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Editorial

Dear reader,

After the historically unique enlargement round had been completed in May
2004, the second half of 2004 was not a period to sit back and rest on one’s
laurels. Quite to the contrary. The Brussels European Council meeting on
December 16 and 17, 2004, took several important decisions paving the way
for future enlargement rounds.

A number of milestones were reached during the Dutch Council Presidency
in the second half of 2004. In a historic move, the heads of state or government
decided at the European Council of December 16 and 17, 2004, to open acces-
sion negotiations with Turkey. Negotiations are to begin on October 3, 2005,
on condition that by then Turkey formally recognizes the Republic of Cyprus
and that it sustains the reform process. Moreover, the heads of state or govern-
ment agreed to open accession negotiations with Croatia, which are anticipated
to start on March 17, 2005. At the same European Council meeting, accession
negotiations were closed with Bulgaria and Romania; the accession treaty is to
be signed in April 2005.

In keeping with the above-cited decisions of EU bodies, this new issue of
Focus on European Economic Integration reflects the geographical shift of
our economic analyses even more than the last issue. In fact, every contribution
deals with Southeastern Europe in some respect. Hence, we have designated
a special focus for this issue: Monetary Policy in Southeastern Europe is the
overarching theme.

The first contribution, by Sandra Dvorsky, entitled “Central Bank Independ-
ence in Southeastern Europe with a View to Future EU Accession,” definitely
addresses a crucial topic, as central bank independence is not simply a stand-
alone value. As history has so incisively shown in numerous countries, central
bank independence is a necessary precondition for a sound macroeconomic
development and the establishment of a stable financial system. The paper
provides a qualitative overview on current central bank legislation in Albania,
Bosnia and Herzegovina, Bulgaria, Croatia, Macedonia, Romania, and Serbia
and Montenegro, and assesses the degree of central bank independence these
countries have attained, using the Maastricht Treaty requirements as a yardstick.
The paper concludes that the reviewed laws already comply with Treaty require-
ments in some areas, while a considerable number of weaknesses remain. With
a view to future EU accession, a further strengthening of both legal and actual
central bank independence will be necessary for the countries to fulfill the
requirements of the Maastricht Treaty.

The next three papers deal with exchange rate economics, highlighting that
Southeastern Europe (SEE) is facing a special challenge that requires countries
to strike a balance between giving enough room for catching-up while at the
same time stabilizing expectations and bringing high inflation rates down.

The paper “Equilibrium Exchange Rates in Southeastern Europe Russia,
Ukraine and Turkey: Healthy or (Dutch) Diseased?” by Balazs Egert is a first
attempt to analyze the region’s exchange rate challenges. In line with his pre-
vious work on new EU Member States, Egert investigates the equilibrium
exchange rates of three Southeastern European countries, namely Bulgaria,
Croatia and Romania, of two CIS economies, namely Russia and Ukraine,
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EDITORIAL

and of Turkey. The paper presents a systematic approach to assessing the equi-
librium exchange rate at different time horizons in combination with a careful
analysis of country-specific factors. The deviation from absolute purchasing
power parity and from the real exchange rate, which is given by relative pro-
ductivity levels, is investigated. For Russia, a first look is taken at the Dutch
discase phenomenon as a possible driving force behind equilibrium exchange
rates. Finally, the author estimates a Behavioral Equilibrium Exchange Rate
(BEER) model that includes productivity and net foreign assets using both time
series and panel techniques.

Next, Stephan Barisitz offers an analytical overview of exchange rate
regimes and monetary policy frameworks in ten SEE countries or nonsovereign
territories, namely Albania, Bosnia and Herzegovina, Bulgaria, Croatia, Kosovo,
the Former Yugoslav Republic of Macedonia, Montenegro, Romania, Serbia and
Turkey, which pursue a broad range of different exchange rate regimes: Hard
pegs and nominal exchange rate anchors feature in four cases, managed floats
and money growth targeting in three cases, unilaterally euroized regimes in
two cases, and a managed float and real exchange rate anchor in one case.
The paper deals with the institutional importance as well as the unofficial role
of the euro in SEE. Furthermore, individual economic developments in recent
years and current monetary and exchange rate policies, instruments, issues and
outcomes are explored in more detail. The paper concludes with a brief outlook
focusing on the euro as a stable anchor and point of convergence.

A different approach is chosen by the following team of researchers: Jesus
Crespo-Cuaresma, Jarko Fidrmuc and Maria Antoinette Silgoner. In their paper
they deal with exchange rate challenges in the four candidate countries Bulgaria,
Croatia, Romania and Turkey. For the two countries with freely floating curren-
cies, i.e. Romania and Turkey, the authors evaluate possible exchange rate
misalignments based on a monetary model of exchange rate determination.
In the case of Bulgaria and Croatia, two countries with currency board and
narrow-band peg arrangements against the euro, possible exit strategies are
discussed. The preliminary outcome is that a continuation of their current
exchange rate regimes is likely to represent an optimal strategy for these coun-
tries for the time being,

Finally, Jarko Fidrmuc, together with Iikka Korhonen from the Bank of
Finland Institute for Economies in Transition (BOFIT), provides a “Meta-
Analysis of Business Cycle Correlations between the Euro Area, CEECs and
SEECs,” asking “What Do We Know?” The authors review the literature on
business cycle correlation between the euro area, eight new EU Member States
and two Southeastern European candidate countries, namely Bulgaria and
Romania, which are expected to join the EU in 2007. The meta-analysis sug-
gests that several new Member States have already achieved a comparably high
degree of synchronization with the euro area business cycle. The authors also
find that estimation methodologies can have a significant effect on correlation
coefficients. Finally, they show that Bulgaria and Romania also display a lower
but still positive correlation of business cycles with Europe, although these
countries have been increasingly disregarded in most recent publications.

Following the comprehensive presentation of this issue’s special focus, we
come to a summary of the Conference on European Economic Integration,
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EDITORIAL

which took place at the end of November 2004 and attracted some of Europe’s
most prominent central bankers: the President of the European Central Bank,
Jean-Claude Trichet, and the President of the Deutsche Bundesbank, Axel
Weber. Moreover, the conference speakers included leading experts on SEE,
such as Erhard Busek, Special Coordinator of the Stability Pact for South East-
ern Europe. These and other well-known speakers contributed to the confer-
ence entitled “South Eastern EUROPEAN Challenges and Prospects,” which
offered participants a broad range of information, highlighted the challenges
for the region and discussed how to overcome the manifold remaining prob-
lems. The conference provided food for thought, showing similarities with for-
mer catching-up processes and EU enlargement rounds, but also huge differen-
ces. Still, the detected problems do not seem to be unsolvable. As always, the
conference fulfilled another quite important task: It brought together experts
from different countries and different fields, and laid the basis for an even better
understanding in the future. All of you who were not able to participate in our
conference may find the papers — and further CEEC-related information — on
our website at ceec.oenb.at. In addition, papers and contributions will be pro-
vided in a conference volume to be published by Edward Elgar.

