
Low Interest Rates Favor
Robust Growth, but Risks
Increase
While Global Economic Growth Is
Robust, Growth Weakens in the Euro
Area and Japan
Coming to some 5% in 2004, the
global economy posted the highest
growth rate since the 1970s according
to the IMF, even though the second half
of the year was slightly less dynamic.
The higher oil price seems to have been
the main reason for this slowdown. In
the course of 2004, the oil price in
U.S. dollars climbed by up to 50%
against the previous year, thus exceed-
ing the development expected in most
economic forecasts. In the first quarter
of 2005, the oil price remained high
and price volatility went up noticeably.
Most forecasts expect oil prices to re-
main at a high level over the next few
years. According to forecasts for 2005
and 2006 by the IMF, the OECD and
the European Commission, economic
growth will continue to be robust,
with growth rates hovering around
the long-term average and inflation re-
maining moderate. The risks for this fa-
vorable growth outlook, however,
point mostly downward. In this con-
text, the U.S. current account deficit,
which is generally estimated to be too
high, continues to give cause for con-
cern. The IMF e.g. argues that the
U.S. dollar might depreciate substan-
tially and long-term interest rates
might rise, especially in the U.S.A., if
international investors were no longer
willing to accumulate or hold U.S. dol-
lar-denominated financial instruments.
The oil price represents another risk
factor: Should the oil price remain high
or rise even further, it would dampen
growth more considerably than cur-
rently expected. This could trigger a
buildup of inflationary pressure, which
might cause long-term interest rates to

surge. This, in turn, would entail cer-
tain risks with regard to possible cor-
rections of the relatively high real es-
tate prices in several countries as well
as to widening spreads.

In the U.S.A., two factors played a
key role in maintaining robust eco-
nomic growth rates despite the higher
oil price: solid (though recently
slightly slower) productivity growth
and a continued commitment to sup-
portive fiscal and monetary policies.
On the back of solid income growth,
positive wealth effects, growing em-
ployment and high consumer confi-
dence, consumer spending was dy-
namic, as was corporate investment,
which benefited from positive turn-
over expectations as well as from favor-
able financing conditions and tempo-
rary tax advantages. The high oil prices
drove up the inflation rate, whereas the
relatively modest growth of labor unit
costs and the continued availability of
production capacities have so far kept
domestic inflationary pressures low.
Since June 2004, key interest rates have
been raised to 2.75% in seven moves
(by a total of 175 basis points) in light
of the robust economic upswing, stable
inflation expectations, the limited up-
ward pressure on inflation as well as
the balanced risks for future inflation
and future economic growth as as-
sessed by the Federal Open Market
Committe (FOMC).

After a strong start in 2004, growth
in Japan slowed down considerably and
was slightly negative for three quarters
in a row. In particular exports of IT
goods and consumer spending de-
clined. Given the favorable interna-
tional environment, the IMF expects
a renewed upswing; as demand in rela-
tion to aggregate supply is relatively
low, however, persistently positive in-
flation rates will probably not be ach-
ieved in the short term, which suggests
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that the Bank of Japan will continue its
accommodative monetary policy.

In non-Japan Asia, the strong eco-
nomic growth observed in the first half
of 2004 continued as inflation re-
mained largely moderate. China again
posted tremendous growth rates al-
though economic policy measures
were taken to slow down this rapid
growth. In 2004, the build-up of sub-
stantial (mostly U.S. dollar-denomi-
nated) foreign reserves in the region
continued owing to financial account
and current account surpluses, with
China accounting for the largest share
of that increase. This trend seems to
have contributed to the low yields of
U.S. government bonds as well.

Growth in the United Kingdom
slowed down slightly in recent quar-
ters, thus approaching trend growth.
Consumer spending and investment
lost some momentum in the process.
As expected, the higher short-term in-
terest rates helped stabilize real estate
prices after years of heavy growth.
Even though capacity utilization con-
tinued to rise and unemployment re-
mained low, wages have not triggered
any significant upward pressure on in-
flation so far. Between May 2003 and
August 2004, key interest rates were
raised by a total of 125 basis points to
counter the upward pressure on infla-
tion expected to result from high ca-
pacity utilization.

Since mid-2004, growth in the
Swiss economy slowed down at a faster
pace than expected, which has affected
investment as well as exports and con-
sumer spending. The inflation rate re-
mained low. In 2005, the Swiss econ-
omy should pick up again as exports
are improving and financing conditions
are favorable. In June 2004, key inter-
est rates were raised by 25 basis points;
slower economic activity, among other
factors, has kept them steady since

then. The Schweizerische Nationalbank
announced that it would take appropri-
ate measures in case unexpected devel-
opments caused the Swiss franc to ap-
preciate.

