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As the developed Western economies still try to recover fully from the Great Recession, Eastern Europe, a part of the world often neglected by investors and business leaders, has been showing impressive growth and maturity, both economically and politically. Stock markets in Bulgaria and Romania, for example, have appreciated significantly over the past year, and improving infrastructure coupled with still relatively cheap labor provide an attractive environment for investments in the manufacturing and service sectors.

However, recent political unrest in some countries of the region threatens to stymie economic progress and has reminded investors of the inherent risk that such high-return opportunities tend to carry, along with other factors that should be seriously considered.

Russia's brazen annexation of Crimea and the failed attempt of the West to stop it is adding yet another facet of the complex picture that is Eastern Europe.

This report provides an overview of the opportunities, challenges and risks that selected former Eastern European countries present in both a regional and global context.

DEFINING EASTERN EUROPE
Almost a quarter century after the fall of the Iron Curtain, in an era of increasing globalization, it can be difficult to determine which countries still belong to the “Eastern Europe” that was once defined by the grapple-hold of the Soviet Union. Democratization, westernization and the adoption of (mostly) free-market economies have transformed much of the region and greatly lessened the psychological legacy of Soviet domination.

For the purposes of this report, we have limited our review to countries that have been accepted into the European Union and have made impressive economic development gains—Poland, the Czech Republic, Slovakia, Hungary, Romania and Bulgaria.

UNDERSTANDING THE PLAYING FIELD
Even when bound by the ideology and strong embrace of the Soviet Union, Eastern Europe’s countries differed widely, both economically and culturally. Additionally, the USSR’s varying levels of economic commitment to each country, mostly born out of different strategic priorities, led to uneven infrastructure investments and industrial development. Even today, this developmental disparity is still evident.

Another important factor is the historical and cultural perspective that each country and its people possess. An investor would be well advised to seek a trusted—and possibly local—adviser with a keen understanding of each country's culture and history. Failure to grasp local customs can be a pitfall when investing in any part of the world, but one would be hard pressed to find a place where such knowledge is more important than Eastern Europe. 

ECONOMIC OVERVIEW
After the fall of communism in the late 1980s, the economies of Eastern Europe were occupied with restructuring to function in an open market society. Years of working in utopian systems supported by the Soviet Union had left local state-owned businesses, for the most part, with organizational structures incapable of functioning in a market economy. The sudden change inevitably created difficult and painful transitions.

Today, each of the Eastern European countries covered here has traveled its own unique path to economic freedom and empowerment, but all impress with their progress. Consider this:  Between 2006 and 2012, EU's GDP grew by 5.6 percent, with its most economically powerful member, Germany, posting an 11.1 percent growth for the same period.  Meanwhile Slovakia's GDP expanded by 32 percent, Poland grew by 34 percent, Bulgaria—17 percent, followed by Romania—just below 17 percent and the Czech Republic—15 percent. 

On the political side, the initial scrambles for power in these countries were dominated by newly elevated activists supported by democracy-hungry populations, along with some freshly repainted old-regime politicians. After the early victories by the new but inexperienced leaders, however, the former communist figures, well groomed for political survival through the decades, have emerged as major players in many of these countries.

Despite their relative stability and impressive growth, the global economic crisis continues to ripple through these countries, and their ongoing struggle to adapt to new ways of doing business still bears watching, as does the potential for renewed political turmoil.

COUNTRY HIGHLIGHTS

Poland

Poland has undergone a remarkable transformation since the fall of the Iron Curtain. Employing some of the toughest economic measures right from the start in what was known as “shock therapy,” the country underwent a painful but relatively quick transition to an open market economy. A couple of decades later, Poland was the only one of the countries covered here, and even elsewhere in Europe, whose GDP grew during the worst times of the Great Recession in 2009—1.6 percent. 

However, after posting an even better GDP increase in 2010 (3.9 percent) and 2011 (4.5 percent), Poland's economy has put on the brakes. GDP grew only by 1.9 percent in 2012 and projections are for only about 1 percent growth in 2013. 

