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others involved in a bank’s business stand to lose from its bankruptcy.
On the other hand, there are strong arguments to not always let
unsound banks fail, nor to let depositors pay the price for their choice
of bank. The fact that banks are important to the economy as a whole
and that their failure may have severe repercussions for specific parts
of the economy, argues for the more or less explicit existence of a
lender of last resort. Likewise, the prevention of bank-runs, the
difficulty depositors may face in distinguishing the best banks and the
need to protect the public from bank failures, are all valid reasons for
establishing a deposit insurance scheme. Nevertheless, the existence
of a public safety net also creates moral hazard, as it incites actors to
behave less responsible than they would have done otherwise.

"Taking the above considerations into account, the members of the
European Union have agreed to certain rules for deposit insurance in
order to establish minimum prudential standards within the single
market. They include a minimum level of protection of 20.000 euro
per deposit and the principle that all branch depositors should be
protected by the state where the head office is located (home country
principle). As these agreements are part of the EU acquis
communautaire, the candidate countries that have not yet done so, will
have to harmonise their practices to meet EU standards before
accession. However, this regulation might not be optimal for the
accession countries. Demirgiic-Kunt and Detragiache (2000), and
also Hermes and Lensink (1997), argue that whereas the moral
hazard problem caused by explicit deposit insurance tends to be
detrimental to bank stability in general, this is even more so in
countries where the institutional environment is still relatively weak.
They also conclude that the adverse impact of deposit insurance on
bank stability tends to be stronger when the coverage offered to
depositors is more extensive. The fact that accession countries lag
behind the EU in terms of the development of the institutional
environment and income levels, means that compliance with the EU
regulation may actually raise moral hazard problems. A case in point
is the minimum protection level of 20.000 euro in the current EU
deposit insurance scheme, which is relatively high for the accession
countries given their much lower income levels as well as average size
of deposits. This stresses once more the importance of effective
prudential regulation and banking supervision, in order to minimise
moral hazard behaviour resulting from a relatively extensive deposit
insurance system.
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After the candidates have acceded to the EU, the lender of last
resort function will remain a national responsibility. Just like the
other member states these countries will (continue to) apply a
strategy of ‘constructive ambiguity’ to minimise moral hazard
problems. A related issue is the fact that many banks in the accession
countries have been acquired by financial institutions from current
EU member states. This may have complicated the execution of the
lender of last resort function as well as the practice of deposit
insurance (but possibly made it less necessary as well). Both the home
country principle for deposit insurance and similar EU regulations
that stipulate that full responsibility for prudential supervision
belongs to the ‘home country’, mean that important responsibilities
for the financial stability of the accession countries will have to be
borne by the authorities of other member states. Subsequently, to
safeguard financial stability, it is of the utmost importance that the
incentives of the home and host country supervisory authorities are
tully aligned, and that both parties keep each other sufficiently
informed. In order to achieve this, deepened bilateral and
multilateral cross-border cooperation between the relevant
authorities in different countries, as has been recommended by the
Economic and Financial Committee (2000 and 2001) is essential.??
Such cross-border cooperation becomes even more important as the
number of EU banks of whom the headquarters are located in other
member states increases during the accession process. Within the
EU, Memoranda of Understanding form the main basis of bilateral
cooperation. Whereas in the run-up to accession similar agreements
are also becoming more commonplace in the relations between the
financial authorities of accession countries and individual EU
member states, more progress in this field is needed to instil the
necessary incentives in all financial authorities involved in cross-
border issues.

2 Conclusions and Policy Implications

The structural changes and adjustments that the EU accession
candidates have made during recent years, party speeded up by the

22 See also Enria and Vesala (2001).
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accession requirements, have in many cases been impressive.
Notwithstanding this progress, the financial and regulatory
infrastructure in many accession countries still considerably lags
behind the prevailing levels within the present Union. The much
needed further development and deepening of the CEE banking
systems may therefore also pose some risks to the stability of these
systems as well as to the wider economy. These risks include for
instance an unfavourable operating environment for the banking
sector due to considerable macroeconomic volatility. Such volatility
can result from consistently large current account deficits coupled
with increasing short-term financing, such as portfolio investments
and short-term bank debt. In addition, (unexpected) exchange rate
changes may lead to substantial currency and credit risks in the
banking system. Related lending and government involvement,
especially when combined with a deficient regulatory and supervisory
environment, will make banks more vulnerable as well.