In the second half of 2004, growth
in the euro area slowed down noticea-
bly, with Germany and Italy, inter alia,
experiencing the strongest impact.
Given the high and volatile oil prices,
domestic demand in the euro area
was generally subdued, whereas the
slower pace of global growth and the
appreciation of the euro caused the
growth in export demand — which
had contributed significantly to the
economic upturn in the first half of
2004 — to decline. Corporate profits
recovered, but this development has
not yet led to a significant increase in
corporate investment, as enterprises
tend to prioritized restructuring their
balance sheets. Wage moderation as
well as currently low employment
growth have dampened consumer de-
mand. Higher oil prices temporarily
drove up HICP inflation, whereas do-
mestic price pressures remained low
as wages went up only moderately
and the higher oil prices have not trig-
gered any second-round effects so far.
Given the low domestic price pressure,
the key interest rates have been left at
2%. Growth, and especially domestic
demand, is expected to accelerate
gradually in 2005 and 2006.

Weak Dollar and Unusually Low Long-
Term Interest Rates

In the second quarter of 2004, interest
rates started to rise in the U.S. money
markets. Market expectations were con-
siderably influenced by the Federal Re-
serve�s announcement to raise key in-
terest rates at a measured pace in the
future. In March 2005, growing infla-
tion concerns gave rise to expectations
of a faster key interest rate hike. After a
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series of unfavorable economic data
was published in early April, these ex-
pectations receded again. In the euro
area, money market interest rates re-
mained mostly unchanged owing to
stable long-term inflation expectations
and slackening economic activity. The
implied volatilities in the U.S. and euro
area money markets decreased further.

Yields in the U.S. bond markets re-
mained largely unchanged after having
declined between the third quarter of
2004 and February 2005. Given the fa-
vorable economic outlook and the
Fed�s substantial rise of key interest
rate, this came as a surprise to many ob-
servers, as yields have tended to go up
markedly in such conditions. In Febru-
ary, a speech by the FOMC chairman as
well as speculations about accelerated
key interest rate hikes sparked a rapid
rise in bond yields, which, however, re-
ceded when these speculations were
dispelled. Long-term inflation risk
premiums, measured against indexed

bonds, continued to trend upward in
recent quarters. In the euro area, yields
continued to fall between September
2004 and the beginning of January
2005, as bond prices have gone up, ap-
parently as a result of unexpectedly
low economic activity and the weak
U.S. dollar. By long-term comparison,
inflation risk premiums fluctuated at a
somewhat higher level.

In February, the risk premiums for
corporate bonds in the U.S.A. and the
euro area reached a very low level by
long-term comparison and have clearly
increased since then, following the re-
lease of negative data on the creditwor-
thiness of large U.S. car manufacturers.
By long-term comparison, the level of
risk premiums is relatively low, which
suggests that investors continue to be
willing to take high risks; the favorable
overall profit situation seems to have
had a positive impact on corporate bal-
ance sheets, thus reducing the risk of
future defaults.
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Stock market prices in the U.S.A. re-
mained mostly stable; however, the ef-
fects of the sound profit situation were
partly offset by high oil prices and the
recently somewhat increased long-
term interest rates as well as by the fact
that risk aversion increased slightly
from a previously low level. In the euro
area, stock prices continued their up-
ward trend until March 2005, mainly
on the back of high corporate profits
and long-term interest rates, which
had dropped more sharply in the euro
area than in the U.S.A.

The pronounced dollar weakness
on the foreign exchange markets in the
fourth quarter of 2004 appeared to
be related to the high current account
deficit and the prolonged period of
low long-term interest rates in the
U.S.A. The extent of the nominal ef-
fective appreciation of the euro was
smaller, however, than in past periods
of dollar weakness. Speculation about
a future appreciation of the Chinese
yuan put some additional upward pres-
sure on the Japanese yen, which none-
theless depreciated against both the
U.S. dollar and the euro owing to slow
economic activity. The Swiss franc re-
mained fairly stable against the euro.
In the reporting period, the foreign ex-
change markets were very sensitive to
information suggesting portfolio shifts
from U.S. dollar-denominated official
foreign exchange reserves to other cur-
rencies. The euro and the Swiss franc
responded with partly noticeable gains.
As of mid-March, the U.S. dollar re-
bounded amid growing expectations
that the Fed would raise key interest
rates quickly which also caused some
upward pressure on U.S. bond yields.

Financial Flows into Emerg-
ing Markets at a High Level
in 2004
Robust Economic Prospects for 2005
In 2004, the emerging market economies
(EMEs) posted average economic
growth of more than 7%, thus exceed-
ing expectations in nearly all regions.
This was partly attributable to robust
domestic demand, stepped-up export
activities and higher commodity pri-
ces. According to the IMF, economic
prospects for 2005 remain robust.
The IMF has revised its forecast for
2005 GDP growth in the EMEs from
5.7% to 6.3% and envisages a slightly
less vibrant growth for 2006 amid a
continued slowdown in inflation. Most
of the risks applying to EMEs stem
from the international economic envi-
ronment and are identical with those
relevant in industrialized countries, in-
cluding the oil price risk, a possible in-
crease in the currently low long-term
interest rate level, sluggish labor mar-
ket recovery, decreasing asset prices
and a high exchange rate volatility.

