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Abstract

The countries of Central and Eastern European (CEE®® become members of the European

Union after a difficult process of pasbcialist transformationit is still debated if this transformation

has been completedThe success of this unprecedented political, social, institutional and economic
transformaion andNB & ( NHzOG dzNAy 3 Kl a | ff26SR GKSY G2 06S02Y
YFENLSG yR G2 0S02YS | OG2NBR Ay (KS RS@St2LIYSyl
improve standards of living, and to open their societies to the outside world.

In spite of unquestionable successes in economic growth, social advancement, and political and
institutional reforms, possocialist transformation and the early years of EU membership did not

allow the CEECs to overcome several critical weaknesses in abherall socieeconomic and
institutional structuresThe dobal financial crisis 2008/2009 hit most of the CEECs especiallyithard.
brought to light starkly thedisjuncture between fast productivity growth and a rather poor
performancein developng innovative capacities to support long&rm sustainable growth and

assure their competitive positiong\lso, the processes of territorial development haed to an

increasein regional differences which has not been alleviated by Cohesion pehoge bendits

have been enjoyed by theEECs

Multidisciplinary research performeid the framework othe projecthasaddressed these issues and
confirmed initial hypothesesthe research has also dealt with social and institutional issues vwehich

on the one hand create the basis for economic processes, and, on the other hand, are strongly
influenced by economic performance. Several deficiencies of the social security systems and
institutions of the labour marketsn the CEEChkave been identified. In spite of stitutional
convergence andhe absenceof serious political instabilitythe institutional system®f the CEECs

still needto be improved and appeao be one of the serious barrien® successful development in

the future.

Policy suggestions are not straightforward, since the countries under study create a rather
heterogeneous group. However, scenario buildivas led tothe conclusion that the two parts of
European Uniong the western and the eastern are closely mutuallyinterconnected and the
strategies of the one part arinter-related with the performance of the other. Thikas new
implicationsfor Cohesiorpolicywhich should be formulatedf the whole territory of the EU.

This interrelationshiparguably rendersthe traditional divisionof the EUt2 G 2f Ré Ty R ay
Member Statesobsolete, due to two phenomena: completion of the pasicialist transformation

process and diversified reactions of particular European countries to the financial crisis which have

not followed a clear easwvest division but were alsoevealednorth-south differences Thus the

typologies of the EU Member Statésmve become more complex, making the interrelationships

within the EUalso more comptated

! Cental and Eastern Europe consists of the 10 countries that joined the EU in 2004 and 2007. These are:
Bulgaria, Czech Republic, Estonia, Hungary, Latvia, Lithuania, Poland, Romania, Slovakia and Slovenia



Executive Summary

The countries ofCentral and Eastern European (CEECsnheanembers of the European Union
after a difficult process of postocialist transformation. The success of this unprecedeptdical,
social, institutional and economic transformation and restructurirttas allowed them to become
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outside world.Figure 1 presents theeconomic performance compared to selected-EJcountries.

Figurel. GDP growth, 2004=100
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Thestructural changesn the CEECsan be summarised as a transition from a relatively diversified
industrial economy (accompanied bysaong position of agriculture in some countries and regions)
to a service economy based on a modern business services geafthioughthe significance of the
latter sector in the CEE economies still lags behind thedeatloped countries of the ELb.

The absoluteeal convergencédetween the CEECs and the remaining EU countries has continued, on
average, without interruption both before and during the crisis, albeit at a reduced speed in the
latter period. The economic growth in the CEECs was toga kegree related to improvements in
structural, supplyside factors than was the case in-EU(EU15 plus Cyprus and Maltagonomies.

At the same time, the CEECs have mobilised consideeadtéznal resourcesn their catchingup
process. The CEEC ecomes attracted more FDI and more foreign savings as a percentage of GDP
than the EUL7 economies and enjoyed higher fixed investment shak$DP. However, the
technological activities of foreign subsidiaries in the CEECs are often implemented sitidicant
linkages to various actors in the domestic innovation system.

~
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the 2000s. GERD/GDP ratios for CEECs increased from below 0.8% until 2006 ta 221%@&nd
mostly after 2008 when GDP fell in many CEECs. Thiswiital trends presumably largely due to

EU support for R&D and innovation throutife Structural Fundsl Despite this increasehowever,

the level of financingof R&D is still lowand mainly by the public sector. The pressure on public
funding has recently led to more privatepublic partnerships in implementing research and
innovation programmes. Also, thimnovative potential of the CEECs still lags behind the more
developed countrie of the ELIL5. For example, CEE seems to have reduced its patenting activities
drastically in absolute and per capita terms after 1990 and now maintains a stable level below the
performance of the EX15. Thus, thalisappearance of the former advantage eygd by the CEECs in
low-cost types of production has not been replace by the generation of new souraesmgfetitive
advantage

Among the development challenges facing the CEBEslemographic situationappearsto be the

most serious. The CEBhave aconcentration of the most severe demographic challenges in the EU.
They arehampered by a demographic crisis stemming from the decline in the number of births
resulting in a negative natural increase in most countries. A continuous fall of fertility rates could be
observed during the 1990s in all CEECs. In the Czech Reput#@cheda record low of 1.13
children/woman in 1999, and in several other CEECs this rate has been in the rangé.df CPE is

not yet attractive as a permanent location for migrants from other parts of the world. Due to net
outmigration, which accelated after EU accession, the population is declining in most CE&€s (
FHgure 2).These processes result in constant ageing faster than in other EU countries. The
dependency ratio is also increasing due to growing numbers of older people, much fastén tha
EU15.

Figure2. Population change (1989=100)
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The situation on thdabour market in certain CEECs is differentiated and volatile, and strongly
depends on both the performance of the national economies and migration trefldsre was a
marked drop in employment during the transitional recession in the 1990s in all couniriedative
terms, female employment tended to decline in most CEECs compared to tié HJthe course of

the crisis, the poorly educated were hit limst by the economic downturn. During 202012,
expenditurein the CEEGm active labour market policies as a percent of GDP were below HiEU
level which has not allowed for a rapid improvement of the situation on the labour markets of the
CEECs.

The quality ohuman capitalmay still be improved. International student achievement data indicate
weaker basic skills in most CEECs compared to Western and Northern European coorgoete



countries (Poland, Latvia) student performance improved ali skill categorigsbut in others it
deteriorated significantly (Czech Republic, Hungary, Slovenia). Basic education seems to bring better
results if it is conducted by strong local governmemtbere teachers havaigh sociaktrandingand

where thereisrelatively late profiling of education.

There is a strongelationshipbetween economic (GDP per capita) and social (household income per
capita) convergencebut economic convergence influencescial convergencemore than vice
versa.Apart from absolute levels of wealththe internal differentiation of income and access to
public services are also important dimensionstindards ofiving. Income inequality(measured by

the Gini index) is quite low in most Central European and Scandinaviatriesuand it is highest in

some East European Member States (Latvia, Lithuania and Bulgaria), as well as in South European
countries and the United Kingdom. Inequality in other measured dimensions, like the health status
of households and housing, showeloveaverage levels in the CEECs (except for Slovakia, Slovenia
and the Czech Republic in the case of the housing indicator). With respect to household educational
attainment levels, inequality is quite low in Central European and Scandinavian counitiedso in

the Baltic States. In general, the differences and similarities among the CEECs in the variety and
intensity of social problems are partly due to their historic heritage, but some divergence among
them can be related to their different poliagsponses to the multiple social challenges they faced
during the past 25 years.

In general, severaleficiencies of social securityystems and labour marketstitutionsin the CEECs
have been identifiedcalling for necessamnprovements in this field.

The processes derritorial development have led to an increase in regional differences within the
CEECs which has not been alleviated by Cohgsitiay, although due to a process of national
convergence the overall regional differences diminished across the regions dfi€fE&polisation

has been the main factdn this process: the highest developed regions grew the fastest, especially
those which hadadequate human capital and where entrepreneurship was on the rise, thus
increasing intraenational regional differentiation. The disparities between rmapital regions of
particular countrieshave beemarrowing, which could suggest the existence of clabvergence, a
process whereby the income levad$§ areaswith similar structural characteristics tend to become
equalised.

Regional economic growth in the CEECs was strongly correlated with improvements in productivity.
However, when regional growth waslated to national averages it appeared that the increase in the
number of new jobs proved to be more important. This means thaflidwes of workersfrom poorer

to more affluent regions had a greater impact on regional differentiation within countries tixan
differences in improving the external competitiveness of regions stemming from increased
productivity.

The research proved that imansport infrastructure in the CEEC&nd infrastructure in general) is

not a sufficient, buta necessary condition oflevelopment. there was no statistical dependence
between the level of investment outlays and changes in regional GDP (in relation to national
averages of GDP growth). A weak negative correlation was observed between absolute changes in
regional and investent outlays which was due to the fact that most investment outlays were made

in the regions which already had the highest levels of development (metropolitan and western
regions).

The mst 25 yearshave brought about significant progress in the developmafitenvironmental
protection in the CEECs, and action has been taken to extend the areas where nature and
biodiversity are protected. Howevenyhile progress has beersignificant, it is still insufficient.
Environmental quality in CEE is improving rathelowly as new threats have appeared with the
increase of massive consumption on an unprecedented scale, resulting in more transportation,
constant urbanisation and inefficient waste management in particular. For various reasens
elements of a green ecmmy are being introduced slowly.



Along with the processes of economic and social convergencenstigutional framework of the
CEECs has also converged with Hig¢system, to different extents. It can be even argued that
institutional convergence partlypreceded ¢ or even conditioned¢ the economic and social
convergence. However, since 20@3vhen the external pressure related to the accession process
eased down- the convergence process slowed down in all countreasd there is a tendency of
stagnation in institutional convergence in relative terms. Furthermore, the countries are trapped in
regional clubs (clusters), and there are few signs of changes between clusters. Also, apart from the
first years of transition, when growth in the region was giillggish as a consequence of the deep
transition recession, there is a little evidence that institutional convergence towards EU norms was a
driving force of growth and cohesion in the CEECs.

The results of multivariate analyses provide weak support ferhppothesis that 'rightist' or 'right
leaning' governments in the longer run contribute to GDP growth and that they tend to neglect the
unemployment issue. On the other hand, 'leftist' or 'Wdaning' governments contribute, though
weakly, to a GDP daak and their activities have no effect on the unemployment rate. However,
these regularities are rather weak. In spite of institutional convergence andlisence of serious
political instability, the institutional systems of the CEECSs still need toripedved and appear to be
one of the serious barriers to successful development in the future.

The CEECs have been the greatest recipient of funds@amesion policyComparing the 2032020
allocations with 2002013 reveals marked shifts for specific flger States, including some from

CEE. Three of them (Slovakia, Poland and Romania) noted high increases of their allocations for 2001
2020 in comparison with the previous financial perspectsee(fgure 3).