Countries on the road to E(M)U-accession can take some
important policy measures to limit the probability of the
materialisation of the above-mentioned risks. In general, sound
macroeconomic policies tailored to country-specific circumstances,
combined with a further strengthening of the supervisory and
institutional environment are key. More specifically, current account
deficits should be kept in limits within which sound, long-term
financing can be ensured to limit the vulnerability of the financial
sector to international contagion and sudden sizeable outflows of
foreign capital. In addition, the choice of the exchange rate regime
should explicitly take into account the risks for financial stability,
both in the run-up to EU and to EMU accession. The advantages of
preserving some exchange rate flexibility during the coming years
should not be underestimated, especially as many countries have
already completed the liberalisation of (short-term) capital flows. As
regards the institutional environment, the independence of the
central bank is crucial, as is the independence of the supervisory
authorities. Adequate cooperation of the central bank and banking
supervisors, and possibly combining both within one organisation, is
imperative as well, as in many accession countries financial
knowledge is still relatively scarce and should thus be used as
efficiently as possible. Consistent national and cross-border efforts
are needed to continuously improve supervision and to keep up with
the rapid developments in the financial sector. This should help
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safeguard the general soundness of banks by stimulating the
development of good risk management practices, for example in the
field of currency risk. Finally the legal environment needs further
strengthening, and enforcement should be tightened up.

The strengthening of the legal system and supervisory authorities
will prove all the more important and pressing as there is in some
areas an unequivocal tension between the requirements for EU
accession and the lagging behind of the financial infrastructure. More
precisely, the pursuit of banking stability in the short and medium
term might be rendered more difficult by a premature and rash
adoption of all EU requirements when striving for (too) speedy
E(M)U-accession. An example is the fact that the adoption of the
acquis communautaire implies that the accession countries have to
liberalise their capital accounts in a dynamic economic environment
where macroeconomic volatility and capital flow reversals cannot be
excluded. Other examples include the adoption of relatively extensive
deposit insurance schemes, which may encourage moral hazard, and
the early (though voluntary) giving up of exchange rate flexibility. In
the coming years all accession countries will face important decisions
relating to their upcoming accession to the EU and EMU, ranging
from the decision on when to fully liberalise the capital account, to
the decision on when to adopt the euro. It is important that the
possible implications of these decisions for banking sector stability
are always considered carefully.
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Postscript to Henk Brouwer,
Ralph de Haas and Bas Kiviet

Mark Teunissen

In December 2002, the European Council in Copenhagen
concluded that ten candidate countries would be able to accede to
the EU in 2004. In the history of the EU enlargement process, this is
undoubtedly a unique step. The decision has intensified the debate
on how quickly these countries should join the EMU after their
accession to the EU. To be able to join the EMU, countries must
comply with the (nominal) convergence criteria for inflation, public
finances, long-term interest rates and the exchange rate, as laid down
in the Treaty of Maastricht. The latter criterion stipulates that a
country should observe the normal fluctuation bands within the
European Exchange Rate Mechanism (the so-called ERM-II) for at
least two years without devaluing against the currency of any other
member state. In the ERM-II, the exchange rates of the currencies of
the accession countries are pegged to the euro, with a standard
fluctuation band of +/- 15 percent and with the possibility of
realignments of this central rate. This minimum period of two years
implies that the ten candidate countries would be able to join the
EMU at the end of 2006, or early 2007, at the earliest. With this
formal timeframe in mind, the authorities of most candidate
countries, supported by several academics, seem to be in favour of
entering the EMU as quickly as possible. On the other hand, the
eurosystem authorities have been especially reticent to the idea of
rapid EMU accession.
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The proponents of rapid EMU accession generally base their view on
three arguments. A first argument is that most candidate countries
are already highly integrated with the euro area in terms of financial
and trade flows, and as a consequence have more or less similar
business cycles as compared to the euro area. As such, the common
monetary policy of the eurosystem would not be inappropriate for
the candidate countries. A second argument is that the prospect of
rapid accession to the EMU would stimulate governments of the
candidate countries to implement necessary, but painful reforms.
Also, with EMU accession ahead, such reforms would likely be more
acceptable to parliaments and the public at large. A third argument
relates to the general antipathy towards the ERM-II. This
mechanism is considered to be a mere waiting room before the
adoption of the euro, while at the same time creating possible risks to
financial stability. In fact, some academics even refer to the ERM-II
as purgatory! One important reason for this view is that trying to
maintain a fixed, but adjustable exchange rate in the context of large
and volatile capital inflows, would unavoidably lead to speculative
attacks on the new EU members’ currencies. While fighting off such
attacks is costly, giving in to them might be even more costly in terms
of financial instability. Therefore, the quick adoption of the euro will
eliminate exchange rate risk and, as such limit financial stability risks.
Moreover, no exchange rate risk means lower risk premiums. This
would of course be beneficial for trade and investment, which in turn
would enhance the growth potential of the accession countries. All
together, although acknowledging the formal requirement of the
ERM-II participation after EU accession, most accession countries
are likely to limit their stay in ERM-II to the shortest period possible.
As they aim for rapid EMU accession, they might well consider the
central parity chosen in the ERM-II to be the conversion rate for
euro adoption.

