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Demographic decline does not necessarily
condemn CESEE EU countries to a low
growth future

Labor markets in many EU countries in Central, Eastern and Southeastern Europe (CESEE EU)
are increasingly tight, reflecting strong growth, emigration and demographic decline. This situation
will only get worse in the coming years, and represents an increasingly significant challenge to
economic growth.

Immigration from Ukraine is a partial short-term fix, but not a long-term solution. Significant
returns of workers to the region after Brexit seem to be unlikely. For political reasons, large-scale
immigration from outside Europe is impossible to imagine. As a result, there is a risk that — faced
by persistent labor shortages and higher wage demands — firms will move production away
from the region, and that the CESEE EU countries will be condemned to a low growth future.

However, this is not inevitable. First, there are big incentives for capital owners to keep
production in CESEE EU countries despite strong wage increases, including proximity to Western
markets and the quality of governance, institutions and infrastructure relative to other European
or nearby emerging economies. Second, recent rises in productivity, and moves toward auto-
mation, indicate a possible long-term solution to demographic challenges.
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Labor market tightness has been evident in CESEE EU countries for some time,
but has grown increasingly acute in certain countries and sectors in the last few
years. Firms are struggling to fill open positions, and with demographic trends
only likely to deteriorate from here, there are fears that the region is condemned
to a low or zero growth future.

This article addresses this topic in six parts. Section 1 will look at the increases
of labor market tightness in the region in the past decade and at the underlying
reasons. Section 2 will look at three factors that could help to relieve labor short-
ages in CESEE EU countries in the near term. Section 3 will examine whether
these solutions are likely to prove durable. Section 4 will address the problems
that labor shortages imply for medium and long-term growth. Section 5 will look
at more lasting solutions to demographic challenges. Section 6 concludes.

1 Labor markets have become tighter in CESEE EU countries

Reports of labor shortages in CESEE EU countries are not new, but labor markets
in most CESEE EU countries have become much tighter recently. One very visible
indicator of this is the vacancy rate compiled by Eurostat (chart 1). Seven of the
ten CESEE EU countries recorded increases between Q4 2008 and Q4 2017.
There are three reasons why labor markets in CESEE EU countries have tight-
ened. First, the strength of economic growth in the region, which is increasing
demand for labor. Aggregate real GDP growth for CESEE EU countries reached
4.7% in 2017 according to wiiw data, easily the highest level since 2007. This has
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had a clear impact on labor demand. Unemployment rates have fallen considerably
everywhere (chart 2).

The second factor causing a tightening of labor markets is outward migration.
Summing up the five years to 2016 (latest available data), six countries in the
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Note: The data for services exclude services of households as employers and extra-territorial organizations and bodies. Croatia is excluded as no data
were available for 2008.
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Chart 3
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CESEE area saw net outward migration
according to Eurostat: Romania,
Lithuania, Croatia, Latvia, Poland and
Bulgaria. Estonia and Slovenia recorded
negligible net inflows (chart 3). Only
Slovakia, Hungary and the Czech Republic
saw net inflows of more than 4,000
people. In 2016, net outward migration
from the ten CESEE EU countries
reached almost 97,000, the highest
figure since 2010.
latvia Poland Bulgaria Estonia Slovenia Slovakia Hungary Pg;zaict:ic Third, and linked to the second point,
is the decline in the share of the work-
ing-age population in CESEE EU coun-

tries. Between 2008 and 2017, the
dependency ratio (people aged under 15 and over 65 as a share of the population
aged 15-65, Eurostat data) rose by 11.8 percentage points in the Czech Republic,
8.7 percentage points in Latvia, 8.6 percentage points in Bulgaria, 7.8 percentage
points in Slovenia, and 7.5 percentage points in Estonia — which is likely to have
contributed to a reduction in available labor in the domestic economy.

2 Three possible solutions

There are three factors that could help relieve labor shortages in CESEE EU countries
in the near term.