Together with the United States,
Asian EMEs remain the main engine
of global growth. The favorable devel-
opment in this region is supported by
the prolonged investment boom, even
though corrections occurred in the in-
formation technology markets. The
consolidation of the financial sector
and structural reforms of the corpo-
rate sector are still top priorities in
Asian EMEs. Although selective eco-
nomic policy measures were initiated
a year ago in order to dampen strong
economic growth in China, it will
probably not be significantly lower in
2005 than the previous year�s value of
9.5%. While interest rates have been
liberalized, the exchange rate is still
pegged to the U.S. dollar despite
mounting international pressure — a
fact that enhances the country�s com-
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petitiveness. Although robust eco-
nomic growth is again expected for In-
dia, the budget deficit is likely to re-
main close to 10% of GDP, while the
Reserve Bank of India will need to
closely monitor the surge in short-
term trade credits.

Despite the appreciation of the lo-
cal currencies, average debt ratios in
Latin America continue to be high and
may be considered a potential source
of risk. However, sustained high
growth rates boosted by domestic de-
mand are expected to improve the debt
situation and support a better invest-
ment climate, thus improving job pros-
pects for the rapidly growing labor po-
tential. In the Middle East, progress is
being made in establishing an infra-
structure that helps strengthen the
non-oil industries. According to the
IMF, several African countries place em-
phasis on strengthening institutions
and improving governance in order
to reduce their vulnerability to shocks
and to promote their integration in lib-
eralized global trade.

The Russian economy still benefits
from high oil prices; the investment cli-
mate, however, has recently deterio-
rated especially owing to stronger state
intervention, which caused growth to
subside as of the second half of 2004.
As a consequence of this development,
real GDP growth is expected to slow
down again this year. The high level
of risk in the Russian financial sector
(bad loans account for 15% of total
loans) contrasts with a favorable fiscal
situation and high foreign reserves. In
parallel to a strongly increasing current

account deficit, economic growth in
Turkey has been surprisingly pro-
nounced at 8% in 2004 and may come
to 5% in 2005, with inflation declining
further. The IMF has extended consid-
erable financial assistance to Turkey on
condition that structural reforms be
promoted; owing to a lack of corporate
governance and insufficient investor
protection, private capital inflows are
still a mere trickle.

Net Capital Inflows 2005:
Slight Decline Expected After
Record Level 2004

According to the IMF, private net capi-
tal inflows in the EMEs benefited from
the global economy�s dynamic growth
in 2004. While net FDI inflows and vol-
atile portfolio investment increased, the
position �Other capital flows� (bank
loans, trade credits and derivatives) re-
corded outflows. Several EMEs man-
aged to partly finance their fiscal deficit
via local capital markets. The IMF fore-
casts net FDI inflows to grow again in
2005, not least owing to market partic-
ipants� favorable expectations of profit-
ability in the EMEs. This year�s lower
net inflows in portfolio investment
and the outflows recorded under
�Other capital flows�, which will
weaken total private net capital in-
flows, seem to be driven by two main
factors: first, the investment of the
high revenues gained by oil-exporting
countries, and second, the expectation
that Russia will repay foreign debt
ahead of schedule pursuant to an agree-
ment with the Paris Club.
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The Asian EMEs, most notably
China, have continued to attract the
bulk of net capital inflows. A key objec-
tive and major challenge of many Asian
central banks in this context is to keep
inflation low while at the same time sta-
bilizing the nominal exchange rate
against the U.S. dollar. According to
the IMF, reserves will further augment
by more than USD 300 billion to al-
most USD 1,200 billion in 2005 owing
to persistently large current account
surpluses and speculative capital in-
flows and will thus cover more than
85% of annual imports. Substantial
shares of these strong external inflows
will be sterilized in most of these coun-
tries, thus creating costs of steriliza-
tion; in addition, a depreciation of
the U.S. dollar against these currencies
would result in capital losses. Even
though the current account surpluses
of the Asian EMEs are anticipated to
shrink in 2005, China�s measures to
cool the economy (e.g. specifying quo-
tas for foreign capital financing for for-

eign banks doing business on the Chi-
nese credit market) are likely to reduce
the inflows of foreign capital into the
region altogether. By contrast, Euro-
pean EMEs might record growing FDI
inflows in 2005, as foreign corpora-
tions choose to step up their invest-
ment in production industries with
high value added given the highly quali-
fied workforce in many of these coun-
tries. Alongside the Middle Eastern
economies, the economies of the Com-
monwealth of Independent States (CIS)
are also becoming net capital export-
ers, since revenues from exporting hy-
drocarbons are up and Russia is ex-
pected to buy back debt ahead of sched-
ule.