The arguments against (too) rapid EMU accession are basically
two-fold. First, rapid EMU accession would require the new EU
member states to comply with the nominal convergence criteria at
rather short notice. One could question the feasibility of such a steep
adjustment path, especially with regard to the criterion for public
finances. Currently, the budget deficits, particularly in the Central
and Eastern European accession countries, are still significant.

125
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Moreover, substantial budgetary risks may emerge in the near future.
For instance, the completion of the transition process and of the
accession to the EU will entail significant government outlays. In the
three Baltic countries, for example, annual public expenditures due to
complying with the environmental requirements stemming from the
EU acquis communautaire, are estimated to reach 2 percent of GDP.
Although most of the current accession countries have made
remarkable progress in inflation reduction, major risks in this area
still lie ahead. In addition to the well-known Balassa-Samuelson
effect, inflationary pressures might also arise from EU accession
itself. For instance, regulated prices in the accession countries still
constitute around 20 percent of the consumer price index on average.
As most of these regulated prices are set below cost-recovery level,
the process of price liberalisation as required by EU accession, will
have an upward effect on price dynamics in the accession countries.
Besides the question of feasibility, one could wonder whether a very
ambitious nominal convergence path is desirable. In some countries,
this adjustment path is only possible with very tight budgetary and
monetary policies, which could slow down their already limited
progress in real convergence towards the euro area.

A second argument against rapid adoption of the euro is that
maintaining their currencies through participation in the ERM-II
could be beneficial for the new EU member states. The ERM-II
provides both stability and flexibility, and as such can foster the
combination of nominal and real convergence. The exchange rate
peg vis-a-vis the euro offers the new EU member states an anchor for
macroeconomic stability in general, and for containing inflation in
particular, as in a number of these countries with relatively limited
financial markets, the exchange rate channel is the most effective
monetary transmission channel. At the same time, the ERM-II offers
flexibility through the relatively large bandwidth and the possibility
of realignments, which could be advantageous for the new member
states. After all, most of these countries are small open economies,
which are still in the process of rapid structural transformation and
catching-up. In this environment, nominal exchange rate flexibility
could serve as a useful instrument to accommodate economic shocks
or an appreciation of the real exchange rate. As such, ex ante
guarantees about the euro conversion rate are impossible to give,
even more so as last minutes revaluations are still possible — see, for
instance, Ireland and Greece. If used in this way, the ERM-II could
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both foster economic stability as well as provide an anchor for
nominal stability.

To conclude, it is clear there is more than one ground for arguing
both in favour and against rapid EMU accession by the new EU
member states. It is important to note that the ERM-II is a
multilateral arrangement with responsibilities for the authorities of
both the participating country and the euro area. Therefore, in
advance of accession of the new EU member states to the ERM-II,
intensive discussions between these parties on the modalities of
operating in this exchange rate mechanism seem warranted.
Obviously, once participation in the ERM-II becomes a fact, both
parties should carefully monitor the sustainability of the central rates.
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Comment on Henk Brouwer,
Ralph de Haas and Bas Kiviet

Gyirgy Szapdry

In my comment, I would like to touch upon three characteristics of
the financial sector of the Central and Eastern European Countries
of transition (CEECs), namely, the relatively low degree of financial
intermediation, the dominance of the banking sector over the capital
markets, and the high degree of foreign ownership. To a large extent,
these features are a direct consequence of the transition process. 1
agree with the authors of the chapter that macroeconomic stability
and a strong independent regulatory and supervisory authority are
essential for reducing the potential risks to financial stability.
However, the special features of the CEECs financial system need to
be considered, since in some cases they mitigate, while in others they
exacerbate the commonly known potential risks. To make my
arguments, I will refer to the experience of Hungary, the country
with which I am the most familiar, but most of the points I make are
also relevant for the other CEECs.!

Low Degree of Financial Intermediation

A typical characteristic of the CEECs is the low level of bank
intermediation. In the CEECs-10,? banking assets average about 50

' For details of the banking sector reform in Hungary see Gyorgy Szapéry,
“Banking Sector Reform in Hungary: What Have We Learned and What Are the
Prospects?”, In: Comparative Economic Studies, XLIV, No. 1, Spring 2002.
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percent of GDP, compared with an average of 240 percent in the
euro area. In Hungary that number is 70 percent. Even in Greece,
where the depth of the financial sector is the lowest among EMU
members, the corresponding figure is twice as high. The low ratio in
Hungary is explained by the low level of credit to the private sector.
As can be seen from Chart 1, loans extended by the banking sector to
the corporate and household sectors totalled about 30 percent of
GDP in 2000. That figure in the euro area ranges form close to 50
percent in Finland to almost 120 percent in the Netherlands and
Portugal, the weighted average for the whole area being over 80
percent.