If you have further comments or are looking to exchange ideas, please do
not hesitate to contact us at
Oesterreichische Nationalbank
Foreign Research Division
PO Box 61
AT 1011 Vienna

You may also fax your comments to (43-1) 404 20-5299 or mail them to
doris.ritzberger—gruenWa]d@oenb.at, Head of the Foreign Research Division.

Klaus Liebscher
Governor
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RECENT ECONOMIC DEVELOPMENTS



Stephan Barisitz,
Jarko Fidrmuc,
Antje Hildebrandt,
Silvia Kirova,
Tamads Magel,
Thomas Reininger,
Zoltan Walko

Developments in Selected Countries

1 Introduction
In the first three quarters of 2004, economic growth in the new EU Member
States in Central Europe (the Czech Republic, Hungary, Poland, Slovakia,
Slovenia) ranged from 3.7% year on year in the Czech Republic to 5.9% year
on year in Poland. In these five countries, the weighted average growth rate of
4.9% was again clearly higher than the average growth rate in the ecuro area
(1.9%). By contrast, Bulgaria, Romania and Russia outperformed most or all of
these five new Member States with growth rates of 5.8%, 8.1% and 7.0%, respec-
tively, while Croatia lagged behind most of them with a growth rate of 3.9%.
Compared to the full year 2003, most countries posted higher GDP growth.
In the Central European new Member States, the growth acceleration of 1.4
percentage points was equal to that in the euro area. Poland and Slovenia
showed the strongest acceleration within this group, with 2.2 and 2.0 percent-
age points, respectively. However, Romania posted the largest rise in GDP
growth among all the countries under study (3.2 percentage points). Only three
countries, i.e. the Czech Republic, Croatia and Russia (the latter from a high
starting level, though), had slightly lower growth rates than in 2003.

Table 1

Gross Domestic Product (Real)

1999 2000 2001 2002 2003 Q12004 Q22004

Annual change in %

Czech Republic 1.2 39 2.6 1.5 37 35 39
Hungary 42 52 38 35 30 4.3 42
Poland 4.0 4.0 1.0 14 38 6.9 6.1
Slovakia 15 2.0 38 4.6 4.5 54 55
Slovenia 56 39 27 33 2.5 39 4.7

Bulgaria 24 54 4.1 49 43 53 6.0
Croatia -09 29 44 52 43 4.2 3.8
Romania —-1.2 2.1 57 50 49 6.1 7.0

Russia 6.3 9.0 5.1 4.7 7.3 7.5 7.3

Source: Eurostat, national statistical offices, wiiw.

Looking at growth dynamics from the demand side, country groups may be
distinguished according to patterns of change (compared to 2003) observed in
domestic and net foreign demand’s contribution to overall GDP growth.

— Despite a considerably larger contribution by domestic demand than in
2003, GDP growth in Russia decreased slightly, because the contribution
of net exports switched from positive to negative.

— In the other two countries that experienced a slight slowdown in GDP
growth, i.e. the Czech Republic and Croatia, the contribution of net
exports was less negative than in 2003, but this was more than offset by
a reduction in the positive contribution of domestic demand, implying a
more balanced growth structure.

— The negative contribution of net exports was also less pronounced in
Bulgaria, Hungary and Slovenia, where GDP growth accelerated. In Bulgaria,
the positive contribution of domestic demand declined. This decline, how-
ever, did not offset the growth-enhancing change in the contribution of net
exports. In Hungary and Slovenia, the contribution of domestic demand
remained nearly unchanged. Thus, in parallel to growth acceleration, the
growth structure for these three countries was more balanced as well.

10 ceec.oenb.at
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— Finally, in Poland, Slovakia and Romania, the contribution of net exports
was less positive (Poland), eroded to zero (Slovakia) or remained negative
at the same level (Romania), while the simultaneous increase in the positive
contribution of domestic demand led to an acceleration of GDP growth.
In all those countries (with the exception of Russia) where the contribution

of domestic demand increased, i.e. Poland, Slovakia and Romania, growth of

gross fixed capital formation accelerated to a larger extent than consumption
growth. Moreover, in Hungary, where the contribution of domestic demand
was nearly unchanged, and in the Czech Republic, where it declined, growth
of gross fixed capital formation accelerated significantly, too, while consump-
tion growth declined. In Bulgaria, where the contribution of domestic demand
declined, growth of fixed capital formation decelerated to a smaller extent than
consumption growth. Thus, for most countries a relative shift from consump-
tion to investment growth can be observed for 2004. The exceptions are

Slovenia, where both consumption and investment growth increased slightly,

and Croatia and Russia, where gross fixed capital formation growth decreased

(substantially in Croatia and moderately in Russia) from high levels, while con-

sumption growth was nearly unchanged (Croatia) or increased (Russia).

The fact that in most countries the contribution of net exports to growth
was less negative or less positive than in 2003 means that the dynamic of change
in net exports was generally lower and the levels of external balance or imbal-
ance tended to change to a lesser extent than before. The exceptions are
Romania, where the negative contribution was unchanged, and Russia, where
both the direction and the size of the contribution of net exports changed, from
moderately positive to more considerably negative. In all those countries (with
the exception of Croatia) where the contribution of net exports was less neg-
ative or unchanged, this was based on export growth acceleration, while import
growth accelerated less or, in some cases, decelerated. Even among the three
countries where the contribution of net exports was less positive or turned neg-
ative (Poland, Slovakia, Russia), there was one country, namely Poland, where
export growth accelerated, too.

The level of net exports’ contribution achieved in the first three quarters of
2004 as a result of the above-mentioned changes was positive only in Poland,
while it was most negative in Bulgaria (despite its significant reduction), in
Romania and in Russia. Thus, in Poland there was an improvement in the level
of real net exports (decreasing deficit), as opposed to a significant further dete-
rioration in the level of real net exports in Bulgaria and Romania, where the
deficit increased, and a moderate deterioration in Russia, where the surplus
decreased. It is worth noting that the most negative contribution of net exports
can be found precisely in those three countries (apart from Poland) where GDP
was highest, i.e. Bulgaria, Romania and Russia. Indeed, in these countries the
contribution of domestic demand was very high, ranging from 9.0 to 11.0 per-
centage points, which implies a significantly imbalanced growth structure.