Austrian Banks� Cross-Border Claims
on Central and Eastern Europe —
An International Comparison

At end-September 2004, the ten new
EU Member States accounted for over
58% of the Austrian banking sector�s
total cross-border claims on EMEs

Table 1

Private Capital Flows into Emerging Markets and Developing Countries According to the IMF1)

USD billion

2002 2003 2004 2005f 2006f

Net capital flows according to the IMF 75.8 149.5 196.6 175.1 193.9
By instrument
Direct investment 144.4 151.9 186.4 217.4 222.3
Portfolio investment �90.0 �9.9 28.8 2.3 16.0
Other capital flows 21.4 7.5 �18.6 �44.6 �44.4

By region (number of countries)
Latin America (31) 3.3 15.2 12.7 22.4 30.3
Europe (13) 55.3 52.0 60.6 65.8 57.7
CIS (12) �9.5 16.4 2.9 �6.4 2.7
Middle East (14) �4.0 �2.4 �21.0 �31.2 �25.1
Africa (47) 6.9 12.3 11.4 15.6 13.5
Asia (15) 23.9 56.1 130.1 108.9 115.0

Memorandum items
Current account balance 142.4 233.8 336.3 395.4 345.8
Foreign reserve assets (— = increase) �194.4 �369.3 �518.9 �523.4 �515.7
of which China �75.7 �117.2 �206.6 �210.0 �210.0

Source: IMF (WEO).
Note: f = forecast.
1) This table shows aggregated balance-of-payments data sets of 131 nonindustrialized countries, including the major 44 EMEs. Given

repeated revisions of the balances of payments. which also affect the data sets of previous years. capital flows may differ substantially
afterwards.
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and developing countries; Central and
Eastern European countries including
the CIS accounted for almost four
fifths.

Leaving the German banking sec-
tor, for which no disaggregated data
are available, aside, the Austrian bank-
ing sector had the highest foreign cur-
rency-denominated claims on the
new Member States in CEE at end-Sep-
tember 2004 by international compar-
ison, even if the foreign currency-de-
nominated claims of Austrian banks�
subsidiaries in these countries are not
included.

Central and Eastern
European Financial Markets
Fairly Stable
Central and Eastern European Euro-
bonds Stand Their Ground despite
Rising U.S. Interest Rates

In 2004, demand for foreign currency-
denominated government bonds is-

sued by emerging market issuers re-
mained strong despite the higher level
of U.S. interest rates. Between end-
2003 and end-2004, the yield spreads
beween government bonds denomi-
nated in U.S. dollar and euro against
U.S. and euro area benchmark bonds
(measured by JP Morgan�s EMBI
Global index and Euro EMBI Global in-
dex, respectively) narrowed substan-
tially by 56 and 74 basis points on aver-
age, which translated into total returns
of almost 12% in both cases.

Key factors in the decline in yield
spreads in 2004 were improved funda-
mentals in the emerging markets,
which were also reflected in ratings up-
grades, investors� continued low de-
gree of risk aversion and the ongoing
quest for higher yields in view of the
relatively low U.S. and euro area inter-
est rates.

In March 2005, yield spreads wid-
ened to an extent that exceeded the

Table 2

Claims of BIS Reporting Banks on Central and Eastern Europe and Turkey as at End-September 2004

Countries of origin of the BIS reporting banks posting the highest external
positions vis-a‘ -vis the respective region

% of GDP of the recipient country

AT DE IT FR NL SE BE UK Europe1) U.S.A. Japan

CEE plus Turkey 1.9 6.5 1.3 1.1 1.0 0.8 0.8 0.7 16.1 0.7 0.4

Central European
EU Member States
Poland 1.8 x 1.5 0.7 0.8 0.3 0.5 0.3 14.4 0.3 0.6
Slovakia 5.1 x 3.4 0.9 0.4 0.0 1.9 0.1 19.9 0.5 0.3
Slovenia 5.0 x 1.7 2.0 0.4 0.0 1.1 0.3 22.8 0.1 0.5
Czech Republic 4.2 x 0.4 0.6 0.5 0.0 2.6 0.0 14.9 0.3 0.2
Hungary 4.8 x 3.2 1.9 1.0 0.0 3.6 0.9 34.6 0.4 0.7

Other CEECs
Bulgaria 1.3 x 2.7 0.8 1.6 0.1 0.2 0.6 18.8 1.5 0.2
Croatia 8.5 x 15.5 0.7 0.4 0.0 0.4 0.8 43.9 0.7 1.2
Romania 1.1 x 1.1 1.6 1.9 0.1 0.1 0.3 13.1 0.6 0.0
Russia 0.4 x 0.2 0.7 0.9 0.0 0.1 0.0 7.2 0.5 0.3