Several factors account for the low level of credit in Hungary.
First, as a result of the privatisation of enterprises to strategic owners
and the inflow of FDI to greenfield projects, a major part of the
Hungarian GDP is produced by foreign invested companies, which
account for about 70 percent of Hungarian exports, a main driving
force behind the dynamic economic growth. These multinational
companies tend to borrow from their mother companies or from

Chart 1 Credit to the Private Sector in the Euro Zone and in Hungary,
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Source: National Bank of Hungary, Report on Financial Stability, June, 2002.

2 All accession counties except Cyprus, Malta and Turkey.
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their banks abroad, bypassing the domestic banking system. Second,
as illustrated in Chart 2, lending to the household sector is very low
by comparison to the euro zone. In the euro area, such loans average
46 percent (weighted) of GDP, while in Hungary they represent a
mere 6 percent. Lending to households has been constrained by the
low level of incomes and the high risks involved in lending to this
sector. Third, the access to bank credit by domestic private firms has
been impeded by the lack of sufficiently long track record that would
make them acceptable credit risks for banks.

The low level of bank intermediation raises a number of issues
from the point of view of potential risks. That situation is partly
explained by the fact that banks have shied away from lending to the
riskier small and medium-sized enterprise and household markets,
concentrating on the more stable corporate sector. This sector is
better capitalised and hence more able to withstand the fluctuations
in market conditions. Therefore, there are less potential risks to
banks from shifts in market conditions. On the other hand, the low
level of credit also means that there is “room to expand” into the
more risky market segments. This is already happening in Hungary,
as the increased competition encourages banks to extend their
activities into new markets, particularly the household market.
Currently, the capital adequacy ratio of banks in Hungary is
satisfactory (12,3 percent in 2001) and the bad loan portfolio is less

Chart 2 Credit to Households in the Euro Zone and in Hungary, 2000
(in percentages of GDP)
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than 4 percent. As banks extend their activities to riskier markets, the
quality of the loan portfolio might worsen and there might be a need
to increase the capital of the banks in order to avoid an undue decline
in the capital adequacy ratios. In this respect, it can be considered as
an advantage that all but two of the 31 commercial banks are
subsidiaries of well known foreign banks. However, there is no
guarantee that the mother banks will not get into trouble, in which
case they might be less willing to put additional capital into their
subsidiaries abroad. Foreign ownership of banks can not, therefore,
be an excuse for lax supervision at home.

The foreign currency denominated loans of the banks represent a
relatively large proportion (38 percent) of total credit extended by
banks in Hungary. Under the narrow-band preannounced crawling
peg, there was an incentive to borrow in foreign currency to take
advantage of lower interest rates. Since the widening of the exchange
rate band in May 2001, foreign currency borrowings have been
reduced in response to the appreciation of the Hungarian forint and
to the increased exchange rate risk. As a prudential measure, the
foreign currency open positions of banks are subject to limits
imposed by the authorities, but the foreign currency exposure of
domestic borrowers represent a potential risk for banks. That risk is
mitigated by the fact that most of the foreign currency borrowing is
done by exporting companies whose receipts are in foreign exchange.
Nevertheless, the situation needs to be closely monitored since a
depreciation of the currency can create problems for the borrowers
with attendant implications for banks.

Dominance of the Banking Sector

In Hungary, as in the other CEECs, the financial sector is dominated
by the banking sector. The average market capitalisation of the
CEECs-10 amounts to 16 percent of GDP, compared to the euro
area average of 84 percent. The turnover of the stock exchanges in
the Czech Republic, Hungary and Poland per year is roughly
equivalent to 2, 3 and 5 days of turnover at the stock exchanges of
Paris or Frankfurt, respectively.’ One reason for the low market

3 See, FEuropean Central Bank, “Financial Sector Development and

Convergence in Accession Countries: An Overview”, Background Paper for the
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capitalisation is the feeble income levels, another is the low level of
institutional savings (e.g. pension funds, insurance companies).
While these constraints are expected to loosen with the growth in
incomes and the development of the private pension fund and
insurance markets, there are impediments to the growth of the stock
markets that will take longer to disappear. These impediments reflect
the dominance of the Hungarian corporate market by multinational
companies, which are naturally listed on the stock exchanges of
London, Frankfurt, New York, etc. and not on the stock exchange of
Budapest. This means that firms representing dynamic sectors of the
economy are not present in the Hungarian stock market. Domestic
firms which have the necessary size and a sufficient track record to
borrow on the capital market are few and those which do borrow are
often also listed on stock exchanges abroad. Another feature of the
Hungarian stock markets is that non-residents account for about 70
percent of the market capitalisation, again a reflection of the low level
of incomes and institutional savings. It is my view that the above
constraints will slow down the development of the equity market in
Hungary and the other CEEC:s for a long time to come.