The changes in the level of real net exports are generally also reflected in the
balance of goods and services in the balance of payments statistics, albeit to a
lesser extent (in nominal terms, as percentage points of GDP), with Poland
showing an improvement, and Bulgaria and Romania a further deterioration
of this balance in the first three quarters of 2004 compared to the same period
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DEVELOPMENTS IN SELECTED COUNTRIES

in 2003. However, in the case of Russia, the deterioration in real terms is not
reflected, as the nominal balance has further improved, which may be explained
by the high price level of important export goods,1

Finally, taking a look at the level of the balance of goods and services (in
percentage points of GDP) in the first three quarters of 2004, Bulgaria and
Romania showed the highest deficit levels, reaching 6.6% and 8.6%, respec-
tively. Russia and Slovenia, by contrast, recorded a surplus which reached the
impressive level of 12.4% in Russia and came close to balance in Slovenia. In
Bulgaria and Romania, other subbalances led to a lower deficit in the current
account balance than implied by the balance of goods and services alone
(40% and 5.9% of GDP, respectively), while in the Czech Republic and
Hungary the negative income balance increased the deficit from —0.2% and
—3.2% of GDP, respectively, in the balance of goods and services to —5.5%
and —9.1%, respectively, in the current account balance.

Price developments have been quite heterogenecous throughout the region.
Among the new Member States in Central Europe, inflation rates (as measured
by year-on-year changes of consumer prices in the third quarter of 2004)
ranged from 3.0% in the Czech Republic to 7.0% in Hungary and 7.2% in
the Slovak Republic. Of all the countries under study, Croatia had the lowest
inflation rate (1.9%), while Romania (11.9%) and Russia (11.0%) were the only
countries with double-digit inflation.

There were strong upward pressures on prices in 2004. In addition to rising
international energy prices, hikes in indirect tax rates and adjustments of agri-
cultural prices in the new Member States related to EU accession put upward
pressure on prices. Moreover, in some countries, there was a delayed infla-
tionary effect of the nominal depreciation that had taken place up to the first
quarter. In Bulgaria, the rise in international energy prices was exacerbated
by adjustments to regulated energy prices. Food prices also sharply increased
in the country, partly as a result of drought damages. While the subindices of
the HICP (Harmonised Index of Consumer Prices) indicate that demand
side-driven inflationary pressure has played a limited role in the new Member
States, it seems that demand-side pull effects as well as strong credit expansion
and — in Russia — increases in net foreign assets have contributed to overall
inflation in Bulgaria, Romania and Russia to a larger extent.

Compared to the annual average inflation in 2003, there was a significant
inflation acceleration in four out of the nine countries under review (the Czech
Republic, Hungary, Poland, Bulgaria). However, despite the upward pressures
on prices, inflation went down in four countries (Slovakia, Slovenia, Romania,
Russia). In Slovakia, the relatively low level of core inflation (about 2%) pulled
down headline inflation, which was influenced by hikes in administered prices
and tax changes. Moreover, the favorable base effect (due to sizeable hikes in
administered prices in 2003) and the activities of retail trade companies helped
to more than offset the upward pressures. Inflation also declined in Slovenia,

I For other countries, there are deviations, too. The Czech Republic and Hungary posted a moderately negative contribution (yrnet
exports, but their balance Qfgoads and services actua/l)f improved. In Slovakia, the contribution qfnet exports was close to zero,

bllt the bﬂIHHCC quOOdS (IHd services dCECI'I‘OTGthA
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DEVELOPMENTS IN SELECTED COUNTRIES

on the back of lower unit labor cost advances, which resulted from the gradual
de-indexation of the economy.

The inflation rates in October and November generally signal disinflation in
most countries, except Russia. In particular, the Czech Republic, Hungary and
Poland as well as Bulgaria seem to have already passed the inflation peak. In
Romania, single-digit inflation could be reached for the first time since the start
of the transition process.

Table 2

Consumer Price Index (here: HICP)

2000 2001 2002 2003 Q12004 Q22004 Q32004

Annual change in %
Czech Republic 39 4.5 14 —0.1 2.0 25 30
Hungary 100 9.1 52 4.7 6.8 74 7.0
Poland 101 53 19 0.7 1.8 34 4.7
Slovakia 122 72 35 8.5 8.2 8.0 7.2
Slovenia 8.9 8.6 7.5 5.7 37 3.8 36
Bulgaria 103 74 58 23 6.4 6.7 6.8
Croatia’ 64 50 17 18 1.9 23 19
Romania' 45.7 345 225 153 136 123 119
Russia' 20.8 21.6 16.0 136 108 103 111

Source: Eurostat, national statistical offices, wiiw.
T CPl.

As far as the quality of sovereign long-term foreign currency debt is concerned,
both Moody’s and Standard & Poor’s continue to award Slovenia the highest
rating among the countries discussed in this contribution. The Czech Republic
and Hungary share the second-highest rating by both agencies. Moreover, in
December, Standard & Poor’s upgraded its rating for Slovakia to be equal to that
of the Czech Republic and Hungary. Moody’s still ranks Poland third, closely
followed by Slovakia, whose outlook, however, was described as positive in
October. At present, both agencies rank Croatia right after the new Member
States and higher than Bulgaria and Romania, since Standard & Poor’s upgraded
the rating for Croatia in December. However, both Bulgaria and Romania could
improve their ratings in recent months as well; Moody’s upgraded the former
in November and Standard & Poor’s upgraded the latter in September.

Table 3
Ratings of Sovereign Long-Term

Foreign Currency-Denominated Debt

Currency Moody’s Standard & Poor’s
Former rating Last change Current rating Former rating Last change Current rating

CzK Baal 12.11.02 Al A 05.11.98 A—
HUF A3 12.11.02 Al BBB+ 19.12.00 A—
PLN Baal 12.11.02 A2 BBB 15.05.00 BBB+
SKK Baa3 12.11.02 A3 BBB+ 13.12.04 A—
SIT A2 12.11.02 Aa3 A+ 13.05.04 AA—
BGN Ba2 17.11.04 Ba1 BB+ 24.06.04 BBB—
HRK . 27.01.97 Baa3 BBB— 22.12.04 BBB
ROL B1 11.12.03 Ba3 BB 14.09.04 BB+
RUB Ba2 08.10.03 Baa3 BB 27.01.04 BB+

Source: Bloomberg.
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2 Czech Republic: Economic Growth Gains Momentum
Real GDP growth was 3.7% year on year in the first nine months of 2004, much
like growth in the full year 2003 (3.7%). However, the similar growth rates
mask considerable changes in the structure of growth. In particular, in the first
three quarters of 2004, private consumption growth decreased to only 2.7%
year on year (after 4.9% in the full year 2003) and public consumption even
declined by 2.6% (after rising by 4.2% in 2003). On the other hand, the growth
rate of gross fixed capital formation accelerated steadily from the last quarter of
2002, coming to about 10% in the first three quarters of 2004 after 4.8% in
2003. With export growth of 19.8% exceeding import growth of 19% year
on year in the first three quarters of 2004, the deterioration of real net exports
slowed down, implying a smaller negative contribution of net exports to GDP
growth of 1.5 percentage points (against 3 percentage points in 2003). In the
second quarter of 2004, both real export growth and real import growth
jumped to about 26% (from 10.4% and 11.3%, respectively, in the first quarter
of 2004) and decreasing only moderately to 22.7% and 19.3%, respectively, in
the third quarter of 2004. The higher level of export and import growth may be
traced partly to the effects of EU accession.

