due to the selection of various
exchange rate systems, but also different degree of flexibility of
the labour market and labour market policies implemented. The
global financial crisis disturbed and in reference to some coun-
tries practically suspended the Samuelson-Balassy effect which
assumes real appreciation of the domestic currency as the coun-
try continues up the economic growth path.

In Poland in 2000-2017 unit labour costs increased mere-
ly by slightly below 24 pp. It was the consequence of not so
healthy, slightly over 78-point growth in nominal average wage
and a significant, almost 55-point rise in labour productivity.
This surge in productivity was achieved with an almost 11-point

rise in employment in the national economy. At the same time
unit labour cost (ULC) with business partners grew by slight-
ly over 33 points. Nominal effective exchange rate (NEER), in
the floating exchange rate conditions, appreciated by a slim fig-
ure of below 5 points. As aresult, REER slumped. It constitutes
a solitary case among the countries studied. It was made pos-
sible only due to the effects of the labour costs channel, which
means a slower growth in the ULC at home than abroad. Dur-
ing the time of intense crisis (2008-2009) labour productivi-
ty edged up and ULC expanded even stronger than in the en-
tire pre-crisis period. A dramatic slump in REER in these years
prevented a recession in the real economy (GDP rose by almost
7 points and employment by 4 points). In the post-crisis years
(2010-2017) REER levelled off as NEER showed little growth
and domestic ULC practically equalled the ULC abroad.

KAROLINA KONOPCZAK s a Doctor of Economics, Assistant Professor in the
Department of Applied Economics at SGH Warsaw School of Economics.
KRZYSZTOF MARCZEWSKI holds a post-doctoral degree and is an Associate
Professor in the Department of Applied Economics of SGH Warsaw School of
Economics.

Decomposition of real effective exchange rate fluctuations in Poland in the years 2000-2017 (in pp)

Factors Marking 2000-2007 2008-2009 2010-2017 2000-2017
GDP ) 3246 6.94 25.89 65.29
Employment ®) 322 404 344 1070
Labour productivity B)=0-@© 29.24 2.90 2245 54.59
Average wage @) 35,62 127 31,58 78,47
Domestic ULC ©)=@)-0) 6.38 836 913 23.87
ULC abroad (6) 14.58 8.35 10.27 33.20
NEER @) 13.77 -10.76 158 4.59
REER ©®)=@7)+(5)-(6) 5.57 1075 045 474

Source: SGH own study based on the data from AMECO base (downloaded on 25 June 2018).



SGH REPORT

gazetaSGH  Krynica 2018

Transactional costs in Poland and other
countries of Central and Eastern Europe:
comparative study in the transformation

period

Postcommunist EU member countries experienced very
rapid growth in the level of transactional costs, catching up
with or even outperforming the developed capitalist states.
Generally, transactional costs increased dramatically in
Poland (from 45% up to 68%) between 1996 and 2002, how-
ever, recently they have been on a downward trend except
for a short period of stability/slight growth in the years
2006, 2008 and 2014.

ransactional costs measured in the long term (e.g.
100 years), it means the costs of business activity, be-
ing costs of the functioning of the market system and
not the costs of manufacturing consumer goods, indi-
cate that their share in the national product has been
on the rise. A long-term upward trend for the relation: macroe-
conomic transactional costs — the value of final goods and ser-
vices, observed for some of the most developed market econo-
mies, was also noted for a much shorter transformation period
of post-communist countries in Central and Eastern Europe at
the turn of the 20th and 21st century. Transactional costs in Po-
land generally increased rapidly (from 45% to 68%) between
1996 and 2002, but recently have shown a downward trend,
apart from a short period of stability/slight growth in 2006,

2008 and 2014. The considerable rise in transactional costs
until 2002 was owed to deep institutional restructuring which
took place in the Polish economy.

The following conclusions related to transactional costs
may be formulated for post-communist countries:

1. In all the countries studied - both those of advanced
capitalism and of post-communist transformation - the level of
transactional costs in relation to the national revenue was ris-
ing continuously (generally from the level of about 30-40% up
to about 55-70%).

2. Post-communist countries, members of the European
Union (Poland, Bulgaria), showed very rapid increase in trans-
actional costs in the periods studied, catching up with or even
outperforming (Poland) countries of advanced capitalism.

3. European areas remaining outside of the European
Union are characterised by a lower level of transactional costs
in relation to the national revenue by about 20 pp.

4. Discrepancies in the levels of transactional costs may
result both from researchers disregarding part of the transac-
tional activity in the manufacturing sector as well as from dif-
ferences in the advancement of the market transformation.

PATRYCJA GRACA-GELERT is a Doctor of Economics, Assistant Professor in
the Department of Economics Il of SGH Warsaw School of Economics.
ALEKSANDER SULEJEWICZ holds a post-doctoral degree and is a Professor
in the Department of Economics Il of SGH Warsaw School of Economics.
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Changes in the area of Central and Eastern
Europe from the investor’s perspective

Among the regions of Central and Eastern Europe approxi-
mately only one in five was rated as possessing outstanding
potential investment attractiveness.

Among the regions of Central and Eastern Europe in the
years 2007-2016 the highest growth was recorded in Lith-
uania, Poland (dolno$laskie, malopolskie and wielkopolskie
voivodeships) and Slovakia (Zapadné Slovensko, Stredné Slov-
ensko, Vychodné Slovensko).

In subsequent years we could feel the impact of investments
and exceptional growth in the region of Central and Eastern
Europe as compared against the old EU member states. Three
years later the ratings of potential investment attractive-
ness were improved in 21 regions and in subsequent three
years the ratings increased in another 14.

he notion of investment attractiveness addresses the
question whether investing in some area is worth-
while. The notion may be defined as ‘an ability to per-
suade investors to choose a given region as a location
for investments’.

Research conducted under the supervision of Prof. Han-
na Godlewska-Majkowska in the years 2007-2016, covered all
regions of the European Union at NUTS 1 level (macroregions)
and NUTS 2 level (voivodeships).

Regions located in the centre of the European Union - in
the belt between the capital of Great Britain and Austria - pos-
sess the highest potential investment attractiveness. Regions of
Central and Eastern Europe along with regions of Southern Eu-
rope are peripheral areas, as a consequence being the least de-
veloped regions of the European Union. Additionally, a discrep-
ancy between the centre and other regions has been widened
by the historical legacy of Central and Eastern Europe and the
economic crisis in the South of Europe.

Among the regions of Central Europe only one in five re-
ceived an outstanding rating of its potential investment attrac-
tiveness. On the one hand, it is a slim margin, especially con-
sidering the amounts of funds allocated to the development of
Central and Eastern Europe under the Cohesion Fund of the
European Union. On the other, however, it would be difficult to
expect all development barriers to be removed in such a short
period. Nevertheless, the appearance of territorial units in two
top classes of potential investment attractiveness proves that
some regions were able to grab the opportunity offered by the
European Union accession.