Although a member of the European Union, Poland is still using its own currency—the zloty—and has been reluctant to join the Eurozone.  In one way this has been beneficial, keeping costs lower than in its Western European neighbors, but hindering the ease of commerce in the zone. Unemployment is high, hovering just above 10 percent.

Poland has a strong relationship with the U.S. owing to decades of steady immigration and the continuation of family ties.  

In December, The Warsaw Stock Exchange WIG Total Return Index was ahead by more than 9 percent for the past year and by more than 8 percent since the beginning of 2013. However, the WIG20 index, which tracks the 20 largest companies on the WSE, has recently seen a lackluster performance and was down just over one percent for the year and just a fraction of a percent into positive territory for the past 12 months.

Poland's market liquidity is one of the highest among Eastern Europe countries, which makes it more attractive for investors with a lower appetite for risk.

Their main export partner is Germany, accounting for as much as a quarter of total exports; thus, monitoring the health of the German economy when investing in Poland is warranted.

Politically, Poland is one of the more stable countries in the region. Prime Minister Donald Tusk has been in office since 2007, and after his center-right Civic Platform party won a majority in 2011 he became the first PM to be reelected since the Iron Curtain fell in 1989.

Czech Republic

The Czech Republic has emerged as an economically stable country, but its growth has been largely stagnant in the past few years. 

Some recent financial decisions have raised eyebrows. After the VAT tax was raised in 2012, it was reported that small business sales declined by as much as 21 percent.  Another potential danger sign is that exports, which are vital for the economy, have been declining. The country exports food and farm products, as well as highly engineered manufactured goods.

Nonetheless, the Czech Republic emerged from a recession in the second quarter of 2013, and the IMF expects GDP growth between 1.4 percent and 2.5 percent.

The Czech Republic still uses its own currency—the koruna—and does not have a set date for entry into the Eurozone. Unemployment is one of the lowest in Europe and the lowest among the countries in this report at just below 7 percent.

A point for concern is recent political instability. Scandals and political turmoil forced PM Petr Necas to resign in June, and the newly appointed caretaker government of Jiri Rusnok quickly failed to gain a vote of confidence. The early elections in October did not produce a clear winner, requiring the Social Democrats, who won most of the vote (but only just over 20 percent) to work to form a difficult coalition. By mid December it was reported that a coalition agreement has been reached and a new government would soon be announced. A new coalition government, led by Bohuslav Sobotka from the Czech Social Democratic Party, came into office on January 29, 2014. Such major shift of power and the forging of new alliances, however, could have a rocky beginning and should be watched carefully for further developments to see if Czech political life is back on stable ground.

The Czech Republic has recently been an attractive country for immigration. Its net migration rate—number of immigrants minus the number of emigrants—for the period of 2005-2010 was 6 per thousand annually. The U.S., for example, was at 3 per thousand, while Canada was at 8 per thousand annually for the same period, according to the United Nations.  

Slovakia

After amicably separating from the Czech Republic in 1993, Slovakia has charted its own course of reforms. Its main trading partner is Germany and the health of its economy depends largely on that trade. 

Slovakia's currency is the Euro—it joined the Eurozone in 2009. It was fifth among countries in the EU in terms of its GDP increase in 2012 (2 percent). But the public debt was 54.9 percent of GDP as of Q1/2013, and the annual inflation rate in 2012 was among the highest in Europe—3.7 percent. Unemployment remains high at just above 14 percent (fifth highest in Europe).

The IMF expects Slovakia to post a GDP increase of less than 1 percent in 2013 but projects 2.3 percent to 3.5 percent annually through 2018.

Slovakia is no stranger to foreign investments. Among the most notable names there are U.S. Steel, Volkswagen, Kia Motors, Samsung Electronics and Whirlpool Corporation.

Politically, Slovakia is relatively stable, but it still posts high levels of inefficient government and corruption. Restrictive labor regulations, policy instability and high tax rates are other problematic factors for doing business in Slovakia.