First, immigration from other parts of Central, Eastern and Southeastern
Europe, and especially Ukraine. Ukrainian immigration into CESEE EU countries
has risen notably in the last few years. For 2017, the UN estimates that there were

over 200,000 Ukrainian migrants in
crat4  Poland, 130,000 in the Czech Republic,
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and 50,000 in Hungary. However, these
data likely significantly underestimate
the true figure. Unofficial estimates and
expert assessments indicate that the real
number of Ukrainians just in Poland
could be 1.5 million (Mara, 2018).

300,000 The second possible source of relief

for tighter labor markets in CESEE EU
250,000 ..

countries is the return of workers from
200,000 Western Europe, for example owing to
150,000 Brexit. There are some signs that people
B~ are leaving the U.K. as a result of

Brexit. In the year to September 2017
20000 l (which essentially covers the first full
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year after the Brexit vote), outward mi-
gration of CESEE-10 nationals’ from
the U.K. was 59,000 (in the year to

2 CESEE-10 = CESEE EU countries excluding Croatia.
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June 2016, essentially the year leading up the Brexit vote, the equivalent figure was
40,000).°

A third option for CESEE EU countries to address labor shortages is to attract
migrants from other parts of the world. Given the divergence in demographic
patterns between CESEE EU countries and regions such as Africa and the Middle
East, on one level this makes sense (Mara, 2016). High migration flows toward
Europe in recent years suggest that there is a large supply of willing workers.

3 None of these are lasting solutions

On their own, Ukrainian immigrants will not be decisive in addressing labor
shortages in CESEE EU countries in the medium and long term. Even at the
moment, it is not clear whether Ukrainian workers are able to fill the gaps in
sectors requiring higher skills in particular. According to Podkaminer (2018),
Polish demand for foreign workers, and specifically for Ukrainians, far outstrips
supply. Ukrainian demographics are probably even worse than those for CESEE
EU countries, reflecting even lower life expectancy. As a result, the pool of avail-
able Ukrainian labor will fall (and so a decline in Ukrainian immigration in CESEE
is likely over the long run). Between 2015 and 2030, the UN expects a decline in
the Ukrainian working age population of 14%, higher than all but four EU countries
in the region.

Brexit, or a more general return of migrants from the EU-15 to CESEE EU
countries is also unlikely to help significantly to alleviate labor shortages in CESEE
EU countries. Net immigration to the U.K. from the CESEE-10 in the year to
September 2017 was still clearly positive at 46,000 (albeit down from 104,000 in
the year to June 2016). Moreover, it may well be the case that workers who
otherwise might have gone to the U.K. will just go to other wealthier countries such
as Germany, where labor shortages are also visible. Despite growth in earnings, the
gap between the big Western European
labor markets and the labor markets of
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and 64% of Hungarians agreed that “all further migration from mainly Muslim
countries should be stopped.”4

4 Why is this such a problem for growth?

Vacancy rates for some countries point to substantial unmet labor demand, but it
is not clear whether on a net basis labor shortages are currently harming growth.
wiiw hypothesized in late 2016, for example, that at least in the short run labor
shortages were driving growth (Astrov, 2016), by helping (along with increases in
the minimum wage) to push up real earnings and by forcing firms to improve
productivity (see section 5 below).

However, it is undeniable that labor shortages, combined with negative long-
term demographic trends, represent a clear and significant risk to these countries’
medium and long-term growth prospects (Fotakis and Peschner, 2015). There are
two basic reasons why this is the case.

First, the labor contribution to growth will fall in the future, particularly as
the working age population (i.e. the active and the inactive population) is set to
decline faster than the population as a whole. The decline in the working age
population implies a decline in the active population (i.e. those employed or
unemployed but seeking work) (Stehrer, 2018). While this could be offset by a
higher participation rate, this is not a lasting solution. Assuming employment
growthat 0.5% annually from 2016 (a very cautious assumption in the recent context),
and using European Commission baseline demographic projections (according to
which the EU countries will reach a participation rate of 75% by 2020), labor
demand will exceed the active population by 2023 in CESEE EU countries.