It is the capital city regions that were rated the highest in
terms of their potential investment attractiveness. The above

mentioned territorial units are located in Bulgaria, Estonia,
Czechia, Romania, Slovakia and Hungary. It is important to
note the appearance of strong regional growth poles, such as
Lower Silesian or Pomeranian Voivodeships in Poland as well
as Stredni Cechy and Jihovychod in Czechia.

In 2007 the lowest rated territorial units (class F) were
the regions of Eastern Poland, Bulgaria and Romania. Howev-
er, the closer to the Western border, the higher potential invest-
ment attractiveness was rated. The global economic crisis and
alimited number of investments co-financed with EU structur-
al funds affected the assessment of the potential investment at-
tractiveness in 2010. The majority of territorial units at NUTS
2 level did not change their investment attractiveness rating on
the previous period, but as many as 7 out of 52 regions saw their
rating deteriorate. The glorious exceptions were Lubuskie and
Mazovian Voivodeships. As compared against the countries of
the former European Union, consecutive years have brought
more investments and outstanding growth in the Central and
Eastern Europe region. Three years later the rating of potential
investment attractiveness improved in 21 regions and in subse-
quent three years, in another 14. As a result, the lowest class of
potential investment attractiveness is found in a total of 7 re-
gions of Central and Eastern Europe: four in Romania, two in
Bulgaria and one in Hungary.

In Poland the condition of the environment bettered, but
the social and economic development inevitably implies envi-
ronmental degradation as well as higher material and energy
consumption. One of the ways of dealing with environmental
issues are green innovations. A complex index of green inno-
vations presents Poland’s unfavourable situation as it has been
classified in the group of uninnovative and environmentally un-
friendly countries of Europe. Poland has been ranked in the
weakest group along with amajority of Central and Eastern Eu-
rope countries. Even in this group there is a wide gap visible be-
tween Poland and Czechia.

HANNA GODLEWSKA-MAJKOWSKA is a Professor of Economics, Head
of the Business Environment Unit in the Institute of Enterprise of the Collegium of
Business Administration, Full Professor in the Institute of of Enterprise at SGH. Currently
she holds a post of the Vice Rector for Cooperation with the Environment at SGH
Warsaw School of Economics.

MARIUSZ CZARNECKI is a graduate of SGH Warsaw School of Economics,
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Enterprise.
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Institute of Enterprise of SGH Warsaw School of Economics.
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Start-up support systems
in Central and Eastern Europe

Designing efficient systems of supporting start-ups has
nowadays become not merely an ornament in the national
economic policy, but its pivotal element aimed at driving in-
novation and entrepreneurship in the economy.

Among the analysed countries of Central and Eastern Eu-
rope only two do not offer any tax relieves on R&D expendi-
ture: Estonia and Ukraine. Yet, Estonia provides a CIT tax
exemption on total retained and reinvested profit. Estonian
companies which invest a lot of their resources into devel-
opment are not obliged to pay income tax.

tart-ups are becoming an increasingly important el-

ement of the process of improving innovativeness of

Central and Eastern Europe economies. Creating effi-

cient systems of supporting start-ups is currently not

only an addition to the economic policy actions but
one of its key elements aimed at driving innovativeness and en-
trepreneurship in the economy.

Tax systems in most Central and Eastern Europe coun-
tries do not offer any special tax incentives to start-ups, focus-
ing more on small and medium-sized companies or innovative
activity as such. Complicated tax law in most countries of the
region poses a serious problem. Also other weaknesses have be-
come visible, among others: high bureaucratic barriers, high
capital needs for setting up companies or insufficient level of in-
tellectual property protection.

Some of the countries, especially the Baltics offer consid-
erably less strict tax and administrative solutions, which makes
them competitive in the region. They usually also ensure lower
bureaucratic barriers and facilitate founding companies. Coun-
tries of the region differ significantly in terms of the labour law
provisions, which helps them gain advantage over others offer-
ing flexible forms of employment.

MICHAL GALAGUS is a student of SGH Warsaw School of Economics.
ARKADIUSZ KAMINSKI is a student of SGH Warsaw School of Economics and
University of Warsaw.

ADRIAN MICHALCZUK is a 3rd year student of Finance and Accounting and
Vice Chairperson of the Student Board at SGH Warsaw School of Economics.

Most important tax incentives for start-ups in Central and Eastern Europe countries

Y Taxbreakson Tax mcerltwes for SMEs (also incentives for other types of e e e e e e S
R&D (Yes/No) companies)

Bulgaria  Yes Not identified Not identified

Czechia  Yes Tax relief up to 10 years on some investments Not identified

Estonia  No Exemption from CIT tax on retained or reinvested profit

Not identified

CIT tax reduction for microenterprises

Reductionin CIT tax on profit generated as a result of using or selling

Lithuania  Yes CIT tax 0% rate for small enterprises in the first year of operation intangible assets
Double deduction of investment costs into fixed assets g
Flat rate tax for start-ups
Latvia Yes Not identified Supportforhlghly_qyallﬁed emplqyees )
Increased depreciation of assets in the form of new technologies or
intangible assets
Accelerated depreciation of innovative investments
Poland Yes Reduced social security contributions for new entrepreneurs Exemption from the tax on intellectual property when it is in the
form of contribution in kind
Reduced tax rates for microenterprises and newly founded companies  Accelerated depreciation of investments in R&D assets
Romania  Yes 0% tax rate on the profit invested in new technological equipment Tax exemptions for persons working as IT specialists and in R&D
usedin the business sector
Slovakia ~ Yes Not identified CIT tax exemption on commercial use of intangible assets
Ukraine  No Special tax regulations with lower rates for small enterprises Exemption from VAT tax for IT companies on the software provided
Tax relief for SMEs based on the interest on loans for investments into Reduced socwa sepunty contributions and professional training
Hungary  Yes courses for scientists

fixed assets

Tax relieves on R&D

Source: SGH own study.
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European Model of Agriculture — evolution conditions

The European model of agriculture may not survive in the
eraof globalising economies — atleastin the current version.
Globalisation, if not accompanied by appropriate political
and economic activity, may lead to a degeneration of the Eu-
ropean agriculture model followed by its complete denial or
vanishing, which will cause a serious demeanour of the EU
member states’ agriculture.

U agriculture possesses very special qualities which first

of all derive from the regional specifics, tradition and on-
==y remotely from the regulations of agriculture policies.
These key qualities are: lower unit potential of farms,
high share of family labour and part-time labour, low
scale of production, low level of specialisation (multidirectional
production), high prices of land.