Slovakia is the world's largest auto producer per capita, exporting most of the cars it builds. In 2012, this nation of about 5.5 million people produced 900,000 cars, which amounts to 166 for every 1,000 people. Meanwhile, the U.S. made 33 cars per 1,000, Japan 78 and China 14.

Bulgaria

Despite being the poorest member of the European Union in terms of GDP per capita ($12,100 in 2012, according to Eurostat), Bulgaria’s current debt-to-GDP ratio is one of the lowest—18 percent in the first quarter of 2013, bested only by Estonia with 10 percent. Unemployment is a bit below 13 percent (seventh highest in Europe).

Bulgaria uses its own currency—the leva—while working toward membership in the Eurozone in the next two or three years. Currently, the leva is pegged to the Euro at an almost 2:1 ratio.

Bulgaria has a flat income and corporate tax rate of just 10 percent, but its Value Added Tax on most goods and services is 20 percent.

Bulgaria's stock exchange has posted impressive growth in the past year. SOFIX, one of the main market indexes in the country, in December was up more than 50 percent for the past 12 months. However, this comes after a tremendous slump during the global recession, which saw upwards of 80 percent loss of capital in the course of a few months. However, since the beginning of 2014 it has shot up more than 120 points to peak over 600.

However, it is important to note that the Bulgarian Stock Exchange has one of the lowest liquidity levels of all countries in the region. The free floating amount of stocks of most major listed companies is in the low teens and single digits, tremendously raising the risk for both the individual and institutional investors. There are two major obstacles that prevents stock liquidity from rising to a level where risk would be substantially diminished—the size of the market and the local financial culture. With only about 7 million consumers and $51 billion GDP in 2012, the Bulgarian market is one of the smallest in the region. In comparison, Romania, also with a fairly low market liquidity, boasts a 20 million population and a GDP of $278 billion in 2012. Extremely low liquidity and limited supply of stocks makes investing on the Bulgarian Stock Exchange a very risky proposition.

On the flip side, Bulgaria could be attractive for land investors as migration from the poorer rural regions of the country leaves relatively cheap land available for purchase or rent.

The country is one of the world's largest exporters of rose and lavender oil, which are widely used in perfumes, deodorants and other olfactory products. An industry to watch in Bulgaria is light manufacturing, especially companies dealing with hydraulic systems and car parts.

Another positive note for the country: Bulgaria has climbed from 62nd to 57th place on the 2013-14 Global Competitiveness Index. However, corruption remains one of the biggest problems for doing business in the country. Access to financing, inefficient government bureaucracies, policy instability and government instability are also serious concerns.

Bulgaria's current political instability arose after Prime Minister Boiko Borissov resigned as crowds gathered in the streets to protest electricity bill hikes of up to 300 percent. The hikes were reported to have been the result of poor financial transactions and bad decisions by utility companies, which in turn were believed to have been caused by corruption. The subsequent special elections resulted in a coalition government of doubtful longevity. It is led by the Socialists (successors of the old Communist Party).

Bulgaria's high cost of living, along with changing demographics, will continue to play an important factor in the country's political instability.

Tourism in Bulgaria has been receiving a lot of attention in Europe lately. Relatively low prices and the ease of access provided by new low-cost carriers make it an attractive holiday destination. During the summer, the Bulgarian seaside on the Black Sea is popular among young Europeans. During the winter attention switches to the resorts in the mountains of western Bulgaria, which offer world-class ski slopes and facilities.

Recently, however, Bulgaria's seaside has become popular among college students and young professionals who take advantage of the low price of alcohol to throw excessive and immoderate parties. This presents a challenge for local tourism establishments, which are losing higher-paying family vacationers to Croatia and other European destinations.

Bulgaria's population is aging. It ranked sixth in the world among countries with the highest share of 60+ populations in 2011. 

Romania

Romania entered the European Union along with Bulgaria on January 1, 2007. The two countries are still the poorest in the EU, according to their GDP per capita numbers, with Romania holding a slight edge.