Turkey 0.1 x 0.6 1.4 1.2 0.1 0.4 0.0 10.4 1.0 0.5
Source: BIS. Eurostat. IMF. national sources and OeNB calculations.
Note: The claims shownhere correspond to the ..Consolidated international claims of BIS reporting banks�� released by the BIS (BIS Quarterly Review March 2005. Table 9C).
The BIS statistics cover crossborder claims denominated in all currencies as well as the claims denominated in a currency other than that of the recipient country and held by
subsidiaries in the recipient country (with the exception of Austria and the U.S.A.).
1) The column ..Europe�� comprises the countries of origin listed here as well as DK, GR, IE, PT, FI, ES, CH and NO.
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continued narrowing that was ob-
served over the first two months of
the year. A catch-up reaction to previ-
ous U.S. interest rate hikes and a
change in the assessment of future
U.S. interest rate increases seem to
have been responsible for this setback,
which coincided with an increase in
yields on ten-year U.S. government
bonds. Latin American issuers re-
corded a particularly pronounced wid-
ening of yield spreads.

Among the Central and Eastern Eu-
ropean issuers, only Romania and Bul-
garia posted an above-average contrac-
tion of spreads in 2004 compared to
the Euro EMBI Global index, whereas
in Hungary, Poland and Slovakia a con-
traction of this dimension was simply
not possible given the low initial levels.
The yield spreads of Romanian euro-
bonds shrank by 103 to 58 basis points,
while those of Bulgarian eurobonds
contracted by 89 to 44 basis points.
The yield spreads of Croatian euro-

bonds narrowed by 54 to 42 basis
points. Rating upgrades, declining def-
icits in the combined current and capi-
tal accounts of Bulgaria and Croatia,
improved fiscal positions, the ap-
proaching EU accession date for Bulga-
ria and Romania and the fact that Cro-
atia was granted the status of an EU
candidate country seem to have had a
positive impact on eurobonds. Spreads
kept narrowing until early March 2005,
when they came to 30 to 40 basis
points. Owing to a global reversal of
emerging market eurobond spreads,
however, the yield spreads in Bulgaria,
Romania and Croatia climbed by 12
to 18 basis points until end-March.
This upward movement was still lower,
however, than that of the Euro EMBI
Global average (25 basis points) and
significantly lower than that of the
yield spreads of bonds issued by Latin
American issuers (up to 130 basis
points). Given the fact that eurobond
spreads in the new EU Member States
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Czech Republic, Hungary, Poland and
Slovakia came to between 13 and 29 ba-
sis points in late March 2005, there
seems to be relatively little leeway for
further spread contractions. Investors
are therefore likely to consider inves-
ting in foreign currency bonds of other
Eastern European issuers if they want
to continue to achieve noticeably
higher nominal yields than in the euro
area.

At the end of March 2005, the Rus-
sian Federation�s eurobonds recorded a
yield spread of 207 basis points (EMBI
Global), whereas Turkey�s eurobonds
offered a spread of 309 basis points
(EMBI Global) and 192 basis points
(Euro EMBI Global), respectively, with
liquidity being sufficient at the same
time: Russia accounts for 13% of the
EMBI Global (third-largest share), Tur-
key for 7.5% (fourth-largest share).
Both countries look back on a rela-
tively long, albeit sometimes rather
turbulent history in the international fi-
nancial markets. Since early 2004, their
spreads have contracted considerably,
not least owing to successful measures
aimed to stabilize their economies in
the past few years, which were also re-
flected in an upgrade of ratings. In ad-
dition, Russia�s excellent foreign cur-
rency liquidity seems to support the
country�s government bonds. More-
over, enterprises and central, regional
and local authorities both in Russia

and in Turkey issue eurobonds on a reg-
ular basis, which increases the number
of possible risk/return combinations
for investors. Turkey�s EU candidate
status to some extent acts as an anchor
for future economic stability. Next to
the risks that affect the entire euro-
bond market and are related in part
to the yield development of U.S. gov-
ernment bonds, there are considerable
country-specific risks. In Russia, these
are first and foremost connected with
the oil price development, whereas in
Turkey, they result from the recent
heavy expansion of the current account
deficit.

At the end of March 2005, Ukrai-
nian eurobonds had a yield spread of
some 209 basis points (EMBI Global).
Now that the political situation has
calmed down, the medium- to long-
term perspectives seem to have im-
proved. In early May, Standard &
Poor�s upgraded its rating for Ukrai-
nian sovereign long-term foreign cur-
rency-debt to BB— from B+. In early
April 2005, Serbia returned to the in-
ternational capital market when it con-
verted its �old debt� to the London
Club group of commercial creditors
into eurobonds. Prior to that, in
2004, the country had entered into a
debt relief agreement with its creditors
in the Paris Club and the London Club
and had received a (B+) rating from
Standard & Poor�s in November 2004.