As a result of progressing globalisation it has become in-
creasingly more doubtful whether the European Agriculture
Model (EAM) may effectively compete on the global market.
Is this model able to survive without the protective ‘safety net’
which is certainly provided by the Common Agricultural Policy
(CAP)? And finally, is this model doomed in the circumstances
of overwhelming globalisation in agriculture and agrobusiness?

In general the future of EAM is determined by two groups
of factors. They are as follows:

1) Activities under the Common Agricultural Policy:
‘shield” activities (budget subsidies, market mechanisms), restric-
tive activities (using quota and limiting production, in the current
decade also discontinuing production — sugar, wine), strict tech-
nological and environmental regimes.

2) Processes resulting from the globalisation of the world
economy: higher demand for food, growing world trade in food
as a consequence of increasing liberalisation in the exchange of
goods (growing influence of non-European regions), growing
importance of non-agricultural links of agrobusiness (TNC),
increasing significance of crops in non-agricultural produc-
tion (biofuels), slow but systematic increase in GMO-plants and
GMO-animals.

A large majority of the above presented processes allow us
to formulate a conclusion that the European Agriculture Model
may not be able to continue in the era of globalising economies.
At least in its present shape. Globalisation without appropri-
ate political and economic actions may lead to a degeneration of
EAM and as a consequence its denial or vanishing causing deg-
radation of the EU agriculture.

ROMAN SOBIECKI holds a post-doctoral degree and is an Associate Professor
of SGH Warsaw School of Economics and the Director of the Institute of Markets

and Competition at SGH. Currently he holds a post of the Dean of the Collegium of
Business Administration at SGH.

STANISLAW KOWALCZYK is a Professor of Economics, Associate Professor in
the Institute of Markets and Competition at SGH Warsaw School of Economics.

Evolution of the transportation system
in Central and Eastern Europe (selected problems)

In the years 1990-2015 the network of motorways in nine
countries of Central and Eastern Europe grew over three-
fold, from 1888 km in 1990 to 6618 km in 2015.

Since 2005 Poland has built over 1000 kilometres of new
motorways and in 2015 had a network of 1559 km of top
standard roads - about seven times more than in 1990.
Nevertheless, we cannot expect all needs related to new
high standard road construction to be met in Central and
Eastern Europe by 2030.

incethebeginningofthe 1990s ofthe 20th century trans-
port infrastructure in Central and Eastern Europe has
been considerably modernised. In terms of the condition
of the infrastructure possessed at that time all countries
of the region found themselves in a similar starting point
and passed through the same transformation process.
In 1990 in all nine countries studied there existed only
a fractional network of high category roads — motorways. In the

following 25 years their length grew over threefold, up to 6618
km in 2015. This expansion gained momentum in the period
2005-2015 when particular countries became members of the
European Union and got access to EU operational programmes
and infrastructure project funds. One of the main beneficiaries
of these instruments is Poland which, starting from 2005, built
over 1000 km of new motorways and in 2015 had a 1559 km net-
work of highest standard roads — almost seven times more than
in 1990. There are still many investment projects pending the
outcome of which will be a transportation network connecting
to Trans-European Corridors. Nevertheless, we cannot expect
all needs related to new high standard road construction to be
met in Central and Eastern Europe by 2030.

WOJCIECH PAPROCKT is a Full Professor in the Department of Transport

of SGH Warsaw School of Economics, where he heads the Transport Enterprise
Economics Unit.
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Department of Transport at SGH Warsaw School of Economics.
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Strategies for low-emission transport
development in Central and Eastern
Europe in the light of the European Union

requirements

Enhancing the role of multimodal transportation in domes-
tic systems and as a consequence in the transport system
of the whole region remains a strategic task in Central and
Eastern Europe countries.

he study focuses on problems of development strate-

gies for low-emission transport in Central and East-

ern European countries (CEE) versus the European

Union requirements. The analysis conducted based

on a review of domestic strategies has been support-
ed by data on the use of low-emission transport, investments
into railway infrastructure in CEE countries in 2007-2016 as
well as findings of the study run under ChemMultimodal pro-
ject carried out by SGH Warsaw School of Economics as part of
the Interreg Central Europe programme.

Based on the findings from the analysis of plans and strat-
egies for the transport sector in particular CEE countries, it is
possible to identify common strategic goals oriented towards
developing a modern, efficient, productive and safe transport
sector, such as:

— Improving the competitiveness and efficiency of the
transport sector in economic, social and environmental terms,
chiefly through effective maintenance, modernisation and devel-
opment of transport infrastructure, reduction in fuel consump-
tion and raising energy efficiency of transport, limiting the en-
vironmental and public health footprint of transport through
reducing greenhouse gasses and noise emissions, increased safe-
ty of the transportsystem, cutting down on the number of crashes.

Increasing the quality and availability of transport in
the internal perspective, in all country regions and in the ex-
ternal perspective through improving the coherence of domes-
tic transportation system connections with the European and
global system.

— A rise in inter-operativeness of transport through in-
vestments in modernisation and extension of the transport in-
frastructure paying special attention to increasing the poten-
tial of multimodal solutions development, specifically in the
Trans-European Transport Network TENTEC.

— Improving ways of organising and managing the trans-
port system, including among others the implementation of

a rational investment financing model and ensuring institu-
tional conditions supporting the servicing of infrastructure
investments.

— Undertaking activities aimed at the implementation of
new technologies supporting transport system management.

Additionally, the analysis of specific goals in the light of the
above mentioned general goals leads us to conclude that a stra-
tegic goal in CEE countries is enhancing the role of multimodal
transport in domestic systems and as a result in the transporta-
tion system of the entire region. The widest definition of multi-
modal transport says it is carrying shipments using at least two
means of various transport branches, based on the agreement
on multimodal transport, from the despatch point where the
shipment was entrusted to the multimodal transport operator
(or is organised independently) to the point of delivery. The un-
derlying principle in combining various branches and means of
transportis for the shipment to be performed in adominant part
using low-emission transport means, i.e. rail transport, inland
waterway transport or short-range sea transport preferably ap-
plying techniques of multimodal transport (which means car-
rying shipments in one integrated loading unit, e.g. a container
or vehicle using various means of transport).

In terms of the volume of shipments carried by rail trans-
portin the years 2007-2016, the highest share was observed in
Poland - at the level of 36% of all shipments transported on the
territory of CEE countries. The second country with the high-
estnumber of shipments carried was Czechia (14%), then Latvia
and Romania (9% each) and Lithuania and Hungary (8% each).
Investments made in CEE region confirm activities undertak-
en in order to develop rail transport and improve the quality of
infrastructure. These three countries have financed the most
investments: Poland (21% of all the expenditure in the years
2007-2016 in the countries studied), Czechia (27%) and Hun-
gary (18%).
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Department of Logistics of SGH Warsaw School of Economics. She is also an expert
of KE Group Transport Research Cloud and manager of the project ChemMultimodal
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Strategy for low-emission development
of the EU and its implications for member
states from Central and Eastern Europe

The leader in accomplishing climate and energy targets set for
2020 in Central and Eastern Europe is Estonia, which in 2016
met the energy consumption reduction goals set for 2020. Es-
tonia has also been a leader in increasing the share of renewa-
ble energy sources in the consumed energy.