The small size of the equity market and its dominance by non-
residents means that the wealth effects due to equity price
fluctuations are limited. The potential risks to banks associated with
price bubbles — overconsumption, overinvestment, excessive credit
expansion — are thus reduced. On the other hand, the large share of
non-residents renders the markets more easily subject to contagion,
which can induce greater volatility in exchange rates and interest
rates.

Foreign Ownership

As shown in Chart 3, foreign ownership of banks is important in most
CEECs. In Hungary, it is one of the most important, with foreign
ownership representing about 70 percent of the banking sector’s
registered capital. This is the result of both privatisation and the
greenfield establishment of banks. By increasing competition, foreign
ownership led to a remarkable improvement in services and to a

Eurosystem Seminar with Accession Countries’ Central Banks, Berlin, December,
2001.
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Chart 3 Foreign Ownership of Banks
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Chart 4 Hungary — Return on Equity of Commercial Banks
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compression of the spreads between deposit and lending rates. This
has also helped to improve the monetary transmission process. An
interesting lesson from the Hungarian experience is that the
profitability of banks, as measured by the pre-tax return on equity
(ROE), evolved very differently for large privatised banks and for
banks established as greenfield projects (Chart 4). For the latter, the
ROE fluctuated but remained positive throughout the period of
1995-2000. For the former, the ROE fell sharply and turned negative
during 1998-2000, indicating that the foreign owners face a difficult
task in restructuring the former state-owned banks. Bank supervision
can play an important role in preventing that a protracted
restructuring does not lead to more serious problems, a danger that
foreign ownership does not necessarily eliminate.
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Sources of Financial Fragility in the
EU Candidate Countries

Marek Dabrowski

Aithough countries of Central and Eastern Europe have made
impressive progress during the last decade in the sphere of both
macroeconomic and microeconomic reforms, they cannot be
considered fully mature market economies. In addition, their
increasing openness connected with progressing integration of
financial markets (globalisation) and the EU accession process
brings, apart from obvious benefits, some additional risks.

Generally speaking, the potential financial fragility of the EU
candidate countries can originate from microeconomic sources,
including banking sector instability, corporate sector non-
transparency and over-borrowing; and macroeconomic sources,
including fiscal imbalances, inflation differentials, current account
imbalances, and intermediate exchange rate regimes.

Banking sector instability can be caused either by political
influence on lending decisions (mainly in the state-owned banks) or
by connected and imprudent lending (mainly in the private and
newly privatised banks). Both phenomena usually originate from the
flawed ownership structure, insufficient prudential regulation and
weak banking supervision. Remedies should be seen mainly in
privatisation involving the key role of the first-class transnational
financial institutions, avoiding government bailouts and building
strong banking supervision and prudential regulations.

Problems in a non-financial corporate sector usually come from
soft-budget constraints leading to over-borrowing (‘too big to fail’
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approach or political sensitivity of some sectors), imprudent
corporate and business practices (for example, lack of transparency)
and currency mismatches in the corporation balance sheets. These
unfavourable phenomena are usually concentrated in state-owned
enterprises and conglomerates, but not exclusively. The experience of
many emerging markets demonstrates the case of big private owners
having an influence on government and its decisions and extracting
various kinds of rent from this political connection.

Like the case of the banking sector, remedies can be seen mainly
in avoiding government intervention and bailing-out practices
(which lead to soft budget constraints and moral hazard behaviour),
sound privatisation involving the first-class international investors
and improving corporate governance, protecting property-rights,
reporting and accounting standards. However, it is difficult to find a
good remedy for currency mismatches in economies that lack
sufficient macroeconomic credibility and, therefore, are unable to
borrow internationally in their own currencies (the so-called ‘original
sin’ problem — see Hausmann, 2001).

This leads us to the analysis of macroeconomic sources of
financial fragility. The biggest danger of instability originates from
fiscal imbalances, which in some EU candidate countries —
particularly those belonging to the so-called Visegrad group' — have
become chronic (see Table 1).

