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MR BERGLOF:  Thank you and welcome.  This is our Regional Economic Prospects 

report for September.  As you know, the region’s general economic atmosphere is 

very much coloured by what is going on between Ukraine and Russia.  We now see 

that this conflict has intensified since our last forecast.  There have been new Western 

sanctions in both the oil and the banking sectors, there have been Russian counter-

sanctions and there is a possibility perhaps of additional counter-sanctions.  Needless 

to say, this has negative regional spill-overs.  Remittances, which are very important, 

particularly in eastern Europe and the Caucasus and in Central Asia, have started to 

decline and I will show you some numbers for this.  The food import ban will have 

some impact on central Europe and the Baltics.  I will also show you some numbers 

on this. 

 

The eurozone recovery is fragile but it is helping CEB exports, and that is of course 

very welcome.  I would say the general atmosphere around this is very uncertain and 

the forecasting, particularly of course for Ukraine, is also very uncertain.  I will come 

back to this as well. 

 

Finally, in addition to this uncertainty, which of course affects investments in the 

region, there is now a clear shift in the attitude towards defence spending in our 

countries and also more widely in Europe, which is something that will in the long 

term have implications for fiscal balances in the region. 

 

Let us start with Ukraine.  Here is a picture of industrial production year on year, 

month by month.  What this clearly shows is a contraction in the Ukrainian economy.  

This is very much driven by what is going on in the Donbass region but there has also 

been contraction in the rest of the economy.  Similarly with retail sales.  Here you see 

the overwhelming role of the Donbass region in influencing the negative 

development. 

 

The exchange rate has depreciated very significantly since the middle of the summer.  

Also, CDS spreads have gone up significantly, so there is quite a lot of attention 

around the country’s economy. 
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If you take Russia, we see new outflows of about US$ 75 billion in the first half of 

this year.  There is a lot to be said for the various flows back and forth because there 

is also an element of taking back buffers that Russian companies had outside Russia.  

These are net numbers.  Overall, this is adding to the weakness of the Russian 

economy.  As you know, for a long time now there has been a clear slowdown in 

growth in Russia.  This is related very strongly to the lack of investment and the 

pressures that is creating in a large number of sectors, particularly in manufacturing. 

 

Looking at the impact of sanctions on credit, on financing opportunities for Russian 

companies, this is comparing January-August 2013 to January-August 2014 and it 

shows first syndicated loans and then bonds, so a very significant reduction in both 

these forms of finance.  Looking at reserves, clearly Russia has plenty of reserves left 

but the ratio between short-term claims and the reserves has come down significantly.  

Of course, there is no immediate risk of Russian reserves running out but there is 

clearly a trend here. 

 

As I said, remittances from Russia to eastern Europe and the Caucasus and to Central 

Asia have contracted for the first time since 2009.  This is clearly something that is 

having an impact, and we know it is very significant for some countries, for example, 

Tajikistan, where they are close to 50 per cent of GDP.  These are very significant 

numbers for much of our region. 

 

Here is the food export share to Russia.  The import ban from Russia has had a very 

significant impact on Lithuania.  Some of this is re-export, so perhaps the impact on 

Lithuania is not as dramatic as this bar indicates but it is still quite significant.  We are 

talking about something like 2.6 per cent of GDP.  The other countries affected are 

Moldova and of course Ukraine.  For the rest of Central Europe and the Baltics the 

impact is not as dramatic, looking at the import ban alone. 

 

To summarise the economic effects of the sanctions, clearly this affects the growth 

outlook for Russia.  It has a direct impact, and also creates general uncertainty, 

increasing the need for precautionary savings.  There is also a long-term trend now 

that they will shift to other parts of the world, incurring significant additional 
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investment costs and perhaps also not getting access to the same level of technology 

as in the past. 

 

We are also seeing higher inflation in Russia.  This is connected to the import ban.  

Imports here in the past have meant prices down in Russia.  Now the ban is having an 

impact on inflation.   