Figure3. Changes iffinancial allocations from 20043 to 201420

20 6 000
L 4

- 4000

- 2000

- -2 000

- -4 000

€ millions

- -6 000

- -8 000

- -10 000

4
L K 2
-40 -12 000

IE SKROPLBG IT FRUKEESELT LV BEPT LUHUDKMT CY FI CZAT ESGR SI NL DE

m Absolute changem & Change %

SourceEPRC calculations.

EU Cohesion policy is of special importance to the CEECs since it finances a large part of their
spending ompublic investment It hasplayed an important role duringnd sincethe aisis through a

strong demaneside effect. However, long lasting supgide effects are still to be seen, though
some manifestationsof them can be already noticed, like increasén R&D spendingand
improvemensto infrastructure andhe natural environnent etc.

There is a danger that the scope and direction of regional development activities may be dictated

less bystrategic considerationghan by the need to administer programmes quickly in order to
absorbEUfund® LYy G(GKA& NBaLISOGs GKS SELISNASYyOS 2F /[ 99/
in the EU15 where the need to spend EU funding quickly prompted investments in -sogke



physical infrastructure, environmental improvements and local business amtbvation
infrastructure which provided shoterm demand effects andometimeslacked a longterm and
systemic strategyor growth. Similarly,Cohesion policy fundinip the CEECs haften been spent
according to shorterm considerations, either regmding to the most pressing issues or political
considerations rather than loagrm strategic development.

Thescenario approachievealed that a strategy of modernisation of the CEECs economies leads to a
more expansionary scenario; this strategy pays most for Eastern countries if Western countries
also move towards an industrial strategihis choice is also associated with lower increases in
regional disparitiesBven if the future trajectorie®f the CEECs&trongly depend on what happens in

the Western countries, a modernising strategy is the most expansionary one for the Eastern
countries. If Western countries also move towards an industrial strategy, a modernising strategy pays
off the mostfor both groups of countriesThis choice is associatexith lower increases in regional
disparities, whatever the choicmade byWestern countries, thanks to the spillovers and positive
effects that modernisation generates in all sectors and regions that drive towards higher GDP growth
rates in Eastern coungs, and a relatively lower interational disparity level.This last result
definitely strengthens the main message of the whole GRINCOH project, highlighting the importance
for the CEECs to move towardserdogenous growth pattern

Policy suggestionsare not straightforward, since the countries under studgpmprise a rather
heterogeneous group. General suggestions may be recapitulated in the following.points

1 For the CEEC# would pay off fully tomodernisetheir economies; they should move towards a
new and different stage of development, relying less on FDI and more on endogenous
investments, taking advantage of technological multipliers and technological spillovers from
multinational companies into the local fabric

1 National and EUR&D and innovatiomoliciesshouldbe strengthened and should be much more
country-specific and should recognise differences in the compensatory effects of EU Structural
and Investment Funds. Also, this would require much better understanding of the different roles
of RDIn different regions

1 An integrated system o$ocial policiesshould be established that would create a policy mix in
different fields of social protection (in family policies, rehabilitation policies, labour market
inclusion and activation, childcare, etc

1 Labour marketpolicies should be oriented to focus dne issuewhere CEECs collectivelgil -
the problem of massive numbers of unskilled workers. Along with improvesnémtthe
educational systemnmore lifelong learning should be developed. A higher capacity, better
selected, better trainedand better motivated civil service can be expected to contribute to
improving policymaking in the field of labour market policy

1 Institutional harmonisationhas to be adapted to the institutional framework of each country. In
some of themlimiting rentseeking behaviour by stakeholders and fighting corruption appear
be basicrequirements There is a need to improve national and local government activitlyein
promotion, financing and management of regional development projects

1 There is a necessity to enlarge development areas beyond the small group of core areas
(metropolises, capital regions), towards second (and thiadik cities. Thesecondorder cities
should develop their metropolitan functions, thus supplementing the capital cities that have
already reached relatively high levels of development. Such a territorial pattern could slow down
the growth of regional differentiation and would allow for bettaccessibility of highrder
services

Y Regional development.J2 f A OAS&a &aK2dzZ R | OG0 GKNRdzZZAK Ay dS3aNI G
LI F GF2NX¥aé sz 1SS LdMinfeBsionalnatfel of deveibgmdnt andzhedinkcessity to
focuson the specificiis and potentials of territories

9 For the CEECs, pe2020 fundingfrom the Cohesion policwill almost certainly be smaller and
there is a need to consider the following issues:



- a shift inpsychological attitude away from the assumption that the effort of developing the
public sphere is externally financed, and towards a readiness to apply own finaneimgh
should be promoted already during the currd@01420)financial perspective;

- more stress should beyp on the creation ofnnovative economic structureand entities at
the expense of funding infrastructure, also in the R&D sphei&rastructure should be
created only where and when its underdevelopment is a barrier for economic efficiency and
social ohesion, and not where and when it satisfies the ambitions of the national, regional
and local elites;

- more engagement innterregional cooperationshould be encouraged in the spheres- co
financed by Cohesion policy, especially in areas such & drR&l innovation creation and
dissemination where networking is critical,

- evaluation should become more strategic and substantial and less formal, more objective
and integrated in order to overcome the fragmentation of Cohesion policy into several
Directorates General within the European Commission (and its separation form another
important policy of the EU: the Common Agricultural Policy).

Finally,scenario building has led to the conclusion that the two partshefEuropean Uniorg the
western and the estern- are closely mutually interconnected, and the strategies of the one part are
inter-related with the performance of the other. This has new implications for Cohesion policy which
should be formulated for the whole territory of the EU.

This interrelak 2 y a KAL)  NBHdzZt 6f & NBYRSNE GKS UGNIRAGAZ2YI €
Member States obsolete, due to two phenomena: completion of the sosfalist transformation

process, and diversified reactions of particular European countries to the falamisis which have

not followed a clear easwest division but also revealed norftouth differences. Thusthe
typologies of the EU Member States have become more complex, making the interrelationships
within the EU also more complicated.
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1. Economic Development and Structural Change

1.1 Convergence

The Central and Eastern European countries demonstrated diversified trajectories of economic
performance after 1990 (figl). However, even in spite of this differéation, all of them perfamed

better than mast Western European countriesfter entering the EUThe catchingup process was
interrupted by the financial crisis 208809, butthe growth recovered afterwardéig.5).

Figure4. GDPgrowth, 1989=100 Figure5. GDP growth, 2004=100
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The only country that has not recorded a single year of GDP desitine 1992vas Polandwhich
made this countrythe soleleader in GDP growth throughout the entire period of pestialist

transformai A 2y YR 9! YSYOSNRBAKALD ! ff 20KSNJ O2dzy i NR Sz

trends (which pose the question of a possible relationship between political and institutional
processes and economic performanceealt with insection 7.4 of this repor). It is important to

note that - with the exception of Hungary and Slovenia whiaftii now have not been able to
overcome the negative effects of the financial crisiall CEECsachieved higher overall raseof

growth after 2004 (i.e. the moment of Elt@ession of eight CEE@san even the fastest growing
countries of Western Europe. As a result, during the last 20 years a process of convergence of the
CEECs to the EU average has been taking place (table 1), and higth probabilitythat it will
continue as a fundamentalongterm economic trendg albeit at a slower speed than before the
crisis. Howeversuch a convergence does not promise a rapid cafeln incomelevel terms.

Tablel. Rates of growth, in percent

Period 1995 2000 2005 1995 2008 1995 2013
2000 2005 2010 2008 2012 2012 2015
CEEC&0 3.38 4.31 3.09 4.29 0.68 3.43 2.0
EU27 2.84 1.80 0.90 2.32 -0.23 171 1.1
Convergenceate, in pp 0.54 2.51 2.19 1.97 0.91 1.71 0.9

The results ofil KS  LINE 2 Sadalysis wilerlYi€ the considerable, sometimes increasing,
heterogeneity of growth, pointing more generally to uneven economic convergence within the EU.
tKAa O2yOSNya y2iG 2yfe GKS flaiAyJopRahFEHENSY OSa
EU15 plus Cyprus and Malteeconomies, but also significant dissimilarities between the growth
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patterns among individual countries within subgroups, e.g. théd a S gohdtriBs (the Czech
republic, Hungary, Poland, Slovakia), the Balfigthuania, Latvia, Estonia), southern Europe (Greece,
Portugal, Italy, Spain) versus northern Europe (Nordic countries, Germany, the Netherlandd)isetc.
is clearly evidenced by the considerable withgmoup variation, which is sometimes growing over
time, evidenced by various performance characteristics.

The atchingup process was possible due to growthproductivity, faster in theCEEC#an in the
EU15 (see fig6). However, the crisis period introduced increased variation withinGe&Cgroup
which has been the main cause of variation in the rates of growth.

Figure6. Growth of labour productivity per hour worked, 2062012
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The absolute real convergence between tBEECand the remainig EU countries has continued, on
average without interruption both before and during the crisis, albeit at a reduced speed in the
latter period. However, the assessment of individual growth patterns depends a lot on the selected
time period and the partiglar convergence indicators. There is no unequivocal and straightforward
conclusion regarding the convergence of individGBRIECduring the transition and EU membership
periods Moreover¢ as will be discussed in chaptér regional differentiation has also tek place,

with several cases @f LJ2 GS NI @ FTAMNI LR 2 NJ NB3IA2ya 6AGKAY [/ 99/ a

Convergence also occurred among tG&ECsThis was due to a faster growth of ledsveloped
countries than of tkse more developed.

The catchingup integration model of growth in th€EECsconomies prior to the 2009 crisis was not
much different from that in the E17. CEECeconomies were convergingith the more developed

EU Member States also in many importamtustural aspects of economic performance such as
labour productivity, competitiveness, export performance, etc. In fact, the empirical evidence
suggests that economic growth in tHeEECsvas to a larger degree related to improvements in
structural supplyside factors than was the case in-EWUeconomies. At the same time, ti@&EECs
have mobilised considerable external resources in their ¢atghp process. In relative terms, as a
percentage of GDRCEECsconomies attracted more FDI and more foreign sgsiin general than

the EU17 economies and enjoyed higher fixed investment shares in GDP.

1.2  Structural change

Alongsideconvergenceavith the EU15 inthe level of developmenta structural convergence has also
taken place(table 2) The structural changesgainvaried from country to country, albeit with visibly
smaller disparities regarding their present situation. The widest differences are associated with the
NREES 2F GKS A Y RednsumbiJséndces IseftBrs it théh &6adonBeQ of the countries
concerned (which can also be a consequence of the differences in the scope of the outsourcing of
services from industrial enterprises). Some of these countries have managed to maintain or even
develop thei industrial capacities in comparison with 1995 (mainly Romania, Estonia and Bulgaria),
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whereas others havenitially undergone heavy dadustrialisation processes (e.g. Latvia, Slovakia,
Slovenia and Poland). On the other hand, countries such as Lithuaoland and Bulgaria have
witnessed a robust development ebnsumerservices. By contrast, this sector played only a minor

role in Romania, Hungary, Czech Republic and Slovenia. The differences regarding the condition and
dynamics of the remaining sec®were not as wide, and notably included:

1 a relatively high significance of agriculture in GDP creation in Romania, Bulgaria and, Latvia
(although decreasing rapidly, which was observable mainly in the former two countries);

i fast development of the constation sector in Romania, Bulgaria and Slovakia;

1 6KS 6SI1Sad RS@OSt2LIYSyd 2F WodzaiAySaaQ aSNBAOS
fastestc in Poland and Latvia;

1 relatively minor differences regarding the share of the public service sector in @WAthe
exception of Romania and Bulgaviich had dower share (even though this country recorded
the fastest growth in this particular category), while Slovenia and Hungarydiaigher share of
this sector in GVA than average.