The established EU goal for a reduction in greenhouse gasses
emissions may be very hard to deliver by the Central and East-
ern Europe states.

For countries of the region, a greater challenge is presented
by bringing down energy consumption than by increasing the
share of renewable energy sources. Apart from Estonia, final
energy consumption has been gradually limited by Croatia,
Slovenia, Lithuania, Latvia and Czechia.

nergy management is an important domain affecting the
level of greenhouse gasses emissions and, in effect, cli-
mate changes. The study conducted an analysis of initia-
tives and activities undertaken from 2000 to 2017 in the
European Union under the energy and climate policy in
order to transform the EU economy into a low-emission economy.

Having analysed the progress achieved by Central and East-
ern Europe countries in meeting climate and energy goals set for
2020, Estonia appears to be a clear leader. This country in 2016
met the goals set for 2020 in reducing energy consumption as well
as growing the share of renewable energy sources in the energy
used.

For countries of the region, a greater challenge is presented by
bringing down energy consumption than by increasing the share of

renewable energy sources. Apart from Estonia in 2016 the follow-
ing other countries limited their final energy consumption: Croa-
tia, Slovenia, Lithuania, Latvia and Czechia. These are the coun-
tries which in 2016 had a distance lower than Im toes to the goal
established for 2020. Romania sets an interesting example as it not
only met the targets, but achieved the energy consumption level
well below the assumed threshold (about 8 m toes).

The analysis of the share of renewable energy sources in fi-
nal energy consumption in 2016 indicates that most Central and
Eastern Europe countries delivered on their energy commitments.
The following countries are exceptions to this regularity: Latvia,
Poland, Slovenia and Slovakia. It is worth noting that these four
countries are by about 2-4 pp below the target. [t means that meet-
ing this target by 2020 is still probable. The situation of Croatia is
somewhat special as it not only met the targetimposed for 2016, but
achieved 8 pp of ‘surplus’ in relation to the value forecast for 2020.

As far as greenhouse gasses emissions are concerned, al-
so in the energy sector, a downward trend is observable in the pe-
riod studied. However, the EU reduction goal set for the countries
of the region may be hard to achieve. In 2015 only Estonia was re-
ally close to meeting this goal and the gap to the target was 0.3 pp.
The gap for other countries amounted respectively to: 8.5 pp for
Czechia; 8.4 pp for Poland; 9.2 pp for Latvia; 12.6 pp for Lithuania;
13.3 pp for Slovenia and 17.6 pp for Romania; 21.7 pp for Bulgaria;
23.5 pp for Croatia; 25.2 pp for Slovakia and 28.6 pp for Hungary.
GRAZYNA WOJTKOWSKA-LODEJ holds a post-doctoral degree, is an
Associate Professor at SGH Warsaw School of Economics. She holds a post of the Head of
the European Union Unit in the Institute of Intemnational Economic Policy at SGH.
HONORATA NYGA-LUKASZEWSKA is a Doctor of Economics, Assistant
Professor in the Institute of Intemational Economics of SGH Warsaw School of Economics.

Progress made by EU member states from the region of Central and Eastern Europe in meeting the climate and energy

goals set for 2020

Region Consumption of Goal: final energy Meeting the goal: Share of renewable Goal: share of Meeting the goal:

final energy (m toes  consumption (m Yes/No energy sources in final renewable energy Yes/No

2016) toes 2020) energy consumption  sources in final energy

2016 (%) consumption 2020 (%)

Bulgaria 97 8.6 No 18.8 16 Yes
Croatia 6.6 7 No 28.3 20 Yes
Czechia 24.8 25.3 No 14.9 13 Yes
Estonia 2.8 2.8 Yes 28.8 25 Yes
Lithuania 51 43 No 256 23 Yes
Latvia 38 45 No 372 40 No
Poland 66.7 716 No 1.3 15 No
Romania 22.3 303 No 25 24 Yes
Slovakia 104 9 No 12.0 14 No
Slovenia 49 51 No 213 25 No
Hungary 179 144 No 14.2 13 Yes

Source: SGH own study based on Eurostat data.
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Demographic changes in Central and
Eastern Europe versus economic growth

prospects

In the years 2018-2040 the expected supply of labour in
most Central and Eastern Europe countries will shrink on
average by 0.5-1%.

As aresult of the shrinking labour supply, average econom-
ic growth rate in the countries of Central and Eastern Eu-
rope will decrease from 2-4% observable since the begin-
ning of the 21st century down to 1.5-3% forecast for the
years 2018-2040.

n the years 2018-2040 potential labour supply in most coun-

tries of Central and Eastern Europe will be shrinking by an

average annual value of 0.5-1%, which will mean Poland and

other countries of the region facing problems of the sources of

further economic growth, similar to the ones observable now
in the countries of Western Europe.

Owing to the shrinking labour resources, maintaining the
average annual economic growth of the recent over dozen years
will be increasingly more difficult in Central and Eastern Eu-
rope. Little comfort comes from the fact that the potential for
economic growth in Western Europe countries will proba-
bly be even lower, therefore we should be able to see a further

gradual convergence of GDP growth in Central and Eastern Eu-
rope countries with levels recorded in countries of Western Eu-
rope based on continuous catching up with labour productivi-
ty levels. Forecasts based on anticipated changes in production
factors indicate that the average rate of sustainable economic
growth in the future will be significantly slower than the poten-
tial observable today and in the past. In particular the average
economic growth rate in Central and Eastern Europe countries
will fall from 2-4% noted since the beginning of the 21st centu-
ry down to 1.5-3% forecast in 2018-2040. In France and Ger-
many the average growth in the future may remain on the lev-
el recorded already at the start of the 21st century, that is about
1% annually.

The main determinant affecting weaker potential eco-
nomic growth rate in the countries of Central and Eastern Eu-
rope will be the negative impact of the labour factor. Fluctua-
tions in the labour factor will be related not only to a shrinking
number of working-age population, but also an increasing share
of people over 50 years of age in the so called working-age pop-
ulation resources.

PAWEL STRZELECKTI is a Doctor of Economics, Assistant Professor in the
Institute of Statistics and Demographics of SGH Warsaw School of Economics and an
economic expert of the National Bank of Poland.

Forecast average annual changes in labour supply and employment in the years 2018-2040
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Labour versus care in the conditions of
changes in demographic structures of
Central and Eastern Europe

Not only is the population of Europe the oldest in global
scale and will continue this way, but also Europe is the only
continent experiencing a fall in the number of working-age
persons.