 

Looking at what is happening in capital markets and in the financing of industrial 

activity, clearly, the role of the State has been increasing significantly, and we know 

that the State is not very effective in providing finance to SMEs and private sector 

financing in general has been suffering.  As I said, we see trade and finance being 

redirected towards Asia, China, Hong Kong.  I would not exaggerate that at this point; 

it is more part of a long-term trend, and it will probably speed up for those countries 

that are already part of Eurasian economic union.  Of course, this works in two ways 

because some of the countries are now more concerned, having seen what has 

happened in Ukraine, and there is little appetite for the deeper cooperation that has 

been discussed in the past but there is probably still a reinforcement of trade within 

this Eurasian economic union. 

 

Here is a slide on the topic that I mentioned in my introduction, the peace dividend at 

risk.  Of course, here central and eastern Europe has benefited from low expenditure 

as a percentage of GDP and it has been decreasing over time.  Now, as you have seen, 

there have been clear statements from several central European countries that they 

will increase defence spending.  NATO has encouraged members to reach the 2 per 

cent level.  Poland has said they will do so by next year.  Ukraine will announce that it 

will double its defence spending over the period until 2020.  There is clearly a 

diminishing fiscal space due to this and of course this peace dividend has been very 

important for the fiscal consolidation we have seen in our countries. 

 

If we look more specifically at the sub-regions, here is CEB.  Clearly, we see that 

exports have continued to grow, helping industrial production.  It is slow but still 

recovering in the eurozone, which is helping central Europe and the Baltics.  We see 

some investment actually coming back.  Some of this is driven by public sector 

investment.  The diamonds here are investments from Q1 2013 and the bars are for 
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Q1 this year.  We see now that some countries are managing to increase their 

investment levels quite significantly; in almost all countries there is an increase 

compared to the same period last year. 

 

In south-east Europe the main issue is non-performing loans, which are very high and 

are having a negative impact on access to credit.  This is a combination of bad 

portfolios in the banks and bad corporate loans. 

 

In Turkey we see an improvement both in internal and external rebalancing, so even 

though growth is slower, the drivers are somehow healthier, which is broadly good 

news. 

 

Finally, a word on Egypt.  The recovery here is still very slow but there are some 

positive signs, with important reforms being implemented, both in terms of addressing 

the huge subsidies in the energy sector but also a broader commitment from the 

government to implement reforms.  That should be recognised. 

 

Finally, just to give you a sense of where we are in our forecasts, the dotted line here 

was the forecast for May this year, and you see we now have a slightly lower forecast 

but broadly speaking we are in the same ball park. 

 

That is all I want to say for now, and I am happy to take your questions. 

 

MR WILLIAMS:  Thank you very much, Erik.  I will introduce also Piroska Nagy, 

who is the main author of the report alongside Erik, and Jonathan Charles, the 

Director of Communications.   

 

NEIL BUCKLEY (Financial Times):  Thank you, Erik.  I wonder if you could just 

expand a little on what you said on the danger of the peace dividend being dissipated.  

How big and real is that threat?  If we look at central and eastern Europe, for example, 

it does not appear that the NATO members there have to increase their spending to 

2 per cent of GDP, the NATO target.  That would have a huge impact on them.  Are 

you talking mostly about Russia and Ukraine when you talk about that impact? 
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MR BERGLOF:  Obviously, it is very important in Ukraine and it is very important in 

Russia, but we argue that it is also quite important in central Europe and, I would 

argue, in the rest of Europe.  If you listen to the conversations around defence 

spending in Sweden or even in this country, this peace dividend, this extra space that 

was created by the gradual decrease in defence spending relative to GDP in those 

countries, it has been quite significant, and certainly in our region it greatly helped in 

the fiscal consolidation that countries were quite successful in achieving.  I actually 

think this could be a major sacrifice for these countries to make, and it seems from the 

announcements that I mentioned earlier, particularly the Polish and Ukrainian 

announcements, that this is viewed as an overriding priority at the moment. 