Second, faced with a shortage of workers and higher wage demands from those
they can find, there is a clear risk that firms will move production away from the
region. This would be very negative for the region’s economies. Many CESEE EU
countries have benefited a lot from FDI into the tradeable sector. Building of
export capacity, moving up the value chain, and raising productivity has translated
into higher living standards. Judging from data for 2016 (or latest), countries in
the EU, and especially the Visegrad countries, have tended to both receive a larger
amount of FDI into the manufacturing sector (relative to GDP), and for merchandise
exports to then represent a higher share of GDP than in the rest of CESEE. As
chart 6 shows, unsurprisingly, the relationship between inward FDI stock in the
manufacturing sector and merchandise exports as a share of GDP holds across
most of the region.

Now, with labor shortages and rising wages, the Visegrad countries could be
vulnerable to foreign firms moving production further east. However, we are not
convinced about how significant this danger to CESEE EU countries is, for three
main reasons.

First, the quality of institutions in CESEE EU countries is markedly different
from institutional quality in other parts of CESEE. We looked at the four relevant
World Bank governance indicators for institutional quality: government effective-
ness, regulatory quality, rule of law and control of corruption. We averaged for
the following country groups: the Baltics, Visegrad plus Slovenia, the more recent
EU joiners (Bulgaria, Croatia, Romania), and the 10 non-EU CESEE countries

4 https://www.chathamhouse.org/expert/comment/what-do-europeans-think-about-muslim-immigration.
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Chart 6

Relationship between trade openness and inward FDI stock in manufacturing
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covered by wiiw. As can be seen in chart 7, there is a clear hierarchy for each indi-
cator: the Baltics perform best, followed by the Visegrad states and Slovenia. There
is then a large gap to the more recent EU joiners, and a further significant gap to

the non-EU CESEE countries.

A second advantage of the CESEE
EU members is that their infrastructure
is generally much better than in other
nearby emerging economies. This matters
a lot to foreign investors in manufactur-
ing, who need to move goods quickly
and reliably, and particularly in the age
of complex cross-border supply chains
and “just in time” manufacturing. Using
the World Bank’s Logistics Performance
Index (LPI), we ranked the countries in
CESEE. The LPIis measured on a range
of 1-5, and includes six categories: effi-
ciency of customs and border clearance,
quality of trade transport
infrastructure, ease of arranging com-
petitively priced shipments, compe-
tence and quality of logistics services,
ability to track and trace consignments,
and the frequency with which ship-
ments reach consignees within sched-
uled or expected delivery times. The
EU countries clearly perform better

and
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Note: Indicators range from approximately —2.5 (weak) to 2.5 (strong) governance performance; the data are
for 2016.
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than their non-EU counterparts in the region (with Turkey being an interesting
exception), among which the Visegrad countries, Slovenia and the Baltics gener-
ally performed best.

A third advantage is simply proximity to big Western markets. As a proxy for
this, we looked at distances in kilometers between the capital cities of countries in
CESEE and Berlin. Here the relationship is also fairly clear: countries closer to
Germany tend to have a higher share of inward FDI into manufacturing as a share
of GDP.

5 More lasting solutions to demographic challenges

It is an inescapable truth that demographic trends in the region are negative, and
that they represent a very significant challenge for economic growth over the
medium term (not to mention currently in some places). However, these demo-
graphic trends do not automatically condemn the region to a low/zero growth
future, and there are even reasons to expect per capita income convergence with
Western Europe over the medium and long term.

5.1 Higher productivity

The most important dynamic that can drive further per capita income convergence,
even in the context of the challenges described above, is higher productivity. With
the “productivity dividend” — the reallocation of human resources from agricul-
ture to higher productivity manufacturing services — largely exhausted in CESEE
EU countries, this will require a greater focus on knowledge-intensive, higher
value added economic activities, based on capital deepening, innovation, better
organization and management techniques, and more investment in education and
skills (Fotakis and Peschner, 2015). We have already seen notable increases in the
educational level of the workforce in CESEE EU countries in recent years (Holzner,
2017). However, in general these are areas where CESEE EU countries still have
considerable scope for improvements versus Western Europe. Moreover, the need
to pay higher wages — combined with significant reasons not to move production
away, as outlined above — can act as a powerful incentive for firms to invest in im-
proving productivity. This is something that is already happening in the region and
offers an interesting insight into how the situation could develop in the future.