Underdeveloped care services in Central and Eastern Eu-
rope countries are a barrier to keener economic growth, as
they hinder more efficient use of a dwindling pool of labour
resources.

ot only is the population of Europe the oldest in

global scale and will continue this way, but also

Europe is the only continent experiencing a fall in

the number of working-age persons. With dwin-

dling potential labour resources their ageing, which
means a growing share of persons aged 50/55-64 may addition-
ally restrain economic growth potential.

Potential limitation to economic growth in Central and
Eastern Europe countries is not only related to a much high-
er intensity of changes in the age structure, but also to relative-
ly scarcer opportunities of preventing a slump in labour sup-
ply through increased professional activity due to difficulty in
combining professional activity with care obligations. In oth-
er words, underdeveloped care services in Central and Eastern
Europe countries constitute a barrier to economic growth be-
cause they do not allow for a more efficient use of the shrinking
potential labour resources. Our study pertains to the following
8 countries of the region: Bulgaria (BG), Czechia (CZ), Croa-
tia (HR), Hungary (HU), Poland (PL), Romania (RO), Slovenia
(SI) and Slovakia (SK).

In all countries of the European Union one third of men at
the age of 55-64 and 48% of women at the same age have been
professionally passive, which adds up to 26 m people (10.3 m
men and 15.7 m women). It should be noted that starting from

2002, the most dramatic fall in the proportion of persons re-
maining professionally inactive was observed among this age
group members. In 2017 in Poland there were 2.6 m profes-
sionally passive people at the age of 55-64, in which women ac-
counted for 62.8% (this proportion was one of the highest in
all the countries analysed). In Bulgaria there were 373.5 thou-
sand professionally inactive people (with women accounting for
58.5%), in Czechia the number was 483.4 thousand (63.9%) ac-
cordingly, in Croatia — 338.3 thousand (59.6%), in Romania 1.4
m (62.6%), in Slovenia 160.2 thousand (55.7%) and in Slovakia
319.8 thousand (56.2%).

Central and Eastern Europe countries vary on the rea-
sons underpinning professional passivity among the 55-64 age
group. The most frequent motivation is retirement, however, its
proportion varies largely among the countries. In Poland and
Hungary over 40% of men at the age of 55-64 were profession-
ally passive due to a health condition or disability. What is im-
portant, in Croatia for over 24% of women at the age of 55-64
the motivation for withdrawing from the workforce were fami-
ly and care commitments. For Poland this proportion amounted
t016.3%, whereas for Bulgaria and Slovakia almost to 20%. The
data confirms the existing inability to combine work and fami-
ly duties among women at the pre-retirement age in these coun-
tries, which may contribute to earlier professional inactivity of
this group of persons. In order to halt the anticipated slump in
the professionally active/working population there need to be
undertaken some activities aimed at increasing the availabil-
ity of institutional child care and formal care services for the
elderly.

ANITA ABRAMOWSKA-KMON is a Doctor of Economics, Assistant Professor
in the Institute of Statistics and Demographics at SGH Warsaw School of Economics
where since 2016 she has headed the Demographics Unit.

IRENA E. KOTOWSKA is a Full Professor in the Institute of Statistics and
Demographics of SGH Warsaw School of Economics, Director of the Institute in the
years 2016-2018.
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Reforms of retirement systems in Central
and Eastern Europe countries, pensions and
consumption of the elderly in the context of
demographic changes under way

The ageing population requires changes in pension schemes
in order to keep them stable and adequate. In recent years
practically in each Central and Eastern Europe country
some alterations have been made to the pension system.
One of the vital accomplishments of almost all countries of
the region has been equalling the retirement age of men and
women, which has posed a political challenge. Poland and
Romania are still facing the test.

he ageing population requires changes in pension

schemes in order to keep them stable and adequate.

Central and Eastern Europe countries for many

years have been changing their retirement systems to

brace for the upcoming turnaround. Experiences of

recent decades indicate that retirement systems have been un-
dergoing almost permanent changes resulting, on the one hand,
from implementing structural reforms, and on the other, from
ongoing pressures of the existing social and economic situation.
In 2014-2017 many changes were designed to improve the
adequacy of benefits and their social stability. It equally applies
to Central and Eastern Europe countries. In recent years, prac-
tically in each country there have been some changes made to

the retirement system, in most cases aimed at increasing the ad-
equacy of benefits. Among the analysed countries, it was Bul-
garia which implemented a reform package accounting for al-
most all parameters of the retirement system, including a rise
in pension contributions. The other countries introduced cor-
rective changes.

The level of income protection in retirement systems of
the analysed countries is varied. In Czechia, Estonia, Hungary,
Poland and Slovakia pension transfers under the public retire-
ment systems allow covering private consumption of persons
at the retirement age. In Bulgaria, Latvia and Lithuania private
consumption exceeds benefit income, which means additional
transfers need to be acquired from other sources.

One of the significant accomplishments of almost all coun-
tries of the region is raising and equalling of the retirement age
for men and women, which posed a serious political challenge.
This activity allows maintaining the stability of retirement sys-
tems at the same time ensuring adequacy of the paid benefits at
a level only slightly lower than currently. Poland and Romania
are still to face the challenge.

AGNIESZKA CHLON-DOMINCZUK holds a post-doctoral degree, is an
Assistant Professor in the Institute of Statistics and Demographics of SGH Warsaw
School of Economics.

Changes in the retirement systems adopted in Central and Eastern Europe countries from 1.07.2014 to 1.07.2017
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Bulgaria X X X X X X X X
Czechia X X X X X
Estonia X X
Latvia X X X X
Lithuania X X X
Poland X X
Romania X X X X X
Slovakia X X X
Slovenia X X
Total 2/9 2/9 4/9 2/9 3/9 2/9 4/9 1/9 3/9 2/9 1/9 3/9 4/9 3/9

Source: SGH own study based on the data from the European Commission.
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Labour markets of selected countries
of Central and Eastern Europe — situation
diagnosis, trends, reform proposals

The biggest challenge facing Central and Eastern Europe
countries is a sustained increase in the professional activ-
ity rate of their populations.

Social security system reforms should be performed paral-
lel to reforms of the institutional job market, aimed at en-
couraging employers to boost the demand for labour, as well
as together with changes increasing the flexibility of the La-
bour Code and constraining job emigration.

abour markets of Central and Eastern Europe coun-

tries (CEE) have a different situation than the coun-

tries of Western Europe, taking into consideration em-

ployment and professional activity ratios as well as the

proportion of long-term unemployment in general un-
employment rate. However, the observed ratios are visibly low-
er (the proportion of long-term unemployed - higher) than the
values recorded in more wealthy countries, particularly in the
Netherlands, Sweden and Denmark. These discrepancies get
even wider when referred to a decomposition of the above ra-
tios for particular age groups and genders (specifically for wom-
en). Differences in the above ratios occasionally reach over doz-
en percentage points, which allows concluding that even with
no changes in labour efficiency, growth dynamics of some CEE
countries could be higher than the currently observed. The val-
ues of these ratios are affected by institutional factors.