Table 4

Gross Domestic Product and Its Demand Components

1999 2000 2001 2002 2003 Q12004 Q22004
Real year-on-year change in %
Gross domestic product 1.2 39 2.6 15 37 35 39
Private consumption 2.1 29 2.6 28 4.9 34 2.6
Public consumption 54 02 3.8 4.5 42 —-1.3 -0.8
Gross fixed capital formation —35 4.9 54 34 4.8 9.3 105
Exports of goods and services 5.7 16.8 11.8 2.7 55 104 260
Imports of goods and services 5.0 16.2 129 49 8.1 11.3 258
Contribution to GDP growth in percentage points
Domestic demand 11 4.6 4.4 37 3.8 4.7 49
Exports 36 111 8.7 22 4.5 8.7 210
Net exports 0.1 —-0.7 -1.8 —22 -30 —1.8 —29

Source: Eurostat, OeNB.

After outstanding growth of industrial production in the second quarter of
2004 (+12.6%), the growth rate came down to 8.8% in the third quarter of
2004, which was partly due to the slightly lower export growth. After an annual
decline of industrial employment since the end of 2001, industrial employment
increased by 0.5% year on year in the second quarter of 2004 and 1.0% year on
year in the third quarter. However, in the second quarter of 2004, the total
unemployment rate (ILO definition) was again higher than in the same period
of the previous year, coming to 8.2% against 7.5%. For the third quarter, some
improvement in the labor market compared to the same period of 2003 is evi-
dent in the registered unemployment rate. Despite slightly higher nominal wage
growth, nominal industrial unit wage costs continued to fall in year-on-year
terms in the first three quarters of 2004 (—1.7%). However, inflation of indus-
trial producer prices rose to 4.9% year on year in that period, from —0.4% in
2003, inter alia because of higher oil prices and the Czech koruna’s depreciation
against the euro by 2% from September 2003 to March 2004. After peaking in
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October at 8.6% year on year, industrial producer price inflation declined to
8.2% in November, supported by the Czech koruna’s renewed appreciation
by 5.4% against the euro from March to November. Following inflation (HICP)
of —0.1% in 2003 and of 1.0% in December 2003 (year on year), the inflation
rate accelerated to 3.2% in August 2004 and then decreased to 2.5% by Decem-
ber 2004. The harmonization of excise duties and VAT with EU law, the increase
in agricultural prices (partly related to EU accession), the growth in regulated
prices and the sharp increase in fuel prices were the major factors behind the
price development in 2004. The rise in VAT rates in May still affected price
increases at the end of 2004, especially in the service sector.

Table 5
Productivity, Wages, Prices, Exchange Rate and Key Interest Rate
1999 2000 2001 2002 2003 Q12004 Q22004
Year-on-year change of period average levels in %
Gross production of industry (real) —31 54 6.7 4.9 59 8.7 12.6
Labor productivity of industry (real) 3.6 9.1 6.1 6.8 79 9.0 12.0
Gross average wage of industry (nominal) 6.6 71 6.4 6.7 59 8.7 6.3
Unit labor cost of industry (nominal) 3.0 -1.8 0.3 —=01 -19 —0.2 —52
Producer price index (PPI) of industry 0.9 4.8 29 —05 —04 1.8 5.0
Consumer price index (here: HICP) 1.8 39 4.5 1.4 —0.1 20 2.5
Exchange rate (nominal):
CZK" per 1 EUR, + = EUR appreciation 2.3 =35 —4.3 —9.5 33 39 18
EUR per 1 CZK + = CZK appreciation —2.2 3.6 4.5 10.6 —32 —38 1.7
Period average levels
Unemployment rate (ILO definition, %) 8.8 8.9 8.2 7.3 7.8 8.7 8.2
Key interest rate per annum (%) 6.7 53 51 36 2.3 2.0 2.0
Exchange rate (nominal):
CZK" per 1 EUR 36.89 35.60 34.07 30.81 31.84 32.86 3202
EUR per 1 CZK 0.0271 | 00281 | 00294 | 00325 | 0.0314 | 00304 | 0.0312

Source: Bloomberg, Eurostat, national statistical office, national central bank, OeNB, wiiw.
! CZK: Czech koruna.

Although thg inflation pick-up was primarily supply side-driven, Ceska
narodni banka (CNB) decided to increase the key interest rate from 2.00% to
2.50% in the summer of 2004 in order to contain second-round effects. After
the real key interest rate (12-month moving average) had fallen continuously
from 1.4% in December 2003 to —1.1% in August 2004, it came to —0.4% in
November 2004.> While the decline of real interest rates eased monetary con-
ditions, the real appreciation by 2.5% (CPI-deflated) and 6.7% (PPI-deflated)
during the 12-month period up to November had a tightening impact. The
increase in annual money growth in the first three quarters of 2004 was accom-
panied by a marked shift from contraction to expansion in lending to the cor-
porate sector, while household lending growth remained high and net general
government credit growth slowed sharply.

After the budget deficit had reached a record high of 12.6% of GDP in 2003
(as the government had to account fully for a partially realized one-off state
guarantee), the update of the government’s Convergence Program of December
2004 points to a deficit of 5.2% including two one-off operations and of about
4% excluding these operations in 2004 against a deficit of 5.3% expected in the

2 Ex post real key rate per annum as measured by the real (CPI-deflated) key rates per month compounded over the past 12 months.
The similarly measured PPI-deflated key rate per annum declined from 1.5% in December 2003 to —5.6% in November 2004.
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Table 6

Monetary Developments
1999 2000 2001 2002 2003 Q12004 Q22004

Nominal year-on-year change of the annual average stock in %

Broad money (including
foreign currency deposits) 8.9 6.5 10.8 71 52 8.8 11.5

Contributions to the nominal year-on-year change of broad money in percentage points

Net foreign assets

of the banking system 130 8.0 8.0 79 1.2 —26 34

Domestic credit (net)

of the banking system —32 11 0.2 —9.7 7.7 123 9.3

of which: claims on the private sector —38 =50 —56 —12.3 0.9 4.1 6.0
claims on households 0.1 0.3 1.1 1.7 33 4.0 4.2
claims on enterprises —4.0 =53 —6.7 —14.0 =25 0.1 1.8
net claims on the public sector 0.6 3.9 58 2.5 6.8 8.2 33

Other domestic assets (net)
of the banking system —09 —04 2.6 8.9 —37 —-09 —-13

Source: National central bank, OeNB.
Note: Data since 2003 according to ECB methodology.