Since 2010, productivity growth in CESEE EU has been fairly subdued.
Nevertheless, an improvement in productivity across the region has been evident.
One way to measure this is via the relationship between wages, unit labor costs
and inflation. Wages themselves have risen very quickly since 2010 (Astrov et al.,
2018). For an unweighted average of CESEE EU countries, the increase in 2010—
2017 was 38% (chart 8). Yet over the same period, unit labor costs rose by less
than 20%, just over half of the wage increase, indicating some improvements in
productivity. As a result, the GDP deflator rose by just 13% over the period —
barely a third of the rise in wages. In all countries except two, wages rose by at
least 10 percentage points more than unit labor costs between 2010 and 2017.

Moreover, there is little sign that this is harming external competitiveness (in
fact the opposite appears to be the case). In general, current accounts in the region
moved from deficit in 2010—2012 to surpluses in 2017. Along with increases in
productivity, we also observe improvements in non-price competitiveness, notably
improvements in quality of products (Astrov, 2016), as well as in some cases help
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Chart 8
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from weaker exchange rates. In fact, wiiw research shows that wages in manufac-
turing — the sector most exposed to international competition — have grown
considerably faster than for the economy as a whole since 2011 across CESEE EU
countries (Astrov, 2018).

5.2 The central role of automation

These improvements in productivity imply an important role for robotics and
automation in CESEE EU countries. There are reasons to think that this will
accelerate further in the region in the future. This is particularly the case given that
the sectors where CESEE EU countries have tended to specialize — manufacturing,
and specifically automotives — are set to move toward automation particularly
quickly (although this does of course not apply to all sectors in the region). A recent
OECD study found that along with agriculture, manufacturing was the industry
most exposed to automation (Nedelkoska and Quintini, 2018). According to
IFR World Robotics, across the global economy, industrial robots are used more
heavily in the automotive sector than in any other industry. This is a sector where
CESEE EU countries, and especially the Visegrad countries and Romania, specialize.

The CESEE EU region, along with Southern Europe, has a higher share of jobs
at “high risk” of automation than the OECD average (Nedelkoska and Quintini,
2018), but this risk may actually be an advantage in the context of demographic
decline and labor shortages. According to the OECD study, the median worker in
Slovakia has a 62% chance of being automated, with Lithuania being the runner-up
(57%) and the OECD aggregate totaling 48%.

Recent trends in robotics appear to confirm indications from the productivity
improvements noted above, in suggesting that automation is proceeding at quite a
rapid pace in CESEE EU countries. Shipments of multipurpose industrial robots to
Central and Eastern Europe rose by 28% in 2017 according to IFR World Robotics,’

> https://ifr.org/downloads/press/Executive_Summary_WR_2017_Industrial_Robots.pdf.
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compared with 9% for Europe as a whole and 5% for Germany.6 I[FR World Robotics
expects a compound annual growth rate of multipurpose industrial robot shipments of
21%in 20182020 for CESEE EU countries, compared with 11% for Europe as a whole.

6 Conclusions

The scale of demographic decline likely in CESEE EU countries in the coming
decades represents an enormous challenge to growth. Yet as this article has argued,
the idea that this automatically means an end to per capita income convergence
with Western Europe is without foundation. Higher productivity via automation
represents the most obvious and viable solution, and recent gains in this regard are
highly encouraging. Moreover, particularly for the Visegrad countries and Romania,
the region’s industrial structure actually makes automation more likely than is the
case for most economies. In order to ensure that capital owners make productivity-
enhancing investments rather than moving production out of the region, policy-
makers should do their utmost to provide high-quality infrastructure, governance
and institutions, to ensure that the CESEE EU countries retain their advantage in
this regard versus potential competitors.
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