These structural chages typically entail an increased significance of manufacturing goods and higher

valuel RRSR aSNWAOSas i G(KS SELISyasS 2F (GKS af 268N
factors of economic growth. These processes could be summarised as a trafigitioa relatively

diversified industrial economy (accompanied by a strong position of agriculture in some countries

and regions) to a service economy based on a modern business services sector. It should also be
noted that the significance of the lattesector in the CEEC economies still lags behind the- best
developed countries (as compared, for example, to its share of approximately 30 per cent in
Germany).

At the same time, there is a strong connection between economic (GDP per capita) and social
(household income per capita) convergence. In this connection, economic convergence influences
social convergence more than the vice versa. The social situation of households and people living in
the CEECs strongly (too much?) depends on the income they daethav they find employment or

not, and whether and to what extent social transfers and pension schemes are available. All these
factors are driven by the economy, and the faster it grows the faster will incomes and employment
creation will increase and thmore funds will be available for redistributive government policies.

Table2. Gross value added (GVA) in the main economic sectors (%)

Country GVA (%) in 2010 GVA change (pp) 199910*

Agri Indu- Const | Services Agri Indu Const [Services

culture |stry ruction culture |stry ruction

simple  |business|public simple |business|public

Bulgaria 4.9 223 7.1 26.7 233 157 -10.8 -0.7 2.3 7.1 0.4 17
Czech Rep. 17 29.6 7.3 24.6 19.0 17.8 -2.8 -1.2 -0.4 0.6 31 0.7
Estonia 3.3 225 5.9 26.5 231 186 -4.7 -0.7 -0.2 14 3.6 0.6
Latvia 5.0 186 5.3 331 20.3 17.7 2.4 -5.8 11 2.4 6.8 21
Lithuania 3.3 235 5.9 34.8 14.8 17.6 -7.7 -0.9 -1.1 8.9 2.8 -2.0
Hungary 3.5 26.5 4.2 22.8 22.2 20.7 -2.0 -1.8 -0.3 -0.4 3.1 15
Poland 3.7 24.7 8.0 295 16.9 171 -4.6 -3.3 13 4.0 4.6 -1.9
Romania 6.4 319 10.2 18.8 17.7 15.0 -12.8 -0.1 37 21 -0.2 7.2
Slovenia 25 234 6.5 24.4 22.8 204 -2.0 -5.8 0.6 3.3 3.0 0.9
Slovakia 2.8 26.5 9.1 26.3 179 17.3 -2.9 -4.6 39 12 0.9 15

* for Latvia, change in 1998010; for Hungary, change in 1992810.
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Given this primacy of economics, policies focusing on economic growth and convergence are also
policies focusing on social convergence. From, thi®llows that the role of explicit social policies
regarding social convergence is not necessarily a minor one, but they are dependent on the outcome
of the economic policies in place. Social policies in this context have more of a supportive character,
fostering economic growth where possible and correcting misallocations where necelisaing
saidthat, however,the scopefor innovative solutions in social policies is wide, g@adicies thatnot

only distribute wealth but also support its creation shibble strongly supported.

Economic growth in theCEEC®conomies was to a large degree related to improvements in
structural supplyside factors such as productivity, innovation and competitiveness. At the same
time, most of theCEEC§with the exception & Poland which waspsred undergoinga recession)
were hit disproportionately hard by the global financial crisis, although most of them demonstrated
high ability to overcome these disruptions of growtmostly due to wide social approval of
sometimes drassc austerity measuredVhatever progressvasmade in theCEECst was achieved at

a high cost in terms of unemployment, rising income and social polarizatitve opposite of
cohesion.

1.3 The impact of the crisis and future prospects

It appears that theyear 2008 ¢ markingthe emergence of the financial crisisignifies a shift ira
pattern of growth with convergencenow taking placeat a significantly reduced rateThiscalls for
discussion and analysis thie drivers which can lead to new growth mo¢{8l A shift irthe pattern of
growth is notonly visible in terms of labour productivity but also in terms of GDP growth,
significantly lower share of inflows of FDI as well as declining-Eitrdrade.This may represent a
strong argument for consideringocial outlays (in their widest approach, from education to
activation, from housing to family policies) as a part of new growth patierwhich they become
Ay@SaaySyidaz. ryR y2i aOz2atac

Table3. GDP, FDI and export in old and néember States, 2002011

CEEC EU 17
Categories 2001 | 2008 | 2001 2008

2007 | 2012 | 2007 2011
GDP annual growth 4.8 1.6 2.2 -0.2
Annual FDI inflow as per cent of GDP 6.2 2.4 3.2 1.3
Change in world export share, beginning of period=100 188.8 | 104.1 | 96.5 87.4
Share of intréEU trade 79.1 77.1 65.2 61.5

Source: Dobrinsky, R (2013) What is Happening to Growth in Europe?, WIIW RR 385

With the benefit of hindsightpre-2008 growth inmost of CEECsould be characterised as fines
dependent and debt-intensive growth based on externally financed consumptiocorfsumer
durables) The pos2008 challenge is how to shift towards growth driven by investment and
improvements in productivity. This concerhimeswith the policy shift at EU level towardsdustrial
upgrading and innovatiodriven growth through largescale \Wdart specializatioflinvestments in
R&D and innovation activities. Thisaisaluable addition to policies ithe CEECwhich were solely
focused on structural reforms.

It cannot be ried out that theCEECs anmeow ata serious impasse. The integrative growth model
which they have adopted no longer promssany fast/sustainable growth. At best promises slow
growth based on permanent nghg on maintaining the costompetitiveness oftheir tradable
sectors. But, a slow growtimodelbased on large net exports flooditige markets ofother countries

is not a good optiorCEECw®hose income and technology levels are still Igwwnd whose labour
resources are inadequately employefipolicy approach basedndndustrial/technology upgradings
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needed As will be seen irthe Europeanscenariosdeveloped lger in this report,this approach
promises the best results for the whole of the EU.

It is ot only the CEEGshichare at an impasseSo too are the other EU Member Statesfact the

EU as a whole. Moreover, one should not lose sudlthe fact that even before the outbreak of the

financial crisis the EU had been, since the early 1990s, essentially an economically stagnant area
chamacterised ly expanding, but long unnoticedr ignored internal imbalances. Arguably, the
decadeplusweakness of growth in the EU/euro area has its roots in the basic paradigms of European
economic policymakingwhich needs to improve; not only to deal wth the consequences of the

LI ad ONRASAZT odzi FANRG 2F ff G2 FOGAQGIGS (GKS 4K

2. International economicrelations

2.1 New trade patterns

CNRY (GKS 0S3IAYyYyAy3d 2F (NIXyarAldAz2y Ay wvmdbybdepn I K-
of economic developmentThe evolving patterns of trade, industrial specialization and integration

into crossborder production networks through foreign direct investment (FDI) have played a crucial

role in structural changes anthe modernisation pocesses of CEEC economies. However, the
economic crisis and the rise of global competition from other, mainly Asian, emerging economies,
challenged the future sustainability of the development model adoptedth®y CEECs. Thaso
promptsquestions about a appropriate policy mix to foster competitiveness via trade and FDI.

The share of exports in the GDP of CEECs increased rapidly until the crisi2Q@80&nd after a
temporary setbackhave sarted to recover in recent years. The inclusion of CEF@sticularly in
Central Europeg in international (mostly European) production networks also implies extensive
exports and imports of senfabricates. Selected CEE@w(Czech Republic, Estonia, Hungary and
Slovakia are among the most open, most expdadsed economies the world. At the same time,
their exports are highly concentrated, mostiom engineering (including automotive) industries.
This specialisatiorhas obvious advantagesbut it also implies risks, anid may call for the
diversification of industrial structures.

The dominant export market of the CEECs is the EU. Taking into consideration that much of this intra
EU exportrade consists of products and servigeghich arebuilt into goods and services proded

in the EU15 and subsequently exported into neBU countries, we can understand that the
dependence of these CEEC exports on EU (final) demand is considerably smaller than at first glance
For example only about half, rather than twethirds, of Hungeaan exports, and about threéfths,

rather than three quarters, of Slovak exports go to the EUlzar final destination.Therespectable

export performanceof CEECs$s increasingly the result of market access factors (geographical
distance, etc.), wit the contribution of their supply capacity having been modest as compared to
other country groups Specifically price competitiveness is a serious issagpo fast price (unit
value) increase entails a relative worsenofgxport performance. Furthermre, we have found that

the competition among CEECs shows signs of being based on product quality, but competition with
other countries is dominated by cost aspects.

In addition to the quantitative growthin CEEC exportshere is also agualitative upgradig in
exported good services, with ampward movement on the technology ladder and increasing unit
values. As in other emerging market countriéan be observed that the wages in the production
of exported goods tend to be higher than in the productadrgoods for the domestic market.

Furthermore, new evidence in explaining the innovatexporting nexushas been derivedn the
form of a positive correlation between innovation and exporting status for EU firms, with the
quantitatively highest correl@n found between exporting status and product innovatiorne
impact of exporting on innovation for firms in CEECs is significantly smaller than that-GE&Ds.
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Firm size also has a smaller effect on innovation in caS8&E&CErms, whle foreign owrership has a
significantly larger impact on innovation. This confirms that foreign affiliates are an important driver
of innovations and exports in CEE&ghough this is not the case in all foreigwned firms

2.2 Foreign direct investment

The sibstantial ody of empirical literature on spillovers from inward FDI has produced mixed
empirical resultsResearchundertaken for this projectevealed thathorizontal (orintra-industry)

spillovers have become increasingly important over the last decade and begbime even more

important than vertical (inteh Y RdzA G NB O &ALIAff 2OSNED® CANNAQ KSGSN
capacity, size, productivity and technology level significantly affect productivity effects of inward FDI.

Both direct effects from foreign omership as well as the spillovers from foreign firms do
substantially depend on the absorptive capacity and productivity level of individual firms.

At the end of 2009, services accounted for 67.5% of total inward FDI stock in the 10 CEECs, business
activities having the highesthare at19.4%, followed by finance with 18.8%, trade 13.1%, transport,
storage and communications 6.8%, electricity, gas and water 5.8%, construction 2.5%, and all other
services witha 1.1% share.