 

PAUL HANNON (Wall Street Journal):  I am just wondering about some recent 

survey data out on Russia and some hard data as well on industry.  The PMIs I think 

for the last two months have shown a return to growth, a pick-up.  I think the hard 

data is roughly in line with that.  How do you interpret this?  Is there a possibility that 

the sanctions enforced so far, but more the prospect of future sanctions, has led 

Russian-based customers to look more to their own industry for a long-term supply 

relationship and in the short term you might see some sort of boost to that sector?  

Would that be possible? 

 

MR BERGLOF:  I guess everything is possible but that is not what we are 

forecasting.  We know that before this started there was already very strong pressure 

in a number of industries because of the lack of investment.  Even if there were to be 

– which I think there will be – some shift, and we certainly will see this in the food 

industry, but probably this is a more general phenomenon that we will see, it will 

come at the price of higher inflation.  Given the low level of investment, we will not 

see any major impact in terms of growth.  That is my suggestion. 

 

MS NAGY:  Just to add to that that over the medium term, if things remain as they 

are now, precautionary savings, as Erik mentioned, may come into play.  Of course, 

the bulk of domestic demand is consumption, and if that is being affected through the 

confidence deteriorating effect and translated into more precautionary savings, which 

one would expect if the situation remains or even escalates, that would also go in the 

direction of domestic demand and slower growth. 



 6 

 

MR BERGLOF:  There is quite a lot of evidence of Russian firms drawing down their 

international buffers and shifting that to Russia.  That has an impact on capital flows 

but it is also increasing the vulnerability of these companies. 

 

MARC JONES (Reuters):  Good afternoon.  I would just like your view on what Paul 

was saying, that actually you see no change in your forecast in Russia from last time, 

just in Ukraine and those other ones that are close to Russia, Estonia, and Latvia.  

Would you say this is not hurting Russia, it is only hurting the others? 

 

MR BERGLOF:  First of all, I think the sanctions have had quite a significant impact.  

I showed the numbers, for example, on funding: the syndicated loan markets and the 

bond markets have suffered from this.  We see it a lot in our activities too, that there 

has been a clear tightening in terms of access to credit.   

 

I think most of this is more long-term.  You do not see it immediately but, given the 

investment need in the Russian manufacturing sector in particular, that will have an 

impact on their ability to grow in the medium term and certainly in the long term.  As 

I said, if you look at the larger, more long-term reorientation of trade which I think is 

going on, that will come at a cost.  There will be far more trade diversification.  It will 

not be first best technology, first best trading partners, and it will come at a very 

significant cost for the Russian economy.  Also, some of this will require huge 

investments in infrastructure, which will also come at the expense of growth in the 

economy. 

 

MARC JONES:  A quick follow-up.  You talk about the Russian reserves, you say 

they have a lot of reserves.  Going on your calculations, how long can their reserves 

last? 

 

MR BERGLOF:  For quite some time, of course, but that is not really our concern.  

We are saying it is a trend, and obviously they have to absorb the costs of the 

annexation of Crimea, and it is likely they will also have to accept some costs for 

what happened in Donbass.  We will see how this plays out but if you add all these 
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things up, clearly there is an impact, but I do not want to say Russia is running out of 

reserves. 

 

AGNES LOVASZ (Bloomberg):  I have a whole bunch of questions, if I may.  Have 

you got an assessment of the extent of damage in the eastern part of the country?  The 

IMF came up with minus 15-20 per cent in the eastern part.  That is how they came up 

with the 6.5 per cent overall estimate, which might be out of date.  What is the 

breakdown of your 9 per cent contraction? 

 

What are the ripple effects of what is going on in the east to the western part of the 

country?  How is it felt in Kiev or Lviv in terms of specific companies or what might 

be in store? 