In relation to the domestic labour markets, we have found
out that the toughest challenge facing all of the countries in
question is increasing the professional activity ratio of their
populations. Having carried out analysis of this ratio with dis-
tinction into gender and selected age groups, we concluded that

there exist opportunities for the Labour Force Participation
Rate (LFPR) to increase, particularly in the pre-retirement age
group (55-64) and in the sub-population of women.

A common element for countries of Western Europe and
CEE is the advancement of the demographic population age-
ing processes. What sets them apart, though, is the dynamics.
In western countries demographic ageing processes show a sta-
ble rate of change, but in CEE countries, since mid 1990s of the
20th century demographic ageing has been fairly rapid, which
may be observed in the changes in life expectancy of men and
women at birth and at the age of 65, as well as a growing value
of the demographic aged dependency ratio. These processes im-
pact on the age structure of the population, determining the vol-
ume of pension and healthcare expenditure.

Without the necessary reforms aimed at raising the stat-
utory minimum retirement age and relating it to the changes
in life expectancy, a deficit in the social security sector gener-
ated this way will require imposing an increased fiscal burden
on the currently working generation. This, in turn, will affect
growth dynamics, extending the convergence process with
more wealthy countries of Western Europe.

Social security system reforms should be accompanied by
reforms on the institutional labour market whose purpose will
be to provide stronger incentives encouraging employers to in-
crease demand for labour, at the same time raising the flexibility
of the Labour Code and restraining economic emigration. Cre-
ating a flexible labour market should allow for a more dynam-
ic flow between the labour market resources, and as a result, in-
creased GDP per capita and shorter period of convergence of
CEE countries with the wealthier West Europe states.
MATEUSZ GUZIKOWSKTI is a Doctor of Economics, Assistant Professor in the
Department of Applied Economics of SGH Warsaw School of Economics.
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Closing loopholes in the tax system
— a priority for an efficient state

Legal solutions for preventing international tax evasion im-
plemented in Poland may appear ineffective.

What is required are solutions which can be, on the one
hand, efficient in dealing with entities engaging in aggres-
sive tax avoidance practices, on the other, may prove prac-
tical in supporting the interests of entrepreneurs seeking
a‘friendly’ regulatory environment.

ealing the tax system has become one of the most im-

portant goals of the state policy. In the era of globali-

sation and increased tendency of companies to ap-

ply aggressive tax avoidance practices, sealing their

tax systems has become a priority for a majority of
EU member states. In Poland, closing loopholes in the tax sys-
tem has undoubtedly become one of the pillars of the govern-
ment policy in recent years. Increasing VAT and CIT gaps have
made it mandatory to prevent such practices as tax evasion and
international tax evasion. These two phenomena have also de-
termined directions of government policies striving to seal the
tax system and implement new relevant regulations.

TRANSFER PRICING

— New legal solutions concerning transfer pricing will be of
crucial importance for the policy of closing the CI'T loophole.
They have an altogether ‘different’ face as all decisions in rela-
tion to transfer pricing will be made in a state-to-state relation-
ship, not in the state-to-taxpayer relationship. Affiliated enti-
ties operating in the jurisdictions of two countries will be able
only to accept or not the will of these countries concerning the
way the income generated by such entities is shared between the
countries. Lack of such acceptance may mean that an interna-
tional capital group will bear additional burden of double tax-
ation of the same income in both countries, which may not be
eliminated if the countries involved do not wish so. In the years
2015-2016 there were 15 recommendations published for coun-
tries and international capital groups (hereinafter BEPS re-
port — Base Erosion Profit Shifting), 4 of which concerned trans-
fer pricing. In 2015 Poland pioneered in implementing these
solutions. The following solutions were adopted: reporting be-
tween countries, transparency requirements, instruments for
the analysis of risks involved in applying transfer prices, a com-
plete package of transfer price documents. There are also other
vital recommendations published by OECD to be implemented
at a later moment. However, since 2015 in Poland there have not
been implemented any of the further solutions provided for by
the BEPS report. Quite to the contrary, changes introduced af-
ter 2015 in the area of transfer pricing seem to indicate Poland’s
retreat from BEPS achievements. Some controversial chang-
es in regulation make the current transfer pricing policy of the

government rather unclear. Poland does not consolidate and ad-
just legal instruments to international standards which would
allow retaining the existing tax base and does not invest in the
development of highly specialised human resources in tax ad-
ministration structures. The implemented and proposed legal
solutions are very close to instruments used in Ecuador, Singa-
pore and Mexico. An illustration of such practices is provided
by the imposition of limits on deducting intangible service costs
and licence fees from income tax, effective as of the beginning
2018. Lack of suitable legal regulation or expert support for tax
administration in Poland while preparing valuations of compli-
cated transactions makes Poland’s position in international dis-
putes feeble. It should be expected that Poland will be losing in
such disputes with countries which are better equipped for the
situation. This way, Poland will have to agree to diminish its tax
base in favour of other countries.

LIMITED JOINT-STOCK PARTNERSHIP

Actions aimed at closing loopholes in the tax system are also
connected to extending the CI'T law to limited joint-stock part-
nerships as well as taxing income of their controlled foreign
companies. Tax empowerment of these partnerships was aimed
at preventing tax avoidance practices. As a result of the chang-
esinthe CIT law, a limited joint-stock partnership as an income
tax payer started to be a legal person. Despite first intentions,
this tax was all in all not extended onto limited partnerships. In
such partnerships, financial investors as limited partners are li-
able to the amount of the commendam sum, which makes this
legal form still attractive as compared against companies or
limited joint-stock partnerships to which the CIT law applies.
The above mentioned change should be recognised as a relevant
step towards closing the CIT gap. Certainly this regulation re-
mains in line with the trends observable in other EU member
states. The data proves that after the above mentioned tax solu-
tion had been introduced, the popularity of establishing limit-
ed joint-stock partnerships for tax reasons started to decrease.

CONTROLLED FOREIGN CORPORATION/COMPANY

- CFC

A very significant role in sealing the tax system is played by the
income taxation structure of incomes of controlled foreign com-
panies. Its purpose is to prevent tax evasion by enterprises with
registered offices in a given country by assigning income to sub-
sidiaries located in countries offering low tax rates. Regulations
relating to CFC applying in most countries of the European Un-
ion have been also included in the Polish law on income tax from
natural and legal persons since January 2015.