The impact of FDI in servicestire CEECs is an important issue since services dominate inward FDI in
general and in the CEECs in particular. FDkervicescould increase manufacturing sector
productivity through lower prices higher qualityand variety of services, but also via increag

competition and horizontal knowledge spillovers to local service firnpositive and significant

AYLI OG 2F &ASNWAOS C5L 2y R2YSaivdsund DisaggegayioS R F A NJ
by sector shows that foreign presence in the energgector drives the positive effect of the

aggregate service linkage.

CEECs also increasingly engaged in outward FDI (OFDI) until the start of the economic crisis. EU
accession prompted an increase of OFDI from CEECs aeafientation from CEEC$o EU15
destination countries. Location choice analysis indicates that mateking constitutes the
dominant investment motiveand efficiencyseeking does not play major role. OFDI from CEECs
after EU accession can onlyp a limited extent be associated wit technologyrelated location
factors in host locations. This seems to apply especiatlyeigase of direct OFDI i.e. FDI undertake
by fully domestially owned firms from CEECs. Thtise nexus between OFDI and technological
catchingup is weak for CEECwhich is in contrast to previous findings for other, mainly Asian,
emerging marketsHowever, norobust evidence of an effect of OFDI on productivity growtlthim
case of CEECs firrhas been recorded Althoughthe firms with foreign subsidiaries experience
significantly higher productivity growth than either firms with no subsidiaries or those with domestic
subsidiaries, this effect seenmly to be relevant in two countries (Czech Republic, Romania) and
does not @pear to be long lasting.

In the CEECshe technological activities of foreign subsidiaries are often implemented without
considerable linkages to various actors in the domestic innovation system. Survey evidence revealed
that about 30% of foreign subsadies entertain R&D coperation with domestic network partners

with significant differences across host countries and sectors. Public research institutions are more
frequently selected as partners for R&D cooperation than local suppliers or customer&&D
mandate of the foreign subsidiary, its technological capability as well as technological embeddedness
with the parent company are positively associated with the incidence of R&D cooperttwas

found that the regional knowledge stock is positivelssociated with the probability of R&D-co
operation. This result corroborates other research conductddr example, undefeSPON (the
KnowledgelnnovationTerritory project).
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3. Researchlnnovativeness and technological advancement

3.1 Sources of innovation

A conventional policy model of technology upgrading assumes that R&D is the major source of
growth. This model is the basis of new (endogenous) growth theory. Endogenous growth models
assume that R&D is essentially a probabilistic process which pesly public nature and thus leads

to technology spillovers whichin turn, lead to increasing returns to scale. In these mogdels
technology is reduced to ideas whibaveno rival and thusby definition lead to increasing returns

and imperfect competition.The advantage of these models is that they are sensitive to policy
decisionsrelating (for example) to theumber of researchers, utilization of new ideas and public
subsidy for R&D.

Thefigure below shows a stylized policy model of technology upgradinghwhkiimplicitly based on
these ideas. R&D leads to growth which in turn ledlough spillovers and imperfect competitipn

to innovation which in turn improves competitiveness of firms and countries which in turn generate
growth and (hopefully) employnme. This reflects a generally accepted view that R&D and innovation
are among the main driversf sustained economic growth and which are seen as central concern of
public policy.

Research & Development sssssss) Innovation =mmmms) Competitiveness ) Economic growth =sssss) Employment growth

However, this stylization ia simplificationof reality. Productivity depends not only on R&D but also
on absorptive capacity, diffusion and demarithe nnovation literature does not actually support
suchanarrow approach to the relationship between innovation and growth.

R&D can boost productiyif either directly via the stream of innovation it produces, or more
indirectly via the adoption of imported technologies. Thisdasource is actuallg major source of
productivity improvements in countries behiride technology frontiersuch as the®EECsThis is not

to deny the importance of R&D for growth in countriestla¢ technology frontier and itdoes not
deny the role played bR&D in countries behinthe technology frontier but this role is as driver

of absorptive, not innovation, capdiby.

The middleincome economies tend to grow motarough imitation activities while the transition
towardsthe high-income group requires a shift towards technolegyntier activities. This has been
recognised by the WEF Global Comipediness Repost which classif CEECm terms ofthe driving
factors of growth: efficiency driven (BG/RO); in transition (ot8&EQs and innovation driven (Sl,
EE).Prior to the 2008 crisis,rgwth in CEBvas driven by total factor productivity which suggests
improvements in efficiency including R&D. Howevgrowth was driven by productigrand not by
R&D and technology. ICEECstechnology transfer activities are more important drivers of
innovation along with nofR&Dbased innovation activities

The importance of &D embodied in imported inputs and equipment and of production capability in

CEECs puts the role of trade, subcontracting andif-iMe forefrontas closely related drivers of

growth. Indeed, the role of international industrial networks in Central Eutwge been recognised

as one of the important drivers of different path of growth in CE when compared to the rest of
CEECsThe GermarCentral European Supply Chain not only provided vital funding but led to
G§SOKy 2t 238 (NI yaTFSNBRongeKIASORY (TFKNRYs (fKS Ry 20NES  YARSIYNG NG £ & ¢
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Shares of turnover from innovation t¢ine percentage of innovative sales in new and old MS did not
differ significantly in 2006, and in both parts of the EU are around3P2. One may assume that
nowadays these proportiaare similar.

Table4. Turnover from innovation as percentage of total turnover

2004 2006
EU 10 New 12.5 12.4
EU150Id 12.5 13.5

Source: Eurosta

However, similar innovation dynamics hide quite different modes of innovation as demonstrated in
the figure below. The lower the labour productivity (GDP per capita) the lower is the share of R&D or
the higher is the share of embodied investments. In sharhovation behind the frontier is about
acquisition of machinery, not about intangibles like R&D.

Figure7. Share of expenditures for acquisition of machinery, equipment and software in total innovation
expenditures, 2006
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However, aftethe Wi NI YA A G A 2y NB OS ihaRed gyStenR iz KRE/SArted ti @cowexh 1 &
during the2000s GERD/GDP ratios for EU_CEECSs increased from below 0.8% until 2006 to 1.20% in
2012 or by 0.4 percentage points GDP. It is important to recognise than averageGERD/GDP did

not increase during the period of economic growth or before 2008dmly after 2008 when GDfll

in many CEECs. This surprising-eytiical trend still warrants tdepth explanation. We qgsume

that increases in CEE after 2008 are largely due to EU support for R&D and innovation through
Structural Funds. In that respect, EU fuhdse beerplayinga very important countercyclical role in
preventinga further decline of GDP
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3.2 Structuralunderpinnings of innovation

Central Europe has become part of the newly established German industrial system. Other CEECs and

2 S30G 9dz2NRPLISIFY NBIA2ya NB fFNHSt@& 2dziSRBR® (KAaA

global market share of Germanp@Austria declined between 1995 and 2001t their shareof EU
27 expors hasincreasedsignificantly while the share of ClhEeconomies (Visebd countries and
Slovenia) increased both global markesand in ELR7 expors.

As other pieces of researaonductedunder the GRINCOH project proved, in order to embark on a
WKAIK NRBFERQ 2F 3INRsGUK |yR RS@OSt2LIVSyaGs /199/ &
knowledge generators and knowledge users, as well as technology adaptors. The knowledge base for
this step forward is either very sparser the policy discourse is dominated by -#idle policy
discourses that do not take the specificities of the CEECs into account.

However, there isan inherent contradiction inthe trade-off of EU RDI policy from a cohesion
perspectiveq the trade-off between European excellence and local relevance. Innovation follows a
natural pattern of concentration, and, if competirgiobally mplies excellencethen it would be
important to reward excellencat the European level, whatever the geographic orifithe activity

On the other hand, lagging regions may argue that playing#keellence gan@s unfair, because

the playing field is not level. This policy dispute requires a much better understaondlithis trade

off in order to improve policynaking in this area.

Table5. Gross domestic expenditures on R&D in GDP (GERD/GDP) in CEECs

2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012
Slovenia 1.47 1.27 1.39 1.44 1.56 1.45 1.66 1.85 2.1 2.47 2.8
Estonia 0.72 0.77 0.85 0.93 1.13 1.08 1.28 1.41 1.62 2.37 2.18
Czech Republic 1.15 1.2 1.2 1.22 1.29 1.37 1.3 1.35 14 1.64 1.88
Hungary 1 0.94 0.88 0.94 1.01 0.98 1 117 117 1.22 13
Lithuania 0.66 0.67 0.75 0.75 0.79 0.81 0.8 0.84 0.79 0.91 0.9
Poland 0.56 0.54 0.56 0.57 0.56 0.57 0.6 0.67 0.74 0.76 0.9
Slovakia 0.57 0.57 0.51 0.51 0.49 0.46 0.47 0.48 0.63 0.68 0.82
Croatia 0.96 0.96 1.05 0.87 0.75 0.8 0.9 0.85 0.75 0.76 0.75
Latvia 0.42 0.38 0.42 0.56 0.7 0.6 0.62 0.46 0.6 0.7 0.66
Bulgaria 0.48 0.48 0.49 0.46 0.46 0.45 0.47 0.53 0.6 0.57 0.64
Romania 0.38 0.39 0.39 0.41 0.45 0.52 0.58 0.47 0.46 0.5 0.42
EU _CEE 0.76 0.74 0.77 0.79 0.84 0.83 0.88 0.92 0.99 1.14 1.20

Source: Eurostat

Figure8. Changes in shares of GERD/GDP in petage points of GDP 2062012

Changes in shares of GERD/GDP in percentage points of GDR020.
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Increases of GERD/GDP in Estonia, Slovenia and Czech Republic have been quite dramatic or well
above the regional average increase of 0.4 percentage points. In these three countries, increases
have been 1.31.5 and 0.7 percentage points of GDP. In other CEECs, these increases were around
0.2 percentage points.

The changes in CEE are within #@28 range. The biggest improvements R&Dintensity among

the EU28 have taken place in Estonia, Slovenia, Rgatuand Austria. Othe€EEECare scattered
acrossEU28 spectrum including countries with relative declines in R&D intensity (Croatth
Sweden andhe United Kingdm) or marginal increases (Romania and Franide)vever, generally
despitethe 2008crisis investmergin R&D in CEE have increased. These increases in CEE after 2008
are largely due to EU support for R&D and innovation through Structural Funds. In that respect, EU
funds are playing very important counteftyclical role in preventing fthrer decline of GDRLt is
interesting to note that the magnitude of spending on R&D does not necessarily translates itself into
the GRDP growth and general economic performamceamong the countries which note
improvements in R&D we find both the ones trae in an economic decline, and also those which
perform very well.