Table 1 General Government Balance (Cash Basis)

(in percentage of GDP)
2000 2001 1997-2001»
Bulgaria -0.7 1.7 0.5
Czech Rep. -4.2 -5.5 -3.8
Estonia -0.7 -0.4 -0.5
Hungary -3.1 -4.1 -5.4
Latvia -2.7 -1.6 -1.7
Lithuania -3.3 -1.9 -2.9
Poland -3.5 -3.9 -2.8
Romania -3.8 -3.4 -4.0
Slovakia -6.7 -5.6 -7.0
Slovenia -2.3 -2.5 -2.3

Note:
* Average 1997 - 2001.
Sources: EU (2001), Annex 2; EU (2002), Annex 7.
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As EU candidate countries continued substantial deficits in years
of relatively high growth rates, their fiscal situation will further
deteriorate when growth slows down for any reason (the recent
example of Poland). Although for obvious methodological reasons it
is almost impossible to estimate cyclically adjusted deficits in
transition economies there are no doubts that their fiscal positions
are very vulnerable to changes in real GDP growth rates.

In addition, the fiscal position of the EU candidates can
deteriorate further in the first two years of their EU membership as
the result of several accession-related factors such as:

1. Additional fiscal burden in national budgets coming from
adoption of some specific acquis communautaire, particularly in
such fiscally burdening areas as environmental protection,
infrastructure, transportation, public administration, social policy,
etc. On the other hand, one may expect some additional revenues
coming from indirect tax harmonisation (increasing VAT and
excise tax rates for certain groups of products).

2. Giving up part of the budget revenues (custom duties and part of
the VAT) in favour of the EU budget, but these losses can hardly
be compensated by the expected transfers from the EU budget
since the latter relate mostly to items and programmes, that were
not previously financed by the EU applicants from their national
budgets. In addition, some of the EU funded programmes need
co-financing of the national budgets.

3. Transition problems connected with launching the EU funding
mechanisms in the first year (two years) of the membership. They
will originate from a time mismatch between contribution to the
EU budget (which must be done up front) and incoming transfers
(ex post reimbursement of incurred expenses). Also, the
institutional capacities of the new members to absorb EU
structural funds will be very limited in the beginning.

Fiscal imbalances increase the country’s financial fragility in
various ways. First, a deteriorating fiscal balance must lead to a
deterioration of the current account balance, other things being
unchanged. Second, a fiscal deficit in period # automatically narrows
the fiscal room of manoeuvre in periods #+1, #+2, etc., as it
contributes to an increasing debt burden and higher debt service

! The Visegrad group consists of the Czech Republic, Hungary, Poland and
Slovakia.
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costs in the future. Finally, a higher fiscal deficit and a higher public
debt increase the perception of country risk among investors and
make them more reluctant to lend both to the government and
private borrowers.

The available empirical experience shows the dominant role of
fiscal imbalances in causing financial crises in transition economies
(Dabrowski et al., 2003). Hopefully, the disciplining mechanism of
The Stability and Growth Pact and interest of most EU candidates to
meet Maastricht criteria in order to enter the EMU at earliest
possible date (see below), will force them to carry out serious fiscal
adjustment in the coming years.

The role of inflation differentials is perhaps less obvious but
certainly not less important. Moderate or high inflation discourages
savings and distorts the allocation process. Under open capital
accounts, it increases the international perception of country
macroeconomic risk, particularly currency depreciation or
devaluation risk, provoking sudden changes in direction of capital
flows (closely related to changes in demand for local currency). Real
interest rates are usually higher than in countries with a sustainable
low inflation level.

Most of the EU candidate countries have experienced serious
problems with breaking a well-rooted inflationary inertia (see
Table 2). However, the last two years have brought some progress in
this area. This progress will be even more visible if we consider the
continuous disinflation trend in 2002 which is not reflected in

Table 2 End-of-Year Inflation in EU Candidate Countries, 1994-2001

1994 1995 1996 1997 1998 1999 2000 2001

Bulgaria 121.9 329 310.8 578.6 0.9 7.0 11.2 4.8
Czech Republic 9.7 7.9 8.6 10.1 6.8 2.6 4.0 4.1
Estonia 41.6 28.8 15.0 125 4.5 3.8 5.0 4.2
Hungary 21.2 28.3 19.8 18.4 10.3 11.2 10.0 6.7
Latvia 262 233 13.2 7.0 2.8 3.2 1.8 3.1
Lithuania 450 355 131 8.5 2.4 0.3 1.4 2.0
Poland 295 216 18.5 13.2 8.6 9.8 8.6 3.7
Romania 61.7 27.8 56.9 151.6 43.8 54.8 40.7 30.3
Slovakia 11.7 7.2 5.4 6.4 5.6 14.2 8.4 6.6
Slovenia 18.3 8.6 8.8 9.4 5.7 8.8 10.6 7.0
Source: IMF.
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Table 2. The progress in the EU accession process radically
improved the financial markets’ perception of the macroeconomic
fundamentals of the future EU members, stimulating increased
capital inflows, appreciation pressure on national currencies, and
convergence of nominal interest rates and inflation levels.