May 2004 program. The Convergence Program expects the public debt-to-
GDP ratio to have risen from 37.8% at end-2003 to 38.6% (against 38.4% in
the May program) at end-2004. According to the Ecofin recommendation
under the excessive deficit procedure in July 2004, the Czech Republic should
take effective action to achieve the 2005 deficit target set in May and should
reach a deficit below 3% by 2007. In line with the national budget law, the
December program sets the deficit target for 2005 at 4.7% of GDP, much
like the target in the May program and the figure in the European Commission’s
autumn forecast. It expects the debt-to-GDP ratio to decline to 38.3% at
end-2005.

Table 7

Government Budget

1999 2000 2001 2002 2003 2004 2005

% of GDP
General government
Revenues 392 385 391 40.2 41.9 1.9 41.6
Expenditures 429 421 45.0 46.9 545 46.7 46.3
of which: interest payments 1.0 0.9 1.1 1.5 1.3 1.2 1.4
Balance —3.6 —37 —-59 —68 —126 —438 —47
Primary balance —26 —2.8 —4.8 —52 =113 —3.6 —33
Gross public debt 16.0 182 253 28.8 378 378 394

Source: European Commission.

In the first three quarters of 2004, the trade deficit amounted to 0.7% of
GDP, against a deficit of 1.9% in the same period of 2003. However, the current
account deficit in the first three quarters of 2004 was larger than the year
before, reaching 5.5% of GDP, up from 4.9% of GDP. The worsening of the
current account was caused by the development of the income balance (increas-
ing flows of repatriated and reinvested profits) as well as by the reduction of the
surplus in the transfer balance. In the same period, net foreign direct investment
(FDI) inflows remained unchanged on the previous year at a level of 4.7% of
GDP, covering 85% of the current account deficit. Upcoming privatization
projects are likely to ensure strong inflows of FDI in the near future. For
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Table 8

Balance of Payments

1999 2000 2001 2002 2003 H12003  H12004
EUR million
Merchandise exports 24,651 | 31,509 | 37271 | 40,713 | 43080 | 21355 | 25239
Merchandise exports:
year-on-year change in % 6.9 27.8 18.3 9.2 58 53 18.2
Merchandise imports 26448 | 34918 | 40,705 | 43,034 | 45250 | 21910 | 25567
Merchandise imports:
year-on-year change in % 4.1 320 16.6 57 5.1 4.3 16.7
Trade balance =1797 | —3409 | —3434 | —2322 | —2170 —555 —328
% of GDP —-32 —56 —-50 —-30 —27 —14 —-08
Services balance 1,130 1,536 1,706 706 416 239 249
Income balance
(factor services balance) —1265 | —=1490 | —2450 | —3,760 | —3,656 | —1286 | —1,792
Current transfers 552 403 524 934 487 171 135
Current account balance —1379 | —2960 | —3,653 | —4442 | —4923 | —1,432 | —1736
% of GDP —2.5 —4.9 —54 =57 —6.1 —36 —4.2
Direct investment flows (net) 5,879 5,356 6,121 8,870 2,094 1,691 1,792
% of GDP 10.6 89 9.0 1.3 2.6 4.2 4.3

Source: Eurostat, national central bank, OeNB.

example, the government plans to sell 51% of its stake in éesk}? Telecom (CT)
in 2005.

During the first three quarters of 2004, gross official reserves declined both
in absolute terms and in import months of goods and services (from 5.0 to 4.4).

Table 9

Gross Official Reserves and Gross External Debt

1999 2000 2001 2002 2003 Q22004
End of period, EUR million

14,158 ’ 16,400 ’ 22,614 ‘ 21,340 ‘ 21,784 ’

Gross official reserves (including gold) 12,771

Gross external debt 22,7651 232851 25368 1 25738 1 27599 | 28758
% of GDP'

Gross official reserves (including gold) 231 234 241 288 26.6 26.6

Gross external debt M1 385 373 328 344 351
Import months of goods and services

Gross official reserves (including gold) 481 421 420 s4l  sol 45|

Source: Eurostat, national central bank, OeNB, wiiw.
Q2 2004: As a percentage of rolling fourquarter GDP

3 Hungary: Strong Gross Fixed Capital Formation and
High External Deficit

Hungarian GDP grew by 4.1% year on year during the first nine months of 2004
(full-year 2003: 3.0%), with the growth rate gradually easing to 3.7% by the
third quarter. Domestic consumption grew by 2.8% during the January to Sep-
tember period, sharply down from 7.3% in 2003. The main reason for this
slowdown was the stagnation of real wages and employment. Although off
the highs seen in the first quarter of 2004, gross fixed capital formation
remained the domestic demand component that delivered the highest contribu-
tion to GDP growth in the first nine months of 2004, rising by 13.2% year on
year. Particularly strong investment growth marked the largest sectors: manu-
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facturing (26.6%), transport, storage and communications (26.4%) and real
estate, renting and business activities (20.3%). Although export and import
growth rates were roughly halved from the second to the third quarter, they
grew by 15.4% and 16.0% year on year, respectively, during the first nine
months. Thus, net exports deteriorated further, implying a negative contribu-
tion of 1.2 percentage points to the GDP growth rate during the first nine
months of 2004, which was less than the negative contribution of 2.6 percent-

age points in 2003.

Table 10

Gross Domestic Product and Its Demand Components

1999 2000 2001 2002 2003 Q12004 Q22004

Real year-on-year change in %
Gross domestic product 4.2 52 38 35 30 4.3 4.2
Private consumption 5.6 55 57 10.2 7.6 3.7 50
Public consumption 1.5 2.0 6.2 50 6.7 0.5 —-15
Gross fixed capital formation 59 77 50 8.0 34 189 10.0
Exports of goods and services 12.2 21.0 7.8 37 7.6 18.0 187
Imports of goods and services 133 194 5.1 6.2 104 16.7 204

Contribution to GDP growth in percentage points
Domestic demand 51 4.7 17 56 56 38 6.8
Exports 79 14.6 6.3 3.1 6.3 154 159
Net exports -10 0.5 2.1 =21 =26 0.4 —26

Source: Eurostat, OeNB.