3.3  Scientific production

A thorough analysis of scientific production measured by publicatiecardedin the Web of Science
(WoS)indicates that the countries from Central and Easterrolgar despite showing fairly consistent
convergence trends, achieve noticeably weaker results than Western Europe in tefR&Dafnd
scientific activity. The distance separati@EEC&om the Western European average is lesser or
greater depending on whit indicators are analysed. MoreoveEU10 countries also differ
considerably from each other. However, none of them exceedsBbd5 average in all analysed
contexts. Generally speaking, the best runnepsbehind Western Europe are Estonia, Slovenia, th
Czech Republic and Hungary. The first two are relatively small economies whatent yearstook

a comprehensive, knowledgw®ased approach to economic growth. Meanwhile, the Czech Republic
and Hungary possess a strong scientific tradition, wkhely have been able to maintain and even
developin recent years The middle of the Central European league table for science and R&D is
taken by Lithuania, Latvia, Poland and Slovakia. The weakest results are shown by Romania and
Bulgaria. There is quite dear relationship between the level of economic growth of a country
(measured by GDP per capitbor examplg, or the wider level of socieconomic development
(assessed using the Human Development Index created by UNDRstancg, and indicators of

R&D development. However, this relationship is tway. It is true to say that development of the
science sector influences so@aonomic development, but the fact is that wealthier countries invest
more in the R&D sector.

Traditional measures of researend development activitg expenditure on R&D relative to GDP as

well as employment in R&D as a percentage of the populatiehow that, in 2013, theeU10
averags were 57% and 56% of tleJ}15 average respectively. In terms of the number of articles
listed in WoS per inhabitant, this distance is somewhat greaterBbid 0 attained a level of 48% of

the EU15 average. However, if we set the number of publications against the number of
researchers, it turns out that th&U10 averageis equal with the EU15 average. Thyswe can
assume that further growth in the number of publications in #id10is unlikely without an increase

in human resources in science. Scientists from Central and Eastern Europe have similar levels of
output to their Western Europeanolleagues, but there are proportionatelgwer of them (relative

to population potential). They have decidedly less fimgdat their disposal with which to finance
research. This is also the reason why the relationship betWw&bDexpenditure and the nutmer of

articles and citations differs to such an extent between #d10 and EU15. In the EU10, this
amounts to 34% (expenditure per article) and 53% (expenditure per citation) &Wid average. In
GSNE &AAYLX AFTASR GSNXYaszx ¢S OFly aleée GKFEG [/ SyaNYf

20



from Western Europe, which can certainly be attributed to the fact that less costly research areas are
involved but also to the fact that remmeration for research ICEECis significantly less.

3.4 Innovation policies in the CEECs

R&D policies have been greatly impacted by the reduction in public fun8littgough research and
innovation policiesvere protected between2008and 2010, maintainingunding levels habecome
difficult in recent years Over the period 2008009/2010, only Romania and Latwiecorded a
decrease in R&D budgets wiore than 10%but this changed when looking at the 202012/2013
period whena negative trend also becameygarent in Bulgaria, Hungary, Latvia and Slovenia.
Slovenia, although cited as a positive example, diaslarly beemaffected by the financial crisis and
expects more pressure ats research and innovation polici@sconsequence

One consequence of thehanges in national public research and innovation funding was that the
importance of other sources has increased. The pressure on public funding led to more-ptiftite
partnerships in implementing research and innovation programmes. The emphasi$atteeshifted
towards the Structural Funds or other EU and international funding as more stable sources of
financing.

The strategies and setting of policy priorities during the crisis period do not appémveresulted

from a recessioflriven perspectig, rather there is an attempt to addregbe weaknesses of
research and innovation systems as understahding of the programmingof EU and domestic
funding stagedefore the crisis. So, the crisis did not change substantially the national research and
innovation policy mixes.

Figure9. Patent intensity of CEECs in the period 28009 (patents per million inhabitants)
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Overall, RDI policies are unable to contribute to convergence adhes&U but willbe factor of
further divergence. CEE has been divided in this respétit some countries(Czech Bpublicand
Poland) using RDI policiesasountercyclical mechanism for impriog competitiveness while in the
rest of the CEE this effect is most likedybe insufficient. The implication is that EU responses
should be much more countigpecific and recognise differences in the compensatory effects of EU
Structural Funds. Also, this would require much better understandinpeoflifferent roles of RDhi
different regions.
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In spite of increases in GERD, the indicators at the national level suggest (except for a few
economies) a rather weak development in the technological activities of CEE economies 4in 2000
2009 compared with the period 1981B89. Figure9 shows the patent intensity (patenting per
capita) of CEE@s20002009 period.

Among the traditional leaders of the period 198990 in terms of patent intensity, only Hungary is
able to maintain a leading position at half of its socialist patentrisity, behind Slovenia which has
become the economy with increasing levels of patent intensity and an almost constant positive
growth rate throughout the 20009 period. During the postocialist period, the patent intensity of

the CEECs (except Slovethia} fallen further behind. So, economic recovery and catehpduring

the 200609 period has not been followed by increasing patent intensity. CEE seems to have reduced
its patenting activities drastically in absolute and per capita terms after 199thandmaintains a
stable level below the performance of the #8 and the former USSR.

Low patent activity ca- to some extentg be explained by the fact that important differences exist
between CEfEonvergencand nonrCEE regions with respect to the rolelacalized knowledge flows
and FameworkProgrammenetwork learning in patenting. Knowledge transferred from FP networks
positively influences the impact of FP research on regional innovation HC@BErgenceegions.
However, networks are not significginputs to patenting in regions of th&EU15MemberSates.

With respect to the relevance of extragional localized knowledge flows (measured via FP research
networks by the index of Ego Network Qualitgcalized learning is strongly important for then-

CEE regions. However, only weak evidence for such impact exists fd@Zoteergenceregions
located in Central and Eastern Européeinterregional knowledge networks can substitute for the
critical mas of localized resources for innovation in lagging regi@tsengthening research
excellence and international scientific networking in lagging regio@EiBCsould be a viable option

to increase their regional innovativeness. ThHusthering interregional knowledge network linkages

in combination with other policies could form a base for a systematic support of regional
development as suggested by the principles of the(E&formed Cohesioipolicy.

Innovation policies should becaran even stronger part of Cohesion policy. They should reflect the
national/regional specifities. However, athe GRINCOktudy reveals, th€EECimnovation policies

NEFE SO0 YdzOK Y2NB WiKS 0Sad LINI Ol A v8s@dintsyMrié ( KSA N
ALISOATAOLI f ORI f ik © 2 NHaEdvds§erarfe fouhdile whole CEE groupased

on the IUS criteria. It is the most common model followed by countries of very different
technological levels. An unexpectedly high hgaoeity of policy mixes as found, despite the

relatively big differences between countries in technological and economic development and the
differences with respect to the role of knowledge generation vs. knowledge absorption in their
growth. TheexclugiS F20dza 2y L3t A 0O& NI yaT SdNdclopfeRludéstaS RA T T
ONRGAOIE dzyRSNEGFIYRAY3 2F GKS FIFOG2NR GKFd AyTFfid
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4. Demography,dbour market, skills and social dynamics

4.1 General demographic trensl

Central and Eastern Europe seems to ibethe gravest demographic situatioim the EU It is
hampered by a demographic crisis stemming fribra decline inthe number of birthsresulingin a
negative natural increase in most countrig3nly in Sloveniaral Slovakias the natural increase
above zeroalthoughthere was a period of time when it wasro(fig. 10).

Figurel0. Natural change of populatiorg crude rate
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A further important demographic factor isbour mobility On the one handthe EU shows much
lower mobility than the USOn the other hand there are worriesbut also positive expectations
about the extent and impact of crog®untry mobility, i.e. of migration flowsThe CEECs are an
important region of origin of migrant workers, while ti8J15 is an important region of destination
Massive outmigration has had varied effeds the CEECdt eased the situation on the labour
market, since those who left would havaced difficulties in findig jobs within their countries.
However, the loss of wellained specialists appears to be one of obstatteaccelerating growth.
Moreover, sinceghe vast majority of the migrants seeking jobs in tBE15 are a reproductive age,
their disappearance putsven more stress on the unfavourable age structure ofG#ECs

CESHs not yet attractive as a permanent location for migrants from other parts of the world. Due to
net outmigration which accelerated afteEUaccessior(fig. 10), the population igdecliningin most

of the CEEC#fig. 11). These processes result in constant ageing {f), faster than in other EU
countries. The dependency ratids also increasingue to growing numbers of olderepple, much
faster that in theEU15.
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Figurel3. Migrations in Europe
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As a result, the CEfave aconcentraton ofthe most severe demographic challengeshe EU.
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4.2  Declining fertility

Demographic processesdepend stronglyon the readinessof women to have childrenwhile in the
Czech part of Czechoslovakia and in Hungary total fertility rate8(had started from a relatively

low level in 1989 (1.87 and 1.#@&spectively, they were above 2 per cent in Slovakian part of
Czechoslovakia and Poland (2.08 and 2.05 respectively). A continuous fall of TFR could be observed
during the 1990s in alCEECSTFR in the Czech Republic reached the recordofotu13 chiladen
/woman in 1999 from when it slowly started to climb backaehingaround 1.41.5 by the end of the
decade. An especially sharp drop was experienced in Hungary betweerad83997 from 1.57 to
1.37). This is the only country with no considerable development of fertility rates in the whole
period: after a modest rise between 2003 and 2006, the total fertility falieto a newlow of 1.23 in
2011. An especially steep decline markbe developmentof fertility ratesin Poland where TFR
reachedits lowest point in 2003 (1.22), alarming politicians about population concerns for the first
time in Polish history.

The reasons of these processes are manifold. The feeling of insecurigpstsdof transformation no

doubt prevented young families form having children larger numbers of children (three or more).
Delayed marriage age and the age of woman of having a first child also had an effect on decreased
fertility. The instability of thdabour market might also have had an influence on the more acute
competition between professional carries of a woman and giving birth to a child.

Family policies and the promotion of female labour force participation might have played a role in
reversing he negative trendat least temporarily. However, mass emigration of young people and
their families from the country contributes to the still very low TFR in Poland (1.3 in 2011). A similar
trend can be traced in Slovakia with the lowest rate of 1.200@02and 2001, sinoghenthere has
beena steady increastw 1.45 childen/'women born in 2011 f{g. 14).

Figurel4. Total fertility rates.
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CSNIATAGE NI ( S-gounigs havé deviated diuNie EUtrand @ ki Rarly and mid
2000s, and remained below the Elerage (1.57 in 2011) throughout the period. Slovakia and the
Czech Republic have, however, converged to theEétentyears

4.3 Labour market

Human capital is one of the keys to competitive advantage asagor determinant of both
productivity and wages and mactevel outcomes like economic growth and employmehgbour
markets and education might facilitate social inclusion playing a vital iro the development
processes of countries and regions; they also reveal important aspects of social differentiation, social
exclusion and barriers in exploiting the regional and coumntige development potential that needs

to be addressed by policy.