However, the disinflation trend cannot be considered sustainable
as long as the currency depreciation or devaluation risk remains. And
this risk is justified (in the eyes of financial market players) both by
the remaining uncertainty concerning the timetable of the EU/EMU
accession and by the expected high current account deficits.

High current account deficits can originate from many factors,
including historically low domestic savings-to-GDP ratios in several
countries, a negative rate of government savings (the consequences of
fiscal deficits analysed above) and prospects of the EU accession
itself. This last factor needs some additional comment.

Perspective of the near EU membership can stimulate additional
capital inflows (a better perception of country risk and future rate of
return) on the one hand, and discourage domestic savings (through a
consumption smoothing effect) on the other. Both trends must lead
inevitably to higher current account deficits and increasing
appreciation pressures (see Rostowski, 2002a). From the long-term
perspective, high current account deficits should not be considered
the danger because the current EU candidates will eventually become
members of the euro zone and balance-of-payments constraints will
disappear. However, the transition period can be extremely difficult
and risky, increasing the candidates’ macroeconomic vulnerability
and the danger of a sudden currency crisis.

Empirical observations support the concern related to current
account imbalances and their possibly risky consequences. Most of
the EU candidates record high current account deficits (Table 3).
The above mentioned nominal convergence, which achieved
momentum in Central Europe in 2002, may involve elements of a
speculative bubble, particularly in the case of Czech Republic, where
short-term interest rates came down below the euro zone level.

2 The intensive convergence play has been caused not only by the ongoing

accession process but also by the very low level of interest rates in developed
countries and high uncertainty in several emerging markets (Latin America,
Turkey, and South Africa), that increased additionally attractiveness of Central
Europe for potential investors.
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While the balance of public savings (in fact, fiscal balance) can and
should be subject of policy targeting, two other discussed factors, i.e.
the rate of domestic private savings and capital inflows, are largely
out of the control of national economic policies, at least in the short
term. Moreover, defining what is the ‘safe’ level of a current account
deficit is an intellectually tricky task, and the financial markets’
perception of what level is ‘safe’ can easily change over time. Thus,
the only way to eliminate the danger of a balance-of-payment
(currency) crisis forever is to give up the national monetary policy
and join one of major currency areas. If such a solution is not possible
(for any economic and political reason), the current account balance
and the factors influencing its changes must be subject to very careful
monitoring.

However, keeping a current account deficit under control (i.e.
limiting its magnitude) involves serious economic costs such as a
lower rate of economic growth, as the recent experience of Poland
(2001-2002) and the earlier experience of the Czech Republic (1997-
1999) confirms.

These arguments should be considered in the debate on the
timing of the EMU accession by the current candidates. While
membership in the Economic and Monetary Union is not automatic
upon joining the EU, the new EU members will have to do it at some
point. The Maastricht Treaty did not grant them the same opt-out
option as the UK and Denmark. However, as Sweden’s case

Table 3 Current Account Balance in EU Candidate Countries

(as percentage of GDP)
2000 2001 1997-2001»
Bulgaria -5.0 -6.0 -1.5
Czech Republic -4.7 -4.7 -4.3
Estonia -6.7 -6.1 -7.8
Hungary -3.3 -2.2 -3.4
Latvia -6.9 -9.7 -8.6
Lithuania -6.0 -4.8 -8.9
Poland -6.3 -4.1 -5.4
Romania -3.7 -5.9 -5.3
Slovakia -3.7 -8.8 -7.4
Slovenia -3.3 -0.4 -1.7

Note:
* Average 1997 — 2001.
Sources: EU (2001), Annex 2; EU (2002), Annex 7.
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demonstrates, the EU member can effectively postpone the date of
the EMU accession if it is not economically or politically ready to
accede..

Another question relates to a specific EMU accession path which
the future member can choose. Theoretically, there are four possible
variants of transitional exchange rate regimes which the candidate
can consider: (i) fixed but adjustable peg in the +/- 15 percent band
(the ‘classical’ ERM variant); (ii) managed float; (iii) currency board,
and (iv) earlier unilateral euroisation

The third and fourth option mean de facto earlier unilateral
entering the euro zone although not the EMU because of the lack of
influence on the ECB decisions and opportunity to use its ‘lender of
last resort’ facility. While the third option is officially accepted by the
European Commission and the European Central Bank, they oppose
the idea of the unilateral euroisation as illegal or inappropriate (see
Rostowski, 2002¢). Formally speaking, these kinds of arguments do
not sound convincing since the euro is a fully convertible and
internationally tradable currency, and some small Balkan countries
(Montenegro, Kosovo and partly Bosnia and Herzegovina) already
use the euro as the official legal tender even though they are not, yet,
EU candidates. The real arguments against a quick entry into the
euro zone by the current EU candidates have a different character
and are discussed below.