The slowdown of economic activity impacted on the labor market. The
unemployment rate rose to 6.1% in the period from August to October 2004
from 5.6% in the same period of 2003. In the same period, the employment
rate dropped by 0.6 percentage point to 50.7%. Deteriorating labor market con-
ditions supported wage moderation in the private sector, where nominal gross
wage growth slowed down to 8.7% year on year in the third quarter of 2004
from 11.5% in the first quarter. Wage dynamics in the public sector were sig-
nificantly slower in September (3.3%), though they showed some acceleration
from the middle of the year.

In line with expectations, HICP inflation peaked in May 2004 at 7.8% year
on year. Since then price pressure has eased gradually, and the inflation rate
dropped to 5.7% in November. Disinflation has been supported by falling
import prices on the back of the strengthening of the currency and the moder-
ation of inflation expectations. Wage restraint in the private sector despite the
sharp rise in prices between mid-2003 and mid-2004 has also been beneficial, as
it implied a stagnation of CPI-deflated wages and, thereby, supported the weak-
ening of private consumption growth. Moreover, nominal unit wage costs in
industry even declined in year-on-year terms. The Hungarian central bank
(Magyar Nemzeti Bank, MNB) expects a sharp drop in inflation to below 5%
during the first quarter of 2005, when the effect of indirect tax increases at
the beginning of 2004 will drop out of the calculation. Thereafter, disinflation
is expected to slow down, mainly on the back of lower food and oil price infla-
tion, while core inflation will remain roughly unchanged. The MNB expects an
inflation rate of 4.4% in December 2005, which would be slightly above the
midpoint of the inflation target band of 4% +1 percentage point. According
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Table 11

Productivity, Wages, Prices, Exchange Rate and Key Interest Rate

1999 2000 2001 2002 2003 Q12004 Q22004
Year-on-year change of period average levels in %
Gross production of industry (real) 101 185 4.1 29 6.3 10.3 10.3
Labor productivity of industry (real) 51 17.0 5.6 4.7 8.4 12.8 123
Gross average wage of industry (nominal) 134 15.0 145 124 9.4 11.8 10.2
Unit labor cost of industry (nominal) 79 =17 8.4 74 1.0 —-09 —-1.9
Producer price index (PPI) of industry 50 114 5.7 =11 25 4.9 4.8
Consumer price index (here: HICP) 10.0 10.0 9.1 52 47 6.8 74
Exchange rate (nominal):
HUF" per 1 EUR, 4+ = EUR appreciation 52 29 -13 =53 43 6.7 0.5
EUR per 1 HUF, + = HUF appreciation —49 —28 1.4 5.6 —4.2 —63 —-05
Period average levels
Unemployment rate (ILO definition, %) 7.0 64 57 5.8 59 6.1 59
Key interest rate per annum (%) 15.2 11.5 111 9.1 8.6 12.5 11.8
Exchange rate (nominal):
HUF" per 1 EUR 25276 | 26007 | 25660 | 24295 | 25351 | 260.00 | 25216
EUR per 1 HUF 0.00396 10.00385 10.00390 10.00412 10.00394 10.00385 10.00397

Source: Bloomberg, Eurostat, national statistical office, national central bank, OeNB, wiiw.
! HUF: Hungarian forint.

to the MNB, inflation should fall further in 2006, to 3.9% in December, against
a target band of 3.5% +1 percentage point.

Encouraged by the easing of price pressures, the improvement in the struc-
ture of GDP growth and the strengthening of the currency during 2004 (+7.6%
year on year against the euro in nominal terms in December 2004), the MNB
cut interest rates by a total of 300 basis points from the beginning of 2004. At
the end of 2004, the policy rate stood at 9.5%. On the other hand, the large
current account deficit and the insufficient fiscal tightening in the course of
2004 have reduced the scope for monetary easing in the view of the MNB.
The expected decline in inflation and government promises for fiscal tightening
have led to general market expectations of further rate cuts at the beginning of

2005.

Table 12
Monetary Developments
1999 2000 2001 2002 2003 Q12004 Q22004

Nominal year-on-year change of the annual average stock in %

Broad money (including
foreign currency deposits) 174 177 16.3 10.1 142 123 114

Contributions to the nominal year-on-year change of broad money in percentage points

Net foreign assets

of the banking system 10.3 10.3 9.2 22 —-1.0 —05 —20

Domestic credit (net)

of the banking system 6.0 6.0 10.7 123 224 20.1 189

of which: claims on the private sector 88 16.2 17.2 154 187 259 24.0
claims on households 1.6 2.7 4.2 6.3 10.6 11.5 10.8
claims on enterprises 7.1 13.4 13.0 9.1 8.1 14.4 13.3
net claims on the public sector —27 —10.2 —6.5 —3.1 37 —58 =51

Other domestic assets (net)
of the banking system 11 —58 —3.6 —4.5 =72 —73 —54

Source: National central bank, OeNB.
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The government failed anew to deliver its fiscal promises in 2004, and the
budget deficit is estimated at around 5.1% to 5.3% of GDP, compared to the
original target of 3.8% in the 2003 Preaccession Economic Program, which
had been raised to 4.6% in the March 2004 fiscal notification. However, due
to a larger than expected surplus in December, the preliminary deficit matched
the government’s forecast of September 2004. In its recommendation of July
2004 under the excessive deficit procedure, the Ecofin Council invited the
Hungarian authorities to take effective action to reach the deficit targets laid
down in the Convergence Program of May 2004 (deficit reduction from
4.6% of GDP in 2004 to 4.1% in 2005 and 2.7% in 2008). By contrast, the Con-
vergence Program of December 2004 targets a deficit reduction to 4.7% in
2005, and also the targets for the remaining program horizon have been
adjusted upward. Thus, the Ecofin Council in January 2005 formally decided
that Hungary had taken no effective action in response to the Council recom-
mendation of July 5, 2004, within the period laid down in that recommenda-
tion. Moreover, both the MNB and the European Commission forecast a deficit
ratio for 2005 above the target ratio in the December 2004 program (5.5% and
5.2% of GDP, respectively). Apart from economic risk factors (e.g. higher inter-
est expenditures, lower VAT revenues, higher deficit outside the central govern-
ment), the political cycle (national and regional elections in 2006) may also
negatively affect fiscal developments.’

Table 13

Government Budget

1999 2000 2001 2002 2003 2004 2005

% of GDP
General government
Revenues . 0.0 44.3 434 43.6 0.0 42.5
Expenditures . 47.6 48.7 526 49.8 48.7 47.6
of which: interest payments . 5.6 4.8 4.1 . . .
Balance . -30 —44 -92 —6.2 —55 —=52
Primary balance . 26 04 =51 =21 =11 —1.2
Gross public debt 609 554 535 572 591 59.7 59.5

Source: European Commission.