 

Also, how key is a peace settlement to the economy? 

 

Finally, how do you see the pressures on external finances? 

 

MR BERGLOF:  On the first question on the relative costs of Donbass, I think here is 

where all the uncertainty has to be recognised.  We do not know, and this is actually 

one of the most important tasks now, to get an assessment – a little bit like what was 

done in Georgia – because of course there are claims in all kinds of directions on the 

extent of damage and what it will take to rebuild.  We show this number for industrial 

production and it suggests that the impact has been very significant.  We do not know 

how much of this can be quickly restarted, but certainly the impression I got, together 

with some of you, when I was in Kiev last week and over the weekend, is that this is 

going to be a lasting ban.  It will not be so easy to restart production; many facilities 

have been damaged.   

 

Turning to your second question on the impact on the rest of Ukraine, the number of 

displaced persons has gone up dramatically.  We are talking now about something like 

2 million.  The pure relocation costs, the costs of finding work and housing for them 

and so on, are very significant costs for the economy.  So yes, there is a large 

reconstruction.  I do not think we have a very clear number on that and it is something 

that is urgently needed.  When you are in Kiev it is surprising how little you see of the 
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immediate impact but when you think about what is going on in terms of mass 

mobilisation of the army, that is also quite disruptive for the economy.  So behind our 

minus 9 per cent for this year is quite a significant deterioration in the second half of 

the year, particularly in Q4, reflecting both the immediate decline in production in 

Donbass but also the broader impact on the economy. 

 

MS NAGY:  Obviously, the contraction in the economy is a given, a factual, that you 

referred to for the IMF.  It is more the impact that comes out and, as Erik said, the 

ripple effect, the spill-overs from there, including the mobilisation, which obviously 

affects the whole economy.  We may have a different view from other forecasters, 

maybe more up-to-date. 

 

MR BERGLOF:  You also had a question on external financing, the question of 

whether Ukraine will need additional finance.  I think there is no doubt that Ukraine 

will need additional finance.  I think there is preparation going on for that and the 

IMF has since the Spring been saying, given what was going on in the eastern part of 

the country, such additional funds will be necessary.  I do not think I can give you an 

order of magnitude but significant additional funding will be needed on top of the 

current 5 per cent. 

 

NEIL BUCKLEY:  Can I ask you about non-performing loans?  You raised non-

performing loans as a continuing issue in your presentation.  We have seen some 

rating agencies and investment bank research departments recently warn that they 

expect banks in the region and Western European banks in the region to have to 

recognise more losses on loans as a result of the ECB comprehensive review.  Is that 

something that you would also expect to see?  What is your view of the overall health 

of the banking system and of Western European banks operating in these countries at 

the moment? 

 

MR BERGLOF:  This is something that we were quite concerned about and that we 

had flagged already a year ago, when the decision came about this asset quality 

review.  We have over this period been in very close contact with institutions 

conducting these reviews and tried to get an understanding of what the implications 

would be for our countries.  My sense is that yes, there is one big problem, which is 
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being addressed.  It is the difference in reporting of non-performing loans, and here 

EBA is trying to impose a common standard.  My sense is that that standard will show 

more non-performing loans than we are seeing today but not in an alarming way.  My 

sense is that it is roughly the picture we have – Piroska has also been very much 

involved in this discussions so can add to this but, as I said, what we are worried 

about is not so much that this will jeopardise the stability of the banking system; it is 

more that it is a drag on management in the banks, forcing them to focus all their 

energy on cleaning up their balance sheets instead of providing new credit.  So yes, 

there will be some additional non-performing loans.  I do not think this is jeopardising 

the stability either of the subsidiaries or the parents but the main issue is not that; the 

main issue is that it is preventing new credit from going to the real sector. 