The two first variants of transition to the EMU represent the so-
called intermediate or hybrid exchange rate regimes where the
monetary authority tries to simultaneously manage both the
exchange rate and the money supply. This kind of monetary/
exchange rate arrangement violates the principle of ‘impossible
trinity’”® (see Frankel, 1999) and is particularly vulnerable to
speculative attacks (see Obstfeld and Rogoft, 1995; McCallum, 1999;
Eichengreen and Hausmann, 1999; IIE, 1999). Thus, this kind of
arrangement does not eliminate sources of financial fragility in the
economies of the future EU members.

Looking at the current arrangements (Table 4), six out of the ten
candidates continue evident hybrid regimes. Romania, Slovakia and
Slovenia do not have a clear nominal anchor at all. The Czech

3 According to this principle a country must give up one of the following three

goals: exchange rate stability, monetary independence, and financial market
integration. It cannot have all three simultaneously.
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Table 4 Monetary Regimes in EU Candidate Countries

Monetary regime
Bulgaria Currency board
Czech Rep. DIT (managed float)
Estonia Currency board
Hungary DIT (horizontal band; narrow crawling band until 2001)
Latvia Stable horizontal peg to SDR
Lithuania Currency board
Poland DIT (independent float from April 2000)
Romania No clear nominal anchor (managed float)
Slovakia No clear nominal anchor (managed float)
Slovenia No clear nominal anchor (informal crawling band)

Sources: IMF Country Reports, central bank websites, author’s own observation.

Republic and Hungary formally follow direct inflation targeting but
have not fully abandoned the exchange rate targets — ad hoc anti-
appreciation foreign exchange market intervention in the former and
horizontal exchange rate band in the latter. Latvia consequently
follows an exchange rate peg to SDR (which will require a re-pegging
to the euro in some point) but does not abandon open market
operations regulating domestic liquidity. Poland represents the case
of a really free (independent) float under a direct inflation-targeting
(DIT) regime. Estonia, Lithuania and Bulgaria run euro-
denominated currency boards (Lithuania after successful re-pegging
it from dollar to euro in early 2002).

The question of how quickly to join the euro zone is a subject of
hot economic and political debate. While the idea of rapid euro zone
accession becomes increasingly popular in the candidate countries,
there is a lot of reservation on the EU side.* It seems that the main
fears of the incumbents relate to the danger of weakening the euro,
eliminating or limiting the policy conditionality related to the EMU
accession of the new EU members and the fact that the ECB is not
institutionally prepared to deal with 20+ members.’

* Brouwer, de Haas, and Kiviet’s chapter in this book seems to be a good example

of the western scepticism related to fast EMU enlargement.

> Rostowski (2002b) formulates additional hypotheses: (i) fear that new, fast
growing euro zone members will create additional inflation pressure and (ii) some
aspects of the discussed EU institutional reform (particularly strengthening
prerogatives of the Euro Ecofin group).
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Looking at the timing of the EMU accession from the candidates’
perspective, the potential disadvantages of giving up monetary
independence early relate to abandoning devaluation as a stimulating
and corrective mechanism and increasing competitive pressure on
several sectors of real economy. However, the big question is to what
extent a small open economy can use exchange rate and national
monetary policy as a shock absorber and anti-cyclical tool in an
environment of free capital mobility and competition between
currencies (see Dabrowski, 2001; Dabrowski, 2002). Obviously,
national monetary and fiscal policies are not effective in influencing
real exchange rate and current account deficits in such an
environment (see Rostowski, 2002a; Dabrowski 2002).

On the other hand, one can list several potential advantages of
rapid entry to the euro zone by the current EU candidates. First, it
will forever eliminate the danger of a currency crisis by removing
balance-of-payments constraints. Second, it will decrease the
candidate countries’ risk premiums, helping in sustainable interest
rate and inflation convergence (by importing credibility). Third, it
will force the governments and parliaments of candidate countries to
carry out serious fiscal adjustments. Lower real interest rates will
make this adjustment easier, particularly in countries with high public
debt burdens (Bulgaria, Hungary, Poland and Slovakia). Fourth, early
monetary unification will promote further trade and investment
integration between new and incumbent members.

Incumbents can also gain from an early EMU enlargement. It will
eliminate the danger of competitive devaluation and decrease the
possibility of macroeconomic and financial instability inside the
single European Market. The new members will have stronger
incentives to comply with the macroeconomic convergence criteria
and disciplining rules defined by the Maastricht and Amsterdam
Treaties. Avoiding a long lasting phenomenon of a ‘second class’ EU
membership in the case of new entrants will be beneficial for both
sides in political and economic terms, supporting further stages of
European integration.

Summing up, it is in the interest of both new members and
incumbents to think about rapid accession of the former to the euro
zone.
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