Aggregate labour demand as well as the demand structure changed during the economic transition in
the CEECSefore the transitionCEECwere characterised by high overall employment and a small
malefemale employment gapThere was a marked drop iemployment during the transitional
recession in the 1990s in all countridater on, there was large variation in the recovery of the
labour market Female employment dropped as a result of the transitional shock in @B&Gsand

the recovery proved to be sha As a result, despita steady riseover the past 15 years, in relative
terms female employment tended to decline in m&EECsompared to theEU15 (fig. 15).

After the outbreak of the economic and financial crisedative employment rates of men dropped
between 2008 and 2010 in almost all countries (with the exception of the Czech Republic and
Poland),and female employment rates also dropped (with the exception of Polanth)e elative
employment rates of menemained belowthe EU15 averagein nearly allCEECSThe exception was

the Czech Republic whetbe employment rate of men was higher than tl#J15 average during

the whole period.

Figurelb. Relative employment rate by genden CEECs (EL5=1)
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Over the period 20012011, female employment increased in Europe until the global recession
began at which pointit stagnatedat around 6566 % between 2008 and 2011.€Tkbxpansion of
62YSyQa SYLX28YSyd Ay GKS &SINB 0SGgSSy -158nnm
than in the CEEC& percentage point as opposed to a 1.5 percentage point), so that the former
advantage (of 3 percentage points) GEEC#urned into aslight disadvantage by the end of the
period. Female and male employmentere affected differently by the crisis women were more
affected by cuts in their wages, whereas men byd#y.
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Large differences can be observed in relative employment rates by educational attainment. The
employment rate of those whose highest educational attainment is tertiary educatassimilar in

the CEEs to the average employment rate of theU15. Employrent rates of those who have
upper secondary educatiomwasslightly lower, while theravasa very large and persistent lag in the
employment rates of the undereducated (less than upper secondary education).

Unemployment ratesvere generdly falling acrosshe EUuntil 2008 (fig. 16). In the following two
years, the labour markedituation of all EU regions worsened remarkakdynd unemployment rates

for the total working age population increasedAmongthe CEECsmale unemployment rates
declined in all ountries compared to theEU15 up to 2007/08 The largest improvemestwere
observed in Poland, Slovenia and Estonia, which had registered daiglittainemployment rates

until 2005. Relative unemployment rates of women also improved up tmtiset of he criss with

the exception of Estonia. Over the entire period 12971, unemploymentwas higher for women

than for men in the Czech Republic and Poland, and with some exceptions in Slovenia and Slovakia.
In all other CEECGsfemales were less affected hynemployment than men. The gaps became
particularly large in the three Baltic States in the past couple of years due to the huge job losses
during the crisis. However, also in Bulgaria and Romémgaincidence of unemploymemnwashigher

for men than forwomen.

The problem of massive unskilled unemployment is a common and distinctive feature of the CEE
labour marketsThe gap between high and low educated people in terms of job prospects is nowhere
as widewithin the EU and the OECD as in the pstialist countries of Central and Eastern Europe.
The EastWest mean differential in the unskilled employment to population ratios is significantly
larger than the withirregion variance

Figurel6. Relative unemployment rates by gender the CEE countrieseJ15=1)
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Youth unemployment in th&€ EECwsas, on averageabout twice as high as the national average
rates up to 2008, but the gap weded thereafter (particularly in the Czech Republic and in Slovakia).
Romaniavasan exception with a youth unemployment rate three times higher than the overall rate
from 2007 onwards, whereas the ratio wim lowest in Latvia. Slovenia managed to reditednigh
youth unemployment that prevailed in the late 199Qkrough a strong rise in temporary
employment,and high enrolment rates in tertiary education.

Since the outbreak of the economic and financial crikie gap has remained almost unchanged in

most CEEGsexcept in the Czech Republic and Slovakia where it increased, and in Litvhanea

therewask Yy I NNRBgAYy3I 2F (GKS 3Tl LID ¢KS &aKIFINB 2F @&2dzy3al
(NEET®) Ay GKS G20Ft LI Lz | G gradyally 2ide tothigheriparticigadion @2 K 2 NI :
education in the years before 2008t increased considerably in many of the EU regions during the

crisis. In Bulgaria and Romaniabout 23% of the population aged -P® years were withou& job or
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training in 2013. However, youth unemploymentthe CEEG high as it is- is by far less dramatic
than in the countries of Southern Europe.

A severe constraint on the efficient use of labour resource in most of2lBECE the low level of
labour suppy. Activity ratesof men are well below th&U15 average in alCEECsnd theactivity
rates d women are aboveEU15 average, with theexception Romania, Hungary and after 2010
Poland(fig. 17).

Figurel?. Relative activity rates by gender in CEECs (E&k1)
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Before the crisis, some of th€EECshowed an increasingly efficient job matching process.
Subsequently,in some of theCEEC®e unemployment rates and job vacancy rates both increased,

a worseningof labour market matching occurred, and growing structural unemployment could be
observed. A group o€EEC&zech Republic, Poland, Latvia, and Sloyakiperienced no shift in
unemploymentand job vacancies, a fact consistent with their eabpnomic recovery. In other
countries where this relatioshipworsened it converged around a low level of job vacancy rates and

a high level of unemployment, and an increase in job vacancies was accompanied by a weak decrease
or even increase in unemplment Bulgaria, Hungary and Sloveni@he possible causes of this are,

on the one hand, growing mismatches in skills/educational qualifications required for jobs, growing
regional mismatches and on the other hand increasing activity rates.

During the cisis (200&8010) the structure of labour market transitions changed remarkably.
Unemployment not only rose due to an increase of inflows from employrteeanemploymentbut
particularly due to strongly declining outflow into employment. At the same titra)sition rates
from employment to inactivity declined and rose only slightly from unemployment to inactivity,
which made the situation of jobseekers even more difficult. Thus, -temg unemployment
(increasing unemployment to unemployment transition®cbhme more widespread. In the short
upswing period 2012011 for which dataare available there wereno remarkable changeto the
structure of labour market transitions

For young age cohortgaged 1529), job stability (employment to employment trangtis) is in
general lower compared to older age cohorts but it declined even more in the crisis. The chance to
find a job fell considerably fahe unemployed as well as for those finishing education. One reaction
to the tense labour market situation of yagsters was to stay longer in education or move back to
training.

In the course of the crisishe poorlyeducated were hit hardest by the economic downtugflected
in a substantial drop in employment stability, increased flows into unemployment reddced
probability of finding a job again if unemployed. The probabildy moving from education to
employment droppednostfor this group, and the persistence of unemployment rose for this group
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more strondy than for the mediumeducated. In general,oung personswith tertiary education
were still in a more favourable position in the labour market comparedhtise with secondary
educaion. However, their relative position deteriorated somewhuaist-vis mediumeducated
persons.

An increase in employemt to unemployment transitions took place in Poland and South Eyemb

the persistence of unemployment increasa Bulgaria, Romania and South Europe. tRerhighly
educated employment stability decreased only in Bulgaria, Romania and South Euanpe
transitions from employment to unemployment increased only in Bulgaria, Romania and the Baltic
States. The persistence of unemployment increased for this population group only in South Europe.
For the highly educated employment stability decreased gnlin Bulgaria, Romania and South
Europe and transitions from employment to unemployment increased only in Bulgaria, Romania and
the Baltic States. The persistence of unemployment increased for this population group only in South
Europe.

The employment re of people with disabilities was found to be markedly lower in the CEECs as
compared to theEU15, and the gap remained practically unchanged between 2002 and 2011.
Employmentwas somewhat higher for men, younger age groups and those with higher ednetio
attainment in bothparts of Europepointing to a considerable incidence of multiple labour market
disadvantages. The decomposition revealed a mixture of opposing, but maintglatgd effects
behind the seemingly stable difference between disaldetployment rates in the two regionghe
CEECwere rather slow to improve policies that support the labour market integration of disabled
people.

4.4 Policies of the labour market

The CEEshad introduced similar institutions as tHeU15 Member Sates, with some differences
betweencountries. Inthe CEEC$oth passive and active labour market policy measures relative to
the GDP have been below the #B level. In 2010expenditures varied between 0.58% in Bulgaria
and 1.34% in Hungary, while tlmespective value in the ELb was exceeding the 2% mark. After
2010 the expenditures on labour market policies decreased iGBHEC<Dut Bulgaria. In 2012, the
latest year for which data are available, expenditures on labour market po(iledP)as apercent

of GDP was the lowest in Romania (0.29%) and the highest in Hungary (1.14% CiE@sjheEU
15average was 2% in the same yésee fig18).

Unemployment benefits schemes in the CEECs are characterised by high initial replacement rates
(dropping remarkably in the first year of entitlement), limitations in terms of their benefits level and
duration, low coverage and restricted access. Moreover, the role of Public Employment Services
(PES) and the range of available services are not vewglaped, with limited monitoring or
obligations to participate in activation strategies. While unemployment assistance is very uncommon
in the CEECs with the exception of Estonia, Latvia and Hungathe unemployed can draw on
substantial meangestedincome support provided by housing and social benefits. The CEECs tend to
spend on PES services less than half of whatZEtbuntries do. It also appears that those-EbJ
countries that enacted stricter job search monitoring rules tend to spend more 8nsB&vices than
those with relatively lenient rules. No similar pattern is found in CEECs. It is also worth noting that,
while quite naturally countries with higher registration rates tend to spend more on PES services, this
does not apply to stricter EWUB countries
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Figurel8. Expenditures on Labour Market Policies, in per cent of GDP.
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Throughout the past decadd¢here have been numerous changes in the unemployment insurance
schemes in theCEECsIn Bulgaria, theCzech Republic and Romaniaur or more changes have
occurred in the period 2002012. The revisions of the unemployment schemes, especially the
tightening of the eligibility criteria, but also active labour market policy measures contributed to a
reduction in the share of unemployment benefits recipients in mG&ECE the past two decades.

In Poland and Hungargbout 80% and 60% respectively of registered unemployed were entitled t
unemployment benefits in 199@vhile in 2011 the respective sharshrank to 16.5% and 19%; in the
Czech Republic, Hungary and Romaifia shares were cut by half whileit increased somewhat in
Slovenia. In 2011 the sha@f unemployment benefits recipientamong all unemployediaried
between 10% in Slovakia and 40% amfnia.

During 20042012 in theCEEGgwith the exception of Poland in 2010) expenditures on active labour
market policies (ALMPs) as a percent of GDP were below tHES Hével. With the exception of
Bulgaria and Romaniall countries of the region ported rising expenditures on ALMPs after the
outbreak of the economic and financial crisis. In 2012, the last year for which data are available, the
share of ALMP expenditures in GDP varied between 0.03% in Romania and 0.61% of GDP in Hungary.
During thecrisis in some countries major shifts were observed from active to passive measures, with
the most dramatic in relative and absolute terms recorded in Bulgaria, where rising expenditures for
unemployment benefits have largely crowded out spending on aatieasures. Remarkable shifts
were also reported in Lithuania and Slovakia. Over that petteel CEECgsedmainly EU funds for
financing ALMPghe European Social Fund in particular. The priorities of ALMPs differ from country
to country, while in the &Zech Republic and Poland they supgaremployment and rehabilitation,
Hungary focusé on employment incentives and Slovakia on direct job creation.