Table 3

Changes in Ratings of Sovereign Long-Term Foreign Currency Debt

Moody�s Standard & Poor�s Fitch

Rating Since Change Rating Since Change Rating Since Change

Country
Bulgaria Ba1 17.11.04 * BBB— 24.06.04 * BBB— 04.08.04 *
Croatia Baa3 27.01.97 BBB 22.12.04 * BBB— 28.06.01 *
Romania Ba1 02.03.05 * BB+ 14.09.04 * BBB— 17.11.04 *
Russia Baa3 08.10.03 * BBB— 31.01.05 * BBB— 18.11.04 *
Turkey B1 21.12.00 BB— 17.08.04 * BB— 13.01.05 *
Ukraine B1 10.11.03 * BB— 11.05.05 * BB— 21.01.05 *

Source: Bloomberg.
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Currency Appreciation Remains an
Issue in Most CEECs

Following a depreciation of the re-
gions� currencies against the euro in
2003 the currencies of most CEECs
firmed up against the euro in 2004,
with the exception of the Slovak kor-
una, which had been subject to upward
pressure already in 2003, and the Bul-
garian lev, whose exchange rate was
fixed through a currency board ar-
rangement in mid-1997. The Polish
zloty posted the largest gain in 2004
(+15.2%), thus almost completely
compensating its depreciation of
2003, which had been the strongest in
the region. Similarly, the Hungarian
forint made up about three fourths of
the 2003 dip (+7.2%). The Czech kor-
una appreciated against the euro by ap-
proximately 6.5% in 2004, thus clearly
rebounding from its slide in 2003, and
the Slovak koruna continued to firm up
against the euro.

These four currencies appreciated
further against the euro from end-
2004 onward; they came under pres-
sure in March 2005, however, as a con-
sequence of international investors�
heightened risk aversion and of a drop
in prices for higher-risk financial assets
(e.g. eurobonds, corporate bonds).
Still, in late March 2005, the Czech
koruna�s value against the euro was
slightly higher than at end-2004, while
the value of the Slovak koruna, the
Hungarian forint and the Polish zloty
remained almost unchanged.

Since Slovenia�s entry into the Ex-
change Rate Mechanism II (ERM II),
the Slovenian tolar has remained fairly
stable against the euro and close to
the central rate. As the Romanian cen-
tral bank began to tolerate a greater
exchange rate flexibility, the nominal
depreciation trend of the Romanian
leu came to an end in October 2004;
by the end of March 2005, the Roma-
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nian currency had appreciated against
the euro by roughly 12% in nominal
terms. The Croatian kuna�s exchange
rate remained fairly stable, aside from
the usual seasonal appreciation in
summer.

Between end-April and end-De-
cember 2004, the Russian ruble depre-
ciated continuously against the euro
in nominal terms (but significantly less
so than its reference currency, the U.S.
dollar) while at the same time appreci-
ating in real terms. In line with the U.S.
dollar�s appreciation against the euro in
the first quarter of 2005, the ruble
strengthened against the euro by about
4%. Since the beginning of February
2005, the Russian central bank�s ex-
change rate policy has no longer been
solely based on the ruble�s exchange
rate against the U.S. dollar but on a
EUR/USD currency basket. From
the beginning of February to mid-
March 2005, the euro had a weight of
around 13% in the basket; since then,
its weight has been almost 25%.

In most cases, currency apprecia-
tions took place on the back of one of
the following current account balance
scenarios: the current account balance
(in percent of GDP) was either nega-
tive at relatively low (or in Russia even
positive) levels or negative at relatively
high but declining (Bulgaria, Croatia)
or broadly stable (Hungary) levels.
Considerable parts of these deficits
were financed through net FDI in-
flows; in Poland and in Bulgaria these
inflows even exceeded the countries�
deficits. The development in Romania
was quite different, as the marked cur-
rency appreciation in the fourth quar-
ter of 2004 and the first quarter of
2005 and the simultaneous further ex-
pansion of the trade and current ac-
count deficits at relatively high levels
in 2004 (from —7.8% and —6.0% of
GDP in 2003 to —9.0% and —7.5% of

GDP in 2004, respectively) pose an
economic policy challenge.