PROVISIONS ON UNDERCAPITALISATION

Another important step towards closing loopholes in the tax
system based on CIT tax is the implementation as of 1 Janu-
ary 2018 of new solutions related to thin capitalisation. Former



26|27

solutions have been replaced with the new ones, derived from
the principles included in the ATA directive on the interest lim-
itation rule.

TAX CAPITAL GROUPS - TCG

Accounting for a limited interest in TCG structure to date, it is
unreasonable to expect that the implemented changes have im-
proved the attractiveness of this solution and as a result have
made the structure of TCG more appealing as a commonly rec-
ognised instrument of permitted tax avoidance. Despite the
implemented changes, TCG solutions largely diverge from the
standards applied in other European Union countries.

DOUBLE TAXATION PREVENTION CLAUSE

Introduction of the double taxation prevention clause consti-
tutes an opportunity for effective eradication of internation-
al tax evasion in Poland. It will also allow drawing the line of
acceptable tax avoidance, simultaneously boosting the autono-
my of tax law in relation to civil law. Introduction of the advance
taxrulinginstrument is certainly a good idea, it will increase le-
gal certainty and taxpayers’ security. Unfortunately, the cost of
suchrulingisveryhigh reaching 20 000 zl, which constrains the
availability of this regulation and becomes a burden that can be
born only by the biggest taxpayers. As far as some shortcomings
of the clause are concerned, it should be stated that the concept
of ‘artificial’ transactions on which the entire institution relies

OWNAL

is not precise enough. Moreover, Polish lawmakers, against in-
ternational recommendations, have not decided to prepare and
publish any clear and comprehensive guidelines or instructions
as to when the clause should be applied. As for now, the con-
struction of the tax evasion prevention clause remains a theo-
retical remedy, which has not been used in practice yet.

Having studied the above mentioned regulations, it is
hard to agree that the proposed remedies may be efficient in
countering international tax evasion. Efficient state policy in
this area requires systemic solutions which, on the one hand,
may be effective in dealing with entities using aggressive tax
avoidance, and on the other, will account for the interests of
entrepreneurs striving to do business in a ‘friendly’ regulato-
ry environment. Also, the number of changes made to the tax
law regulating income taxation of legal persons is considerable
which reveals lack of legal stability. Since the law on income
tax from legal persons became effective until the end of 2017
there were 202 amendments. Such a large number of amend-
ments evokes the feeling of uncertainty with entrepreneurs as
to the future tax obligations.

DOMINIK J. GAJEWSKI holds a post-doctoral degree in law, is an Associate
Professor of SGH Warsaw School of Economics, head of the Centre of Analyses and
Tax Studies at SGH. He is a judge in the Voivodeship Administrative Court in Warsaw
and head of the Economic Analyses Team in the Case-Law Office of the Supreme
Administrative Court.
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The problem of VAT non-compliance in
Central and Eastern Europe countries

In a vast majority of Central and Eastern Europe states
VAT collectibility has been below the EU average and VAT
revenue as the main source of tax revenue largely unstable.
Implementing tailored mechanisms, mandatory reporting,
IT tools along with raising awareness has resulted in in-
creased VAT collection, exemplified by the Visegrad Group.

he problem of irrecoverable VAT is of particular im-

portance to the countries of Central and Eastern Eu-

rope. In a vast majority of Central and Eastern Eu-

rope states VAT collectibility has been below the EU

average and VAT revenue as the main source of tax
revenue was largely unstable. Loss of potential VAT revenue
in CEE-11 countries in 2016 amounted to 24.6 bn euros and in
2015 accounted for 17.9% of total lost revenue in the European
Union.

The largest potential revenue loss among the countries of
the region was recorded in Poland, which results from a rela-
tively extensive application of reduced rates. In 2015 due to the
application of 5% and 8% rates Poland lost about 15.45% of po-
tential revenue, whereas the loss of revenue due to applyingare-
duced rate of 10% on a much narrower catalogue of goods and
services in Slovakia amounted to only 1.47%.

In countries with very similar economic structures and at
avery similar level of economic development VAT collectibility

Value of Policy Gap ratio in CEE-11 countries (2016)

60%

varies considerably. Despite economic affinity and advanced
harmonisation of regulation in the European Union, the vari-
ation in VAT gap among CEE-11 countries in 2016 amounted
to almost 40 pp. This fact was, among others, owed to the dis-
crepancies in the efficiency of institutions and level of tax regu-
lation complexity. In the countries with higher costs of VAT law
enforcement the gap accounted for a major portion of liabilities.
The very structure of the rate system turned out not to be di-
rectly correlated with the VAT gap.

Intense efforts of implementing special mechanisms, re-
porting obligations, I'T tools or raising clients’ awareness, par-
ticularly visible in the Visegrad Group countries, brought about
increased VAT collection. Although closing the gap is cost-
ly and not all of its components may be completely eliminated,
the example set by countries such as Croatia, Estonia and Slo-
venia which manage to maintain collectibility ata high level and
costs of law enforcement at a low level indicates there exists sig-
nificant room for improvement of the system in other countries
grappling with such problems, particularly in Romania.

GRZEGORZ PONIATOWSKTI is a Doctor of Economics, Assistant Professor
in the Department of Applied Economics of SGH Warsaw School of Economics and
Scientific Director for Fiscal Policy in CASE - Centre for Social and Economic Analyses.
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Housing capitalism model in Central
and Eastern Europe countries

Almost all Central and Eastern Europe countries display
one, particular model of housing capitalism which differs
from any models applied in Western or Southern Europe.
The model is characterised by a low level of flat commoditi-
sation, e.g. people from CEE-11 countries treat their houses
as family goods, not commodities or financial assets.

In Central and Eastern Europe the market of reversed
mortgages or consumer loans secured on property is prac-
tically non-existent, and discrepancies between the social
structure of income and assets inequality are very large.
One of the qualities of the housing capitalism in CEE coun-
tries is low supply of flats for rent. What is more, if they at
all become available in a given location, they tend to be very
expensive - the rent to income ratio is much higher in the
region than in the old EU member states.

Imost all Central and Eastern Europe countries dis-

play one, particular model of housing capitalism

which differs from any models applied in Western

or Southern Europe. The model is characterised by

a low level of flat commoditisation, e.g. people from
CEE-11 countries treat their houses as family goods, not com-
modities or financial assets. As a result, they usually are not
aware of their market value, rarely consider selling houses or
collateralising them against a loan even if their financial situa-
tion is difficult. As a result, a great majority of housing property
in Central and Eastern Europe countries has never been an ob-
ject of any sale transaction on the free market, but was bought
back from the state at non-market prices, obtained in the pro-
cess of privatisation or handed down from generation to genera-
tion. Among all old EU member states the same model of hous-
ing capitalism may only be found in Italy.