Activation policies are targeted at people of working age who are not in work, but who could
potentially wak and are in unemployment benefit or sometimes on social assistance or disability
benefit. Policymakers ithe CEECsave taken varied approaches to the activation of sesnployed

persons, and while there has been a move towards stricter eligibilityrierisnd a larger emphasis
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the behavioural conditions of unemployment benefits follow Western European standards in all
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CEECs, but witbonsiderablevariation in the details of activation rules and most probably in the
implementation as well.

Statistical analysiby the project teamconcluded that a combination of high spending on Public
Employment Services and strict monitoring of job search yield high search interis$pective of

the coverage of registration requirements. This is an effective strateghe extent that high search
intensity yields high reemployment rates. At the other extreme, limited registration requirements
and low spending on PES vyield low search activity, even if job search monitoring is shétivéen
activation approaches appear to yield mixed results.

The overalkevaluation of labour market policies provides the followragkingof CEECaccording to

the quality and effectiveness of these policies: Poland, Czech Republic, Estonia, Slovenia, Latvia,
Slovakia, Lithuania, Hungary, Bulgaria and Romdiia. resultsalso show that there is no good
labour market policy without public administration in general being effective. Differences in whether
left-wing or rightwing parties ruled governmentsnd whether the country is more or less open to
trade, do not seem to matter that much in the CEE region (the role of political denomination on
economic growth will be also discussedchmpter 7).It is likely that a serious social challenge in the
shape of serious lonterm unemployment is necessary to provoke the respotisat is decent

quality labour market policy.

4.5 Education and skills

As discussed earlier, weak basic skills might contribute to low employment probabilities of certain
groups in the CEECQnternational student achievement data indicate weaker basic skillsost of

the CEECsompared to Western and NorthefBuropeancountries. Neverthelesshere are marked
differences acros€EECsoncerning changes student performance. While in som@EECEoland,

Latvia) student performance improved in all skillegpiriesc literacy, numeracy, sciencen others
student performance deteriorated significantly (Czech Republic, Hungary, Slovenia). The
deterioration in the latter group could be observed not omlith respect toaverage resultson the

one hand there B agrowing share of students whose skills are insufficient and on the other &and
decreasing share of students whose achievement is above average. It seems feasible that these
differences are at least partly¢ due to different education policies theuantries adopted.

All CEE€provide a mix of tracks in their secondary schooling: general secondary scadotgher

level of vocational secondary schools (technical schools or vocational secondary setmabés)ower

level of vocational schools includ) apprenticeship programes. General secondary schools and
higher level vocational schools give students the right to follow their studies irfaamy of higher
education. The vocational path used to dominate over general secondary education at thaibggin

of the 1990s in alCEECwith the exception of Estonia and Lithuania. Although enrolment in the
lower level of vocational education decreased substantially in the subsequent decade in all countries,
15-20% of an age cohort is still enrolled in the lower level of vocational education. The lower level
vocational tracks without any followp courses normally gives students access solely to the labour
market, so the effectiveness of training is of consideraferest.

A study of the educational systems of the Czech Republic, Slovakia, Hungary and Poland revealed
that the fragmentation of municipalities and schools may cause difficulties in effective school
managementand this might be one of the reasons foediining student performance in the Czech
Republic. Also, a restrictive approach to tracking and late profiling of further educations seem to be
a better choice than relaxed and early tracking. Moreover, student performance strongly depends on
teaching qality. AmongCEECgelative teacher wages are more attractive in Slovenia and Poland
than in otherCEEC®\I these factors explain the success of Polish students in PISA performance tests
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A specific feature of the transition @EE@ducation systemsvas the dynamic increase of demand

for university educationThe proportion of the ppulation attainng tertiary educationqualifications

has increased considerably in the young age cohorts although there were some differences between
particular countries Among the CEEs higher educational attainment has increased the most in
Poland and the Baltic states while, in Romania, the Czech Republic, Slovakia and Hungary the
increase was moderate and in the latter group the share of higher educated is stV bieéboEU
average.

Growing demand for higher education was a consequence of increasing returns both in terms of
wages andn terms of relative employment probabilitie§.here have beenaet private returns to
tertiary education in allCEECsbut Estonia is laove the EU average. However, it has to be
remembered that the quality of higher education, especially at the level of graduate studies, is
weaker thanin the European top universities. The number of Ph.D. graduates in STEM diseifsimes
remains insufttient for building up modern scienéetensive industry inthe CEE@conomies

During the transition period irthe CEECsemployers withdrew from the provision of training
opportunities. The loss of the links between employers and the training system dhas &dteration

of the basic curriculaand the divergence of taught material and 4p-date requirements of the
workplace, andit has meant that obtaining workplaceased practical training for students has
become a challenge. Polandtiee only country with a sizeable and distinct apprenticeship sector.
Smaller apprenticeship arrangements are present in Ladwid Slovenia, organized through craft
chambers, and half of the relatively low numhErHungarian basic vocational school students have
individual contracts with employers for their work experience. A number of countries (Estonia,
Lithuania and Romania) have recently introduced regulations to recognize apprenticeship as an
educational form, but takeip so far seems very limited.

Participation inadult training and educational activities in the CEBGs behind that in Western and
Northern Europeancountries, with a few exceptions. The eagst differences are present for the
employed, the unemployed and the inactive population. The most notdifferences in training
participation are related to educational attainment. More education goes together with more
training. This is in line with standard human capital theory: more able people invest more in
education, and they are expected to do so begiathe age of schooling, as well. However, the
relative differences are strikingly high in tiEEE@roup. In this grouptraining participation of those

with a higher education degree is on average ten times of that of the low skilled, and three times
higher compared to those with a middle level education. There is substantial variation within the
CEEs In the Czech Republic, Estonia and especially Slovenia trairoanghie Western European
level. At the other extreme, it is almost negligible in Roraarid Bulgaria. The mean in thast and
South group is below the half of that in the West.

4.6 Ethnic minorities

With the exception of the Roma population, the CE&8®@not have severe ethnic tensions. However,
large ethnic disparities are among the ma®vere impediments to social cohesidn Central and
Eastern Europghe most disadvantaged ethnic minorigye the Roma.

¢ K &stimated Roma population iI€CEECamounts to slightly over 4 million, with the shares in
particular courtiers as follows: cloge 10% in Bulgaria and Slovakia, betweer/% in Hungary,
Macedonia, Romania and Serbia, and aroufdir2 the Czech Republic. The Roma constitute one of
the largest and poorest ethnic minorities in Europe. The employment rate among the Roma aged 20
64 was only between 20 and 30in most East Central European countries. While labour market
discrimination is likely to play a rqle is unlikely to explain such low leve@sdthe role of skills in

the ethnic employment gap is also significant.
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According o0 the results, 185% per cent of the educational achievement gap is explained by lower
incomes among the Roma, and -380% is explained by lower incomes and lower parental
education. 50 0r more of the achievement gap is explained by the income measure in Bulgaria, the
Czech Republic, Slovakia and Hungary, arourtliiS@xplained in Romanidlso,RA & R@I y il 3§

~

0KS K2YS SYy@ANRYyYSyld GKFG LiElFe | NESIRRSELXRY AR
320AFf RAFTFSNBYOSaow 90KyAOAde LIXleéea y2 | RRAUAZ:
F3a20A1GSR gA0K GKS LINBYyldAy3dI 2F w2Yl TILYAfASE

SELX FAYSR o0& LI NByNI®It PR NBAIREJIGGAZ Y RAX2 RDI v
It cannot be foreseen that in a short run the Roma population will be integrated with the respective

societies in the countries where they live. However, Cohesion policy should be helpful in providing
more education andssistance on the labour market for this disadvantaged ethnic group.

5. Social Cohesion and Social Policies

5.1 Inequalities

Social cohesion is one of the most important goalgEwfopean integrationlt createsthe conditions

for smooth economic developmentwelfare improvemens for countries and householdsand for
well-being of the societies the Member States. The goof greater social cohesiowasan inherent
element of the Lisbon agenda and dropping it has weakened Lisbon tagghas the knowledge
based society and more and better jobs. Social protecti@s especially important in times of
economic downturn when it could defend people against poverty and could maintain social
integration important for a proper use of human resources for the salecohomicrecovery.

The research revealed that in a European context income inequality (measured by the Gini index) is
quite low in most Central European and Scandinavian countries, and it is highest in some East
European Member Stated dtvig Lithuania ad Bulgaria), as well as in South European countries
(Portugal, Spain and Greece) and thaiteld Kingdom Inequality in other measured dimensions, like

the health status of households and housing, showed atawarage levels in thEEECExcept for
Slovkia, Slovenia and the Czech Republichia case ofthe housing indicator) With respect to
household educational attainment levelsnequality is quite low in Central European and
Scandinavian countries, but also in the Baltic Stadadthe differencesare much more pronounced

in the South European countri¢fig. 19).

Figurel9. Gini indices and poverty rates of disposable household income per capita.
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Regardingincome inequality the CEECsomprise different subgroups, the first consisting of the
Czech Republic, Slovenia, Slovakia and Hungary, which very much resemble the features of
Scandinavian/Central Europeanountries. Relatively low income differences between households
are mostly diven by disparitiesn labour market participation. However, in édhe CEECdifferences
between rural and urban regions are an additional driver of income inequality. The highest levels of
income inequality in the EU are to be found in Latvia, LithuanthBulgariawhile Estonia, Poland

and Romania also have levels above the2Elhverage. This group @fEECsesembles features
comparable tahe South European countries. Their higher levels of income inequalityapagt from
differences in labour marketparticipation, driven by variationdn educational attainment.
Furthermore ruralhouseholds have on average lower income levels compared to thdke irban

areas. The analysis of poverty levels and their decomposition did not deliver additionalsnsigh

With respect to income and multidimensional inequalithe CEECsomprise at leastwo distinct
groupsof countries The first consists of the CzeRlepublic, Slovakia and Sloveniaich featurelow
levelsof inequality in all attributes (except foruo constructed indicator of conditional health status)
when compared with theest of the EU. The second groapmpriges Bulgaria, Romania, Poland
Latvia and Lithuaniand has according to all attributes (except for educational attainment leyels)
inequdity levels at theupper endof the ranking of EU countries. The two countriedetweenare
Hungary and Estonia, the first featuring low levels of income inequality, but quite high levels of
inequality in indicators ofhealth and housing. Estonia, altingh having a high level of inequality
under the housing indicator and a level of income inequality resembling the EU average, features a
low level of inequality according to educational attainment of households.

The household employment rate has provedie the most important driver of income inequality in
the whole of the EUThe £cond most influentiafactor are differences in the educational attainment
rate of the head of the househaldn the CEEChey are particularly high in Bulgaria, Latvia, Poland
and Romania. In aturopeancountries the combined effect of gender and age exptgust a small

part of overallinequality levels. The same is the case for differences between urban and rural area
in most of the EU countrietHowever in Poland, Bulgaria and Romaytiae regional differencesre

the remarkable additional drivers of the level of income inequality.