The worsening trend in the current account has not ended yet. During the
first nine months of 2004 the deficit amounted to 9.1% of GDP, up from 8.8% in
the same period of 2003. While the trade balance improved year on year (by
1.9% of GDP), the deterioration on the other balances (services, incomes
and transfers) outweighed this effect. In part linked to EU transfers, the capital
account balance improved by 0.5% of GDP compared to the first nine months of
2003, leading to a modest improvement in the country’s overall external financ-
ing requirement (current plus capital account). Net FDI inflows intensified dur-
ing the first nine months of 2004 and covered nearly 40% of the current account
deficit.

3 All the deficit and debt figures in this paragraph are based on a classification which excludes the funded pension pillar from the
government sector. Classifying it as belonging to the government sector would imply a downward revision of the deficit and debt
figu[ex, with the dgﬁcit in 2004 and 2005 decreasing b)/ about 1.0 percentage point quDP.
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Table 14

Balance of Payments

1999 2000 2001 2002 2003 H12003  H12004
EUR million
Merchandise exports 24059 | 31,278 | 34697 | 36821 | 38161 | 18164 | 21296
Merchandise exports:
year-on-year change in % 14.3 30.0 10.9 6.1 3.6 —2.2 17.2
Merchandise imports 26102 | 34457 | 37193 | 39,024 | 41132 | 197737 | 22,327
Merchandise imports:
year-on-year change in % 14.8 320 7.9 4.9 54 24 13.1
Trade balance —2044 | —3180 | —2496 | —2203 | —2971 | —1573 | —1,031
% of GDP —4.5 —6.3 —4.3 —3.2 —4.1 —4.4 =27
Services balance 816 1,207 1,625 591 —170 4 —371
Income balance
(factor services balance) —2713 | =2,792 | —3192 | —3835 | —3,930 | —2,065 | —2,281
Current transfers 408 385 450 547 583 349 100
Current account balance —3531 | —4380 | —3613 | —4900 | —6488 | —3,285 | —3583
% of GDP —7.8 —87 —6.2 —7.1 -89 -9.3 —9.5
Direct investment flows (net) 2,872 2,334 3992 2,734 775 181 840
% of GDP 6.4 4.6 6.9 4.0 1.1 0.5 2.2

Source: Eurostat, national central bank, OeNB.

Nevertheless, the country’s net foreign debt continued to increase until
mid-2004 before falling back slightly to 31.7% of (rolling four-quarter) GDP
at the end of September 2004.

Table 15

Gross Official Reserves and Gross External Debt

1999 2000 2001 2002 2003 Q22004
End of period, EUR million

12,038 ’ 12,164 ’ 9,887 ‘ 10,108 ‘ 10,517 ’

Gross official reserves (excluding gold) 10,722

Gross external debt 29,231 32,572 | 37387 | 38559 | 46504 | 50,134
% of GDP'

Gross official reserves (excluding gold) 23.8 238 21.0 143 138 139

Gross external debt 64.9 64.4 64.5 559 63.5 66.3
Import months of goods and services

Gross official reserves (excluding gold) 431 370 34l 26l 251 24l

Source: Eurostat, national central bank, OeNB, wiiw.
Q2 2004: As a percentage of rolling fourquarter GDP

4 Poland: Strong Currency as a Challenge

GDP growth accelerated to 5.9% year on year in the first three quarters of
2004, against 3.8% in the full year 2003. However, annual growth decreased
from 6.9% in the first quarter to 4.8% in the third quarter. In the first three
quarters of 2004, private consumption grew at 3.7% year on year, only mod-
erately more strongly than in the full year 2003 (3.1%) and still clearly less
than GDP. The main contribution to the acceleration of GDP growth stemmed
from gross fixed capital formation, which expanded (at a rate of 3.8%) for the
first time after three years of contraction. At 16%, real export growth slightly
exceeded the high level of 2003, with the third quarter witnessing a remarkable
acceleration of annual growth to 20.4% from 11.3% in the second quarter.
However, real import growth accelerated even more strongly both in the first
three quarters of 2004 (compared to growth in 2003) and in the third quarter
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(compared to annual growth in the second quarter), while still remaining below
export growth. EU entry effects as well as more powerful foreign demand
(combined with the impact of export production on imports) increased export
and import growth. The fact that domestic demand speeded up faster than for-
cign demand explains why import growth exceeded export growth accelera-
tion. While net exports still improved further in the first three quarters of
2004, benefiting from the weaker average exchange rate level in year-on-year
terms, their contribution to GDP growth (0.8 percentage point) was smaller
than in 2003 (1.3 percentage points). In the third quarter, the contribution
of net exports was equal to zero, probably reflecting also the recent currency

appreciation.
Table 16

Gross Domestic Product and Its Demand Components

1999 2000 2001 2002 2003 Q12004 Q22004

Real year-on-year change in %
Gross domestic product 4.0 4.0 1.0 14 38 6.9 6.1
Private consumption 53 2.8 2.1 33 31 39 38
Public consumption 1.0 11 0.6 0.6 04 1.3 2.5
Gross fixed capital formation 9.2 2.7 —88 —58 —-09 35 36
Exports of goods and services —32 232 31 4.8 147 16.0 113
Imports of goods and services 11 15.6 =53 2.6 9.3 11.3 8.3

Contribution to GDP growth in percentage points
Domestic demand 54 —01 —-17 0.8 25 54 4.7
Exports —1.0 9.7 09 13 4.4 50 38
Net exports 14 4.2 2.7 0.5 1.3 1.3 09

Source: Eurostat, national statistical office, OeNB, wiiw.

Coming to 19.1%, the unemployment rate (ILO definition) was slightly
lower in the second quarter than a year earlier (19.4%). Similarly, the registered
unemployment rate decreased to 19.1% in the third quarter from 19.5% a year
carlier, reflecting stronger economic growth. Correspondingly, in the first three
quarters of 2004, labor shedding in industry nearly came to a halt (~0.5% year
on year) and labor productivity growth (15.6%) exceeded the slightly rising
nominal wage growth (5.3%) by far, implying an even more pronounced fall
in nominal industrial unit wage costs (8.9%) than in 2003. However, industrial
producer price inflation rose to 7.3% year on year in that period from 2.7% in
2003, inter alia because of higher oil prices and the zloty’s 10% depreciation
against the euro from August 2003 to February 2004. After a peak in May
(9.6% year on year), industrial producer price inflation fell to 6.7% in Novem-
ber, supported by the zloty’s reappreciation by 14% against the euro from Feb-
ruary to November. Inflation (HICP) rose from a low of 0.7% year on year in
August 2003 to 4.9% in August 2004. This was mainly a result of higher energy
prices and an increase in food prices (which was partly EU accession-related),
while the increase of other manufactured goods prices still remained nearly
negligible, despite the increase in industrial producer prices. By November
2004, HICP inflation had declined to 4.5% year on year. In an effort to contain
the surge of inflationary expectations and to achieve the target corridor of 1.5%
to 3.5%, the Monetary Policy Council raised the key interest rate (two-week
rate on central bank bills) by a total of 1.25 percentage points to 6.5% in three
steps between the end of June and the end of August, after it had stood at 5.25%
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Table 17