In Hungary and Romania in particu-
lar, the high interest rate and yield lev-
els in local currencies supported a cur-
rency appreciation. Capital inflows to
Romania were driven up by the ex-
pected deregulation of financial ac-
count transactions effected in mid-
April 2005, which permitted foreign-
ers to hold short-term leu deposits.
Part of the speculative capital seems
to have reached the foreign exchange
market even before the implementa-
tion of the deregulation. Banca Nat,io-
nalaø a Roma�niei announced that it had
prepared measures in coordination
with the European Commission to
counteract an undesirable additional
currency appreciation after the deregu-
lation. Between late 2003 and August/
September 2004, yield spreads wid-
ened over the euro area in the Czech
Republic and Poland as well, thus stim-
ulating portfolio capital inflows into
these countries. Thereafter, the yield
spreads narrowed rapidly again and
had even dropped below the level of
end-2003 by end-2004.

The upward pressure on domestic
currencies is in part also attributable
to the increasing volume of foreign cur-
rency loans extended to domestic com-
panies and households in several coun-
tries (Bulgaria, Hungary, Romania,
Slovakia and Slovenia), as borrowers
exchange the proceeds from these for-
eign currency loans for national cur-
rency.

In 2004 and also in early 2005, Na«r-
odna« banka Slovenska and Banca Nat,io-
nalaø a Roma�niei intervened on the for-
eign exchange market by purchasing
large volumes of foreign currencies to
counter the appreciation pressure.
The Romanian central bank�s massive
intervention in mid-February 2005
seems to have contributed to the stabi-
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lization of the leu which had been ap-
preciating strongly before. Since the
beginning of 2004, Hrvatska narodna
banka has purchased euro from com-
mercial banks as well. Ćeska« na«rodnı«
banka sold smaller euro amounts in
the Czech foreign exchange market
every month despite the koruna�s
appreciation tendency. After entering
ERM II, Banka Slovenije intervened
with small amounts in the foreign ex-
change market in order to signal to
market participants that the policy of
gradual currency depreciation had
stopped.

In addition, Na«rodna« banka Sloven-
ska and Banca Nat,ionalaø a Roma�niei fo-
cused their interest rate policies on eas-
ing the upward pressure on their cur-
rencies: Na«rodna« banka Slovenska cut
its key interest rate in several steps by
a total of 200 basis points in 2004 and
by another 100 basis points in February
2005 to the current level of 3.0%. The
Romanian central bank also trimmed
its key interest rate from 21.25% in
mid-2004 to 14.5% in March 2005. In
both countries, interest rate cuts coin-
cided with a sharp decline in inflation,
which dropped from 9.3% in Decem-
ber 2003 to 2.6% in February 2005 in
Slovakia and from 14.1% in December
2003 to 8.9% in February 2005 in Ro-
mania. In Hungary, the central bank�s
decision to cut interest rates by a total
of 425 basis points between February
2004 and March 2005 was above all
based on the unexpectedly pro-
nounced reduction in inflation (from
5.6% in December 2003 and 7.8% in
May 2004 to 3.4% in February 2005).
Moreover, this interest rate reduction
was in line with the exchange rate pol-
icy, in particular as the exchange rate
has continuously firmed up since mid-
2004 and has approached the strong
end of the +/—15% currency band
since early 2005. Considerations of cur-

rency strength also played a role in the
interest rate cuts by Ćeska« na«rodnı«
banka in January and March 2005 and
by the Monetary Policy Council in Po-
land at the end of March 2005.

All in all, the present currency
strength has a favorable effect on the
decline in inflation in the countries un-
der review. However, currency appre-
ciation in real terms might have a neg-
ative impact on competitiveness, cur-
rent accounts and, consequently, on
economic growth. Whenever cur-
rency appreciations coincided with a
rise in foreign debt (e.g. portfolio net
investment in local currency-denomi-
nated debt securities), the sustainabil-
ity of such a development remains
questionable. In this context, the risk
of a rapid reversal of portfolio capital
accumulated over an extended period
of time is a critical issue, particularly
when interest rates are increasing more
strongly in the U.S.A. or in the euro
area. The rising proportion of foreign
currency loans to domestic borrowers,
and the consequent increase in banks�
indirect foreign exchange risk, needs
to be monitored continuously as well.

Yield Spreads of Local Currency-
Denominated Government Bonds
Drop against Euro Area Benchmark
Bonds

In the Czech Republic, Hungary and Po-
land, the yield spreads of ten-year gov-
ernment bonds denominated in na-
tional currencies widened against euro
area benchmark bonds up until the
third quarter of 2004. According to
the harmonized long-term interest
rate statistics for the convergence as-
sessment, yield spreads expanded by
up to 80 basis points between Decem-
ber 2003 and August/September 2004,
coming to 90 basis points in the Czech
Republic, to 320 in Hungary and to
450 in Poland. In contrast, the spreads
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of Slovakian government bonds re-
mained largely unchanged over the
same period at between 70 to 100 basis
points. Thereafter, bond spreads
started to clearly drop in all four mar-
kets and continued to fall until early
March 2005, when international in-
vestors withdrew from higher-risk fi-
nancial assets and bond spreads again
widened moderately.