The indices of income inequality conditional on GIePcapitashowed significantorrelations with a
number of socialindicators. Higher inequalityends to lead to a worsening of social outcome
variables, like life expectancy at birtkti{l lower by severalyears inthe CEE€than in the Western
Member State} infant mortality rates death rates for assault and heart attack, homicide rates,
robbery rates, rates of domestic burglary, rates of youngsters (ag24isot in employment,
education or training (NEET) and rates of early leavers (a@d)l8om education.

The results ofterdiffer in magnitude for theCEECsegions andother Member Stateregions, i.e.
higher inequality levels have a stronger impact on social outcomes i EtECregions compared to
the EUL5 regions. However, the relationship between inequality and socidcmues is as

expected almost always a negative one. For tB&EQCegions we obtained one countemtuitive

result for theft rates of motor vehicles, which correldteegatively with poverty rates.

Conditional significant correlations with satisfactotiligh explanatory power for at least two of the
three inequality indices (Gini index, poverty ratedancome quintile share ratiayere found for the
CEECHr life expectancy and homicide rates, for NEET rates and early leavers from eduCiadisa.
findings again underline the importance of better social cohesion for the development of the CEECs.
They clearly indicate that the lack of social cohesion (defined here as inequality and poverty) is
weakening - beside several other social qualitieslabowr market participation- one of the
outstanding social potentials of growth.

It may be concluded thatuting and following the crisishequalities decreased in Poland, Latvia,
Romania and the Czech Republic while thegwgin Hungary, Estonia and slighily Slovenia,
Lithuania and Croatia. This means that in some of GRECwith relatively higher inequalities, like
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Poland, Latvia, Romania and Bulggattieese inequalities decreased during and after the crisis, while
countries with relatively lower ineqliéies, like Hungary, Slovenia and Slovakia had seen growing
inequalities during andnmediatelyafter the crisis. In the postrisis periodinequalities continued

to grow in Lithuania and Estoni@ready representing higher inequality levels am@igeECHig. 20).

Figure20. Changes in Gini coefficient, 200813
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Nate: (*) last data from 201 2. (**) last data from 2011 due to break in time series. (***) last data from 2012
due to break in time series.
Source: Eurostat

5.2 Social services and policies

There are several dimensions of social cohesion besides the income lelielgéholds These
dimensions relate both to the state of difient features of population and to the level of
development of social services, as well as to social policies.

Redistributive policies aimed at reducing income inequality might lead to several improvements in
the sphere of social cohesion: bettering of pigtion health general positive spibver effects in the
form of lower crime ratesand increased activity and participation rates of youngsters in education.
Although the effect of GDP per capita is mostly stronger for the CEECs than in the ttesE b5,

the slopes of the conditional correlations of the inequality indicataisotend to be steeper. This
suggests that for th€ EECH is not onlythe absolute growth of GDP levdlsat should beexpected
leads to better outcomes in population health and other social phenomena. More redistributive
policies would most probably lead to improvements patrticularly in those count@escerning
population health this is no surprise since total health expenditures stsare of GDP are on average
lower in the CEECsompared to theEU15. Thusit is even more important in th&CEECBow scarce
resourcesare distributed. However this dramatic situation in health should not be simplified only to
the issue of fundingg it is a more complex structural problem due to earlier forms of
industrialisation, to the lack of developed servicanad to a high share of the hidden economy with
lasting impact on social and human resources.

In a situation of dedining population and lowpropensity for having childrermpolicies aiming at
supporting families deciding to procreatre an important element of social policythe ¢child

® Annual Growth Survey, Third Report, 2015 (published on DecemBd®r2014 on: http://www.lags-
project.org) p. 85.
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childlessis especially big in the Czech Republic, Slovakia and Hungary where maternal employment

was 27-28%in 2012 which is just half of that of female employment (around®®s8 y (G KS +A &S 3N
states). The Czech Republic, with relatively high female employmeht(Gespite a considerable

increase recently) still the lowest maternal employment raéxhibits the greatest difference

between employment rates of women and mothers with children below the age of fou (85

2012). Poland, on the other hand (alongsidithwRomania) ha the highest rate of maternal
employment (506 of all mothers)¢ a rate similar to the employment rates of Spain and the UK

However, in Poland and Romania this is mostly due to relatively high employment in agricTiitere.

child penalty is much smaller in this country with a méve per cent difference between female and

maternal employment rates in 2012.
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volatility and thus upredictability of family policy systems during the 2000s. At the same, tinege

were important shifts towards increased flexibilitp leave systems as well as chidre services.

However such changes often happened omlythe level of legislation wit limited implementation

and thus a lack of plausible positive development in the actual outcormethe Czech Republic and
Slovakiathe intended effects of the proposed changeegre blocked by the scarcity of chilchre

services for children under thege ofthree. The research found thain Poland developments have

become less hectic and more carefully planned since the20@Ds, recent reform steps provid) a
LR&AGAGS SEFYLES 2F | 3INI Rdzr f & KA T { ndreasngitieS RA NS«
choice of parent to care for small childrerowever, despite massive development, nursery
attendance has remained rather low (beldaur per cent in 2013)Paternalinvolvement is still

minor. Hungary has been found to be less open to experit with new solutions concerning care
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increasing) share of children below the agdlote attending childcare services (around 13%).

In generalthe differences and similarities among th€EEECH the variety and intensity of social
problems are partially due to their historic heritage (patbpendency), but some divergence among
them can be related to their different policy responses to the multiple sociallestgds (path
creation) they faced during the past 25 years. Such gradual divergence on certain social protection
fields was found in frame of the GRINCOH project concerning labour market policy interventions
activation measures, family and gender policiesxd in reforms of employment rehabilitation
services especially following the 2008 crisis.

Most of the comparative literature indicateas a specific featurghat despite the survival of the

principles of more comprehensive social protectiantil the H 11y  ONX & AcénEnunistk S @ LJ2
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low share of GDP spent on social protection. As limitations to amphetter policy solutionsthe

relatively high level bthe shadow economy is often cited in the literatwaelimiting public resources

for benefits and services while counieg also the scopeto reduce poverty by activation policy

means. The project findings indicate that the implementation of social welfaeforms often

revealed alack administrative and organisational skills of public pati@kers whowere unable to

set up and support cooperative institutions of independent actos NGOs for exampleto deliver

services in frame of the planned refos.

Social policy mixes in different fields of social protection (in family policies, rehabilitation policies,
labour market inclusion and activation, childcare, etc.) are composed of transfers to combat the
immediate effects poverty and of complex serngdbat help people not only to solve their individual
problems, but to become integrated members of more cohesive and developing societiés. As
transfers (benefits, allowances, assistandbe CEECare getting less generous partly due to fiscal
pressues,andpartly with the intentionof stimulating more employment participation. Howevghe

still weak capacities of the different social services and their unequal accessibility and qaiality
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employment services to childcare, from rehabilitatiomnsees to education and training make
complex policy mixes incomplete and inefficienthe CEEE

6. Regional transformations and spatial patterns

6.1 Convergencalivergence interplay Metropolisation

Along with a process of convergence of BEECwith the EU15 Member $ates,a weak regional
convergence in GDP per capita could be observed across the macroreg2008 it was reversed
due to diversified trajectories that shaped the reactions of particUlEECH the financial crisis.
However, egional convergence came back after the crisis was overcomlffig.

Figure2l. Coefficients of variation (in percent), NUTS3 of all CEECs countries;20896
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The overall regional convergence across @EECshould not, however, mislead. When we look
inside particular countries wnd that - as in the case of the regions of the Eldre generally the
generalregional convegence was driven by countgonvergence which appeared to be a stronger
process tha within-country regional divergence. This process biternal regionaldivergencehas
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been to a great extentspurred by metropolisation: the highest developed regions grew the fastest,
thus increasing intraational regional differentiation. e disparities between noeoapital regions of
particular countries were narrowing, wdhi could suggesthe existence ofclub convergence, a
process whereby the income levels with similar structural characteristics tend to become equalised
(see fig22).

Most countries demonstrated some tendency for regional polarisation of developipetesses,
although the situation in that regard in the smaller countries was rather stable. In addition to the
capital city regions, the regions of other large cities represented a robustly developing group of
regions, a feature that was particularly Wils in the countries with polycentric settlement structures
such as Poland and Romania, which can point to the considerable role of metropolisation processes
in regional developmentfig. 2. There were also some problatic areas,characterisedby low
ratesof growth or even economic stagnation in some cases. As a rule, these were rural regions, most
of them located near the outer, eastern external border of the macroregion as well as internal
borders which were difficult to penetrate owing to the exigt physicalbarriers (e.g. the areas at the
RomaniarBulgarian border along the DanubeThis is manifested by the typology comprising the
level of development (regional GDP per capita in 2000) and growth of regional GDP in the period
20002008 of theCEECgegions (NUTS3) is presented fig.23.

Figure23. Dynamics of GDP per capita in the capital city regions (NUTS3)
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Figure24. Ratio of GDP per capita between metropolis (MA) andatger regional hinterland
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As a result, the difference in the level of development (measured by GDP/capita) between the
metropolitan region (NUTS3) and its immediate hinterland is growing in most CEECs, especially fast in
those relatiely less developed (Bulgaria and Romania), and the slowest in the highest developed
Slovenia (fig24). However, in some cases the growth of inequalities was halted (and even decreased
in the Warsaw macroregion in recent years) which indicates that théadpscale of the diffusion
processes has increased. The process of increasing disparities slowed down after 2004 in all
macroregions which can, among other factors, be explained by direct and indirect effects of the EU
membership.

The typology comprisinthe level of development (regional GDP per capita in 2000) and growth of
regional GDP in the period 20@008 of theCEECegions (NUTS3) is presentaufig. 25.

Figure25. Types ofregions in terms of level of development an@dDP Dynamics, 20e@008.

Source: EUROSTAT
6.2 The crisis and regional development

The capital city regions were the least severely affected, whereas other types of regions were
characterised by patchgconomic decline and recoverfs an ESPON study condutfer the whole

European spacat the level of NUTS2 revealsntil 2011 in CEE only Polish regions have displayed

either resilience to the crisis or recovery after some decline (or rather slowdown of growth), while all

other CEE regions, in spite of antunm in economic performance, have not fully recovered from the

recession dlthough some Czech regions are in a better situation). It can be assumed that in the
countries that noted fast growth after 2011 the regional sifoat should be currently better,

although several regions lower income classewsill not be able to get out of & LJ2 @S NI & G NI LJE
which they have been stuck for decades, if not centuries.

Fig.26 presentsresilience in the face ahe crisisfor all European regions. We can clearly et
the general picture is a joint product of botational and regioral resilience to the crisis, and the
national patterns seems to lthe more influential othese two dimensions.
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