 

MS NAGY:  Just really a complementary thought that clearly the ECB asset quality 

review is a wake-up call in this area.  This has been, as Erik said, a major problem for 

the last two or three years.  These NPLs do not go away from bank balance sheets and 

they do not go away from corporate balance sheets.  So not only the banks but the 

corporates are unable also to have fresh capital.  This is a paralysing situation both in 

the real sector and the banking sector.  It is a very welcome wake-up call and if strong 

enough and credible, and we will see the results soon, I hope, all the actors which 

need to should spring into action, meaning the banks but also the regulators, the host 

regulators in our region, to put in additional incentives and get the balance sheets 

cleaned up.   

 

It requires a lot of things beyond banking sector regulation, all these legal regulatory 

issues, and maybe I can do a little bit of advertising: we are organising a major 

workshop in Vienna hosted by Raiffeisen this coming Tuesday.  It is under the 

auspices of the Vienna Initiative but expanded, being not only the parent banks and 

regulators, IFIs, EU authorities, which is the usual Vienna crowd, if you like, but also  

the potential buyers side of NPLs from outside the Vienna Club.  This shows, I think, 

the recognition on all sides that this is the time to act. 

 

MR BERGLOF:  What has been particularly impressive to us has been the private 

sector initiative.  The banks themselves have wanted to get a common frame and 

clearer reporting requirements, and also to establish better links to potential buyers of 



 10 

these assets.  There is movement here but it is going to take some time to deal with 

the stock, and we are also worried about the flow.  We still have an uphill road in 

front of us. 

 

PAUL HANNON:  Sorry, this is asking you to go beyond where you obviously feel 

comfortable going.  I am just wondering.  Let us say the situation gets no worse in 

terms of the degree to which sanctions have been applied and all that sort of thing.  

Beyond 2015, do you see continued contractions in Ukraine and possibly Russia?  

Without any reversal of what has happened so far, when is the next time you could 

possibly see some significant growth in either country? 

 

MR BERGLOF:  We are certainly expecting, and I guess hoping, for a turn in 

Ukraine, in the sense that this large fall will hopefully not continue, and there is a 

great hope that if the situation, as you say, stays more or less the way it is now, and 

that is our assumption, the fall will decrease.  They will still have negative growth 

next year but beyond that it should be possible to get to positive growth.  This is the 

experience from previous similar situations, that you get a big fall initially and then 

the contraction slows down, and when, as we hope, the reforms start setting in, my 

impression from Kiev over the last week is that there is actually now serious 

movement.  It is not something that is at the implementation stage yet but there is a 

much more organised approach and a clear initiative from parts of the government to 

create a more organised framework around the reform process and to put in place 

tools both for identifying the needs but also for measuring and monitoring 

implementation.  I think that is a sign of light at the end of the tunnel but it will be a 

very difficult second half of this year before that. 

 

MARC JONES:  You talk about that asset quality review.  Do you have a rough ball 

park figure in your heads that you think it is going to be in terms of capital shortfall?  

A second question, if I can: there is a little box in this report about ECB QE and that 

you think it would be helpful for the region.  A little bit more on that, please, if you 

can. 

 

MR BERGLOF:  I do not have – maybe Piroska has – a rough ball park figure.  As 

you know, these results from the QRs have not yet been shared beyond a very small 
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circle and that process is starting now, so we do not have privileged access and if we 

did, I could not tell you, I guess, but, as I said, I do not think our main concern here is 

that there will be huge capital needs – there definitely will be capital needs but not of 

a magnitude that cannot be handled.  The problem I think is more in the 

implementation of this and the speed at which we can start addressing the situation of 

the non-performing loans. 

 

Having said that, before this is announced, we need to have a clear idea of where such 

additional capital will come from.  To me, it is important to make sure before these 

numbers are announced or start leaking out that we have good answers to where the 

capital will come from. 

 

MS NAGY:  Just two complementary thoughts.  One is just to highlight that in the 

banking sectors of emerging Europe typically good quality capital, tier one, is quite 

high.  It is typically higher than elsewhere.  That is because the other instruments have 

not yet been developed but this has a positive effect on the other things that Erik has 

already described. 