Since the end of 2003, the develop-
ment of yield spreads in the Czech Re-
public, Poland and Hungary has been
closely linked to the development of
the countries� inflation differentials
vis-a‘-vis the euro area. In the Czech
Republic and in Poland, the inflation
differential went up until August/Sep-
tember 2004, reaching 0.8 and 2.6 per-
centage points, respectively, whereas
Hungary recorded a peak level of 5.4
percentage points as early as May
2004. Hence, the country had re-
corded a further substantial widening
of yield spreads already in the first
quarter of 2004, which was reversed
until mid-April. The increase in the
inflation differential in these countries
was attributable to rising international
energy prices, whose impact was
stronger in the new EU Member States
than in the euro area, and to adjust-
ments of indirect taxes and of
regulated prices in the course of EU
accession.

Although the inflation differential
in Hungary had already begun to de-
crease in June 2004, the yield spread
of Hungarian government bonds wid-
ened again, in parallel to yield spreads
of Czech and Polish government bonds,
until August/September 2004. Since
September 2004, inflation differentials
against the euro area have decreased
considerably in all three countries. In
the Czech Republic and in Poland,
the inflation differential contracted by
1 to 1.5 percentage points until Febru-

ary 2005 and yield spreads narrowed
by approximately 100 basis points to
0 and 210 basis points, respectively.
In Hungary, the inflation differential
had fallen by 3 percentage points by
February 2005. However, the yield
spread narrowed only by 120 basis
points, possibly owing to the different
market perceptions of fiscal policy in
these countries. In January and Febru-
ary 2005, the inflation rate in the
Czech Republic was again below the
euro area level, whereas in February
2005 it was approximately 1.5 percent-
age points above the euro area level in
Hungary and Poland. Since end-2003,
the Slovak inflation differential has con-
tinually decreased from a very high
level (approximately 7.5 percentage
points) to only 0.6 percentage points
in February 2005.

In response to the (expected) rise
in inflation, Czech and Polish yield
spreads had already augmented in the
first half of 2004, even before Ćeska«
na«rodnı« banka and Narodowy Bank
Polski reacted to the rise in inflation
by raising key interest rates in the
summer of 2004 — a move which, in
turn, was followed by a further widen-
ing of yield spreads. Analogously,
narrowing spreads anticipated the
contraction of inflation differentials
and the central banks� subsequent key
interest rate cuts.

In 2004, budgetary developments
in the Czech Republic, Poland and Slo-
vakia were favorable for bond markets.
The Czech Republic and Slovakia man-
aged to reduce their deficits to 3.0%
and 3.3% of GDP year on year, respec-
tively, while Poland�s deficit went up
from 6.2% of GDP in 2003 to 6.8%
in 2004 (including pension reform
costs for both years), primarily as a re-
sult of EU accession. In all three coun-
tries, however, the deficit was clearly
lower than announced in the conver-

20 Financial Stability Report 9�

International Environment Increasingly Fraught with Risk



gence programs of May and December
2004 or expected by the European
Commission�s Autumn Forecast for
2004. In contrast, the budget outturn
in Hungary was again disappointing:
While the budget deficit came down
from 7.1% of GDP (after data revision)
in 2003 to 5.4% in 2004 (again includ-
ing pension reform costs), deficit data
for 2003 had to be revised upward by
almost one percentage point even
against the December 2004 conver-
gence program. Moreover, even
though the deficit for 2004 corre-
sponded to the target value laid down
in the December 2004 convergence
program, it was clearly above the tar-
get value of 4.6% specified in the con-
vergence program of May 2004. In ad-
dition, in January 2005 the Ecofin
Council found that Hungary had taken
no effective action in response to the
Council recommendation of July
2004 to reduce its excessive deficit.

In March 2005, the Council issued an-
other recommendation, inviting Hun-
gary to take measures with a view to re-
ducing the deficit by July 2005. In their
updated convergence programs of De-
cember 2004, all four countries pro-
vided for a continuous reduction of
their budget deficits over the next
few years. In the Czech Republic and
Slovakia, the results for 2004 were
not only below the initial levels origi-
nally assumed for 2004 but also below
the (even lower) target values for 2005.
It is still unclear whether the deficit tar-
gets for 2005 to 2008 will be revised
downward in view of the unexpectedly
low deficits recorded in 2004 (with the
exception of Hungary).

Between May 2004 and February
2005, market anticipations of the date
for the introduction of the euro in
Hungary moved from 2009 to 2010,
thus drawing level with the dates ex-
pected for Poland and the Czech Re-
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public. The EU decision to increasingly
— over the next five years — include the
net budgetary costs resulting from pen-
sion reforms already under way in cal-
culating the deficit used in the exces-

sive deficit procedure might lead to a
more rapid launch of fiscal consoli-
dation measures and thus change
expectations of the date of euro intro-
duction.
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