Productivity, Wages, Prices, Exchange Rate and Key Interest Rate

1999 2000 2001 2002 2003 Q12004 Q22004
Year-on-year change of period average levels in %
Gross production of industry (real) 4.7 7.8 0.6 1.4 8.6 18.7 16.6
Labor productivity of industry (real) 9.6 179 6.1 74 114 19.6 17.0
Gross average wage of industry (nominal) 341 109 69 37 30 6.6 4.8
Unit labor cost of industry (nominal) 22.3 —-59 0.8 —34 =75 =109 | —105
Producer price index (PPI) of industry 57 7.8 1.7 1.1 2.7 4.4 8.9
Consumer price index (here: HICP) 72 101 53 19 0.7 1.8 34
Exchange rate (nominal):
PLN" per 1 EUR, + = EUR appreciation 8.0 =52 —84 50 141 14.0 7.6
EUR per 1 PLN, + = PLN appreciation —74 55 9.2 —47 1 =124 1 —123 =71
Period average levels
Unemployment rate (ILO definition, %) . 16.1 183 199 196 20.7 1941
Key interest rate per annum (%) 137 179 16.0 8.8 5.6 53 53
Exchange rate (nominal):
PLN" per 1 EUR 4.23 4.01 3.67 3.85 4.40 4.78 4.69
EUR per 1 PLN 02365 | 02495 1 027251 025951 02274 1 02094 | 02133

Source: Bloomberg, Eurostat, national statistical office, national central bank, OeNB, wiiw.
T PLN: Polish Zloty.

for about a year. Taking into account the zloty’s strong appreciation, there were
no further interest rate hikes in 2004.

After the real key interest rate (12-month moving average) had fallen con-
tinuously from 4.3% in December 2003 to 0.5% in August 2004, it increased to
1.2% in November 2004.* While the decline of real interest rates eased mon-
etary conditions, the real appreciation by 10.8% (CPI-deflated) and 11.6% (PPI-
deflated) during the 12-month period up to November had a tightening effect.
In the first half of 2004, annual real money growth remained below GDP
growth. While lending to households made the largest contribution to money
growth, bank lending to enterprises stagnated in nominal terms and declined

Table 18
Monetary Developments
1999 2000 2001 2002 2003 Q12004 Q22004

Nominal year-on-year change of the annual average stock in %

Broad money (including
foreign currency deposits) 24.7 154 121 2.0 1.5 53 74

Contributions to the nominal year-on-year change of broad money in percentage points

Net foreign assets

of the banking system 7.8 7.0 4.5 0.9 0.0 2.8 53

Domestic credit (net)

of the banking system 251 135 72 71 52 6.2 4.6

of which: claims on the private sector 18.5 157 8.3 34 38 4.9 44
claims on households 6.2 7.0 4.2 28 25 39 4.7
claims on enterprises 12.3 87 4.1 0.5 1.3 1.0 —-0.2
net claims on the public sector 6.7 —2.1 —1.1 3.7 1.4 1.3 0.2

Other domestic assets (net) —83 —51 0.4 —6.0 —38 —37 —28

of the banking system

Source: National central bank, OeNB.

* Ex post real key rate per annum as measured by the real (CPI-deflated) key rates per month compounded over the past twelve
months. The similarly measured PPI-deflated key rate per annum declined from 2.1% in December 2003 to —3.8% in May,
before recovering to —0.9% by November.

Focus 2/04 AONB

ceec.oenb.at

23



DEVELOPMENTS IN SELECTED COUNTRIES

in real terms. Without the increase of net foreign assets real money would
have stagnated, and this increase stemmed only from the statistical effect of
the year-on-year depreciation of the zloty in that period.

The December 2004 update of the government’s convergence program
expects a deficit of 54% of GDP in 2004 (based on real GDP growth of
5.7%) against a deficit ratio of 5.7% anticipated in the May 2004 program (based
on assumed real GDP growth of 5.0%). A substantial part of the deficit
widening from 2003 to 2004 resulted from the fiscal impact of EU accession.
The December program expects the public debt-to-GDP ratio to have risen
from 45.4% at end-2003 to 45.9% (against 49.0% in the May program) at
end-2004. According to the Ecofin recommendation under the excessive deficit
procedure in July 2004, Poland should take effective action to achieve the 2005
deficit target set in May and reach a deficit of below 3% by 2007. In line with
the draft national budget, the December program sets the deficit target for
2005 at 3.9% of GDP against 4.2% in the May program and the European
Commission’s autumn forecast of 4.1%. It expects the debt-to-GDP ratio to rise

to 47.6% at end-2005.°

Table 19

Government Budget

1999 2000 2001 2002 2003 2004 2005

9 of GDP
General government
Revenues 44.9 42.5 438 439 437 45.6 457
Expenditures 47.0 442 477 481 47.6 513 499
of which: interest payments 20 2.1 30 29 31 31 31
Balance -14 =07 —38 —36 -39 =56 =41
Primary balance 0.6 14 —08 —-07 —0.8 -25 —-10
Gross public debt 40.1 36.8 367 411 454 477 49.8

Source: European Commission.

Corresponding to further improving real net exports, the deficit in the
goods and services balance in the balance of payments shrank further to 1.6%
of GDP in the first three quarters of 2004 from 2.7% a year earlier. This can
be attributed inter alia to the substantially weaker level of the real (unit wage
cost-deflated) exchange rate in the first three quarters of 2004, owing to both
the depreciation of the average nominal exchange rate by 6.5% year on year
(despite the appreciation since the end of February) and the nominal fall of
industrial unit wage costs by 9% year on year. The current account deficit,
which shrank in parallel, declining to 1.5% of GDP from 2.5% a year earlier,
was fully covered by net direct investment inflows at 1.6% of GDP.

Significant portfolio net inflows outpaced net other investment outflows and
led to an increase in gross official reserves. However, the rise in the ratio to
GDP (in percentage points) of both reserves and gross external debt in the first
half of 2004 was not only due to increased absolute levels; about half of the rise
was the result of the depreciation of the average nominal year-on-year exchange
rate in that period.

5 All deficit and debt figures in this paragraph are based on classifying the defined contribution pension schemes (open pension
funds) inside the government sector. According to Eurostat rulings in 2004, a rec]assy{ication has to be implemented by 2007,