Moreover, the model is distinctive in its three other fea-
tures which, in such configuration, are not to be found anywhere
in Europe apart from CEE countries. These are: low supply of
social flats, underdeveloped rental market and high proportion
of young adults living with parents. These characteristics along

with low commoditisation of houses result in low efficiency of
flat allocation among their users. Housing prices in relation to
income are much higher in the region than in the old EU mem-
ber states as the growing prices do not encourage people to sell
or rent houses.

What is more, the market of reversed mortgages or con-
sumer loans secured on property is practically non-existent,
and discrepancies between the social structure of income and
assets inequality are very large. As aresult, in Central and East-
ern Europe countries there is a considerable proportion of per-
sons being owners or users of very expensive flats, but hav-
ing very low income obtained chiefly from social or disability
benefits or pensions. For the same reasons, the wealth effect as
aresult of surging property prices manifested in increased con-
sumption and investments owed to higher value represented by
the property is not observable in the region.

The system of housing allocation in CEE countries large-
ly relies on family ties. However, it has a particular characteristic
which sets the model apart from the one observable in the South
of Europe (countries like Greece, Spain and Portugal) where the
allocation of houses also happens through family ties. Citizens of
Central and Eastern Europe have high housing claims towards
the state when the family becomes unable to satisfy their needs.
The consequence is two times higher supply of public housing and
four times higher government expenditure on housing policy in
the countries with non-commoditised housing capitalism model
than in other EU member states in the South of Europe.

The last relevant feature of the housing capitalism in CEE
countries is scarce supply of flats for rent. What is more, if they
at all become available in a given location, they tend to be very
expensive — the rent to income ratio is much higher in the region
than in the old EU member states. The market of decent stand-
ard houses for rent at competitive pricing is practically non-ex-
istent, so is the rental market in small towns and rural areas. It
results from low level of house commoditisation and insufficient
protection for property owners.

ADAM CZERNIAK is a Doctor of Economics, Chief Economist at the analytical
centre Polityka INSIGHT and Assistant Professor in the Department of Economics Il of
SGH Warsaw School of Economics.
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Indebtedness of households in Central
and Eastern Europe countries as compared
against other European countries

Households in Central and Eastern Europe countries have
a generally low level of indebtedness.

Financial behaviour of households in Central and Eastern
Europe states shows many similarities to the behaviour of
lower-income families in other European countries (low
saving propensity, taking out more consumer loans than
mortgage loans).

inancial decisions of households in Central and Eastern
Europe countries may be confronted against macroe-
conomic data representing the relationship of various
types of loans and average citizen income in European
countries.

Households in the countries of Central and Eastern Eu-
rope are generally characterised by a low level of debt. It is low
not only in comparison to the record-holder (Denmark where
traditionally mortgage loans are used to finance small business
activity), but also to low-debt Germany and Italy.

There are differences among Central and Eastern Europe
countries as to the extent and structure of debt. Relatively high
indebtedness of households in Czechia, Slovenia and Estonia
is due mostly to mortgage loans. Debt of households in Bulgar-
ia, Romania and Hungary is not high and consists in majority of
consumer loans. It indicates a less rational attitude to running
up debt, most likely being the consequence of poverty. This type
of loans which require quick repayment may easily result in cli-
ents falling into a ‘debt spiral’. Poland is positioned between
these two schemes of household debt.

The financial behaviour of households in Central and
Eastern Europe countries has many features typical for low-
er-income families from other European countries (low saving
propensity, taking out consumer loans than mortgage loans).
We can also feel the impact of the social and economic change
being part of the transformation to the market economy. At
amacroeconomic level itis demonstrated in a high proportion of
house ownership, however, at the microeconomic level it mani-
fests itself in a deep stratification of younger households (par-
ticularly urban ones) and older ones, poor and living in rural ar-
eas. The former, using their financial potential and knowledge
of budget management, make classic life cycle decisions, but
the latter ones either lack the potential or relevant knowledge
to protect their housing needs for the old age. It may result in
a higher than in the countries of Western Europe risk of falling
into excessive debt, especially facing risks of overtly flexible la-
bour market (popularity of ‘junk’ job contracts).

Loans as a percentage of disposable household income

Country Allloansmade  Consumer Share of
to households  loans consumer loans
in total value of
loans
Austria 74.48% 9.01% 12.09%
Belgium 7341% 10.01% 13.64%
Bulgaria 38.02% 17.83% 46.90%
Cyprus 192.85% 22.54% 11.69%
Czechia 57.38% 8.93% 15.56%
Germany 78.99% 9.27% 1173%
Denmark 229.55% 11.53% 5.02%
Estonia 63.76% 5.61% 8.80%
Greece 75.51% 21.35% 28.28%
Spain 100.46% 9.88% 9.84%
Finland 99.07% 11.53% 11.64%
France 81.21% 10.60% 13.05%
Hungary 29.38% 12.24% 41.68%
[reland 89.05% 12.21% 13.72%
Italy 57.28% 9.71% 16.95%
Lithuania 34.99% 2.93% 8.38%
Latvia 34.67% 318% 919%
The Netherlands 137.64% 5.20% 3.78%
Poland 49.98% 14.69% 29.38%
Portugal 92.07% 10.75% 11.68%
Romania 20.24% 9.35% 46.21%
Sweden 161.05% 8.56% 5.31%
Slovenia 38.12% 8.93% 2342%
Slovakia 61.04% 1147% 18.79%
Great Britain 123.99% 15.17% 12.24%

Source: SGH own study based on the European Credit Research Institute data.

MARIA LISSOWSKA is a Professor of Economics, Associate Professor in the
Department of Economics | of SGH Warsaw School of Economics.



The impact of
income inequality
on economic
growth - the role
of perception and
acceptance of
income inequality

The more people believe one can be lifted out of poverty, the
more important it becomes for the economic growth to in-
vest in education.

he purpose of the study is to verify the hypothesis of

significantimpact ofincome inequality perception on

economic growth. The study was run based on pan-

el data for 73 countries in the years 19902014 using

the Unweighted Least Square Solution with static in-
dividual effects.

Data analysis has not confirmed any statistically vital in-
fluence of income differentiation or any of the measures of in-
come inequality perception on economic growth. Yet, the au-
thors managed to formulate interesting conclusions concerning
interactive variables:

1) the more people believe that one can be lifted out of pov-
erty, the more important for economic growth schooling be-
comes, which in fact means investment in education;

2) the lower the acceptance of income inequality and the
stronger the conviction that hard work is a succ actor, the
lower is the influence of the length of education on economic
growth (this impact may even become negative);

3) the lower the acceptance of inequality, the heavier be-
comes the burden imposed on economic growth by the state’s
engagement in the economy.

ADAM CZERNIAK s a Doctor of Economics, Chief Economist at the analytical
centre Polityka INSIGHT and Assistant Professor in the Department of Economics Il of
SGH Warsaw School of Economics.
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