The Romanian market, though, is much bigger than Bulgaria's with a population of over 20 million, compared to Bulgaria's just over 7 million.

In December, the Romanian stock market rose more than 27 percent for the year and more than 35 percent for the prior 12 months. In another positive sign, the IMF forecasts growth in GDP per capita of over 50 percent for the next five years. The country's unemployment is hovering at around 7 percent but is projected to decline. Romania is still using its own currency—the leu—but is expected to join the Eurozone in 2015.

In September, Romania had the first in a series of much-anticipated IPOs of state-owned companies, part of a privatization initiative mandated by agreements with the IMF. However, a few privatization deals recently failed. The IPO for Adeplast, a construction materials producer, failed when it did not meet the required minimum of subscriptions. Meanwhile, a single-buyer deal for 51 percent of rail freight carrier CFR Marfa did not go as planned, reportedly because of creditors' disapproval of proposed shareholder structure changes. Romania's railroad system is one of the largest in Europe. Another major IPO was that of Romgaz, Romania's biggest natural gas producer, and was completed in November.
More state-owned companies' IPOs are expected in the following months.

Romania has among the highest home ownership rates in the world. Data from 2011 indicates that 96 percent of the homes in Romania are “owner occupied, no outstanding mortgage or housing loan”, i.e. free and clear. For comparison, Germany's rate was 25.3 percent; the U.K. 26 percent, and the U.S. 34.1 percent. 
Hungary

The Hungarian economy was among the hardest hit by the global recession, but with the help of a financial package from the IMF and EU it recovered and in 2010 posted positive GDP growth. After a brief recession in 2012, Hungary is again slowly recovering, with a slight increase in GDP so far this year. Hungary is still burdened by a large government debt to GDP ratio of over 82 percent, as of Q1 2013.

The next parliamentary elections in Hungary are on April 6, 2014.

For the past couple of years, Hungary and the European Commission have been engaged in a legal and political battle over the independence of the country's central bank and other disagreements.

The capital, Budapest, has the second-largest office space market in Central Europe with 33.4 million square feet (3.1 million square meters), but with the highest vacancy rate—19.9 percent.
FINAL OBSERVATIONS

Eastern Europe is poised for further growth, but some major obstacles remain on the road to prosperity. Chief among them are social and economic tensions between ethnic groups, which can create problems ranging from labor markets conflicts to security risks for local businesses. Such dynamics are a special concern during periods of economic distress, high unemployment and political unrest—known causes of nationalistic, anti-outsider fervor.

The role of Russia is another concern. After the Soviet Union’s fall, Eastern Europe began shifting its allegiances to the West. With Russia struggling through its own economic problems at the time, it seemed likely the realignment would endure. Today, trade with the West is up and all the countries covered here are members of NATO and the European Union.

But Russia should not be underestimated. It still plays an important role in the economies of Eastern European. And Vladimir Putin has been frank about his ambition to create a Eurasian economic union, composed mainly of former Soviet states, as a counterweight to the EU. The long-term possibility of new realignments, this time toward the East, cannot be dismissed.

A case in point, most recently, the developments in Crimea has shown us that despite years of change and march towards global integration, the Russian imperialist ambitions, led by President Putin's own agenda, should not be forgotten. Putin's rule, reminiscent of the iron hands that governed Russia during the Soviet era, coupled with those weakened by the Great Recession West, is a recipe for a meal that's only served very cold.

Russia's annexation of Crimea, and even more importantly, the inability of the West to do much to prevent it, shows the complex political and economic relations in the region and the power that this country still holds. The brazen move by Putin is a source of much anxiety in Eastern Europe, particularly by neighbors of the big superpower, Poland being one of them.  All of the countries covered in this report are NATO members, which eases a bit worries of invasion, but Russia remains a strong business partner to much of Europe and especially to countries from the former Eastern European bloc and economic sanctions against Russia would  surely be felt and have a lasting effect across the continent. Yet another reason for extra prudence and caution.
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