 

The second point is that I would stress that there are capital shortfalls not only on 

bank balance sheets but also in the corporate sector.  That is really where the problem 

comes, because there is a lot of focus on the banks but not on how the corporates will 

handle the implications of any balance sheet clean-up.  This is where more policy 

attention will need to be placed, and this is something that we are doing.  We have 

had pretty good experience in Slovenia, for example, and we are increasingly 

involved there.  You cannot just address the bank balance sheet problem; you have to 

address simultaneously the corporate sector balance sheet. 

 

MARC JONES:  What about the QE box that you have in here?  Can you give an idea 

of how important that is, even if they do not do it?  Because I guess it is kind of fifty-

fifty at the moment whether they do it. 

 

MS NAGY:  If it is effective, it helps.  The history has been that ECB actions trickle 

down to the region.  That was definitely the case in the first phase of the global 
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financial crisis, and to the extent that parent bank financing is easier, particularly 

when you have the asset quality review results coming out, it is a positive factor.   

 

One does not want to, and we did not, I think, over-emphasize it, because at the same 

time we still do see deleveraging by these parent banks.  We have a figure for you 

from the latest deleveraging monitor that we publish under the Initiative.  The 

numbers are still high in some countries.  That is a counter factor.  This points to the 

fact that in the end ECB action itself is not going to change materially the overall 

economic situation or setting.  There has to be support also from the local authorities, 

from the regulators. 

 

MR BERGLOF:  A couple of comments.  Of course, when you listen to Draghi, the 

way he argues about monetary and fiscal policy and then about structural reforms, that 

message I think is also very much relevant for our countries, and it is interesting when 

you see what ECB actually does also in our region; it is much more present than it 

used to be.  It is now part of the Vienna framework in a very active role.  It was an 

observer; now it is clearly much more proactive and pays more attention to this.   

 

Interestingly, we had a discussion with the banks in Ukraine and the ECB came to that 

as well, which is another sign that it recognises that it is having such an impact.  

Looking at the message that he delivers to Europe, it is pretty much the same message 

that we would deliver to much of our region.  I think some monetary stimulus would 

help but structural reforms are absolutely necessary to complement that. 

 

AGNES LOVASZ:  I have another question about Ukraine.  How crucial is the peace 

settlement in terms of stopping the deterioration in the economy and what is your 

worst-case scenario if we do not get lasting peace? 

 

MR BERGLOF:  Peace is a very relative notion, I think.  There is some kind of peace 

settlement at the moment.  We know there are continued skirmishes and it is not a 

very calm area at the moment.  I am afraid this goes beyond my pay grade but I think 

the assumption behind this forecast is that it will continue at this level.  Is it peace or 

not?  I think it is peace, in a sense, compared to what was going on earlier this 

summer but it is a very volatile situation.   
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I do not see this issue being resolved overnight and it is going to be very difficult in 

this environment to get meaningful rebuilding of the damage caused.  It is very easy 

to shell a building; it is much harder to rebuild it.  It is much cheaper to destroy it than 

to rebuild it.  That is going to be part of the problem going forward, that if we have 

continued shelling, there is going to be additional destruction, and that will offset 

some of the gains of other parts being rebuilt.   

 

I do not see this peace somehow creating a very stable environment where investors 

would feel comfortable going into.  I can say that also from our own experience.  We 

have a number of clients working in this region, it is very uncertain, and they are very 

reluctant to commit additional funds.  Some of them have already made very 

significant commitments, and of course, all these investments are inter-related: if you 

have damage at one steel plant, all the auxiliary functions are also impacted.  I see this 

unfortunately as a very long-term issue to rebuild this part of Ukraine. 

 

I do not think I want to be drawn into the second part of your question.  There are of 

course very negative worst-case scenarios. 

 

MR WILLIAMS:  If there are no further questions, thank you very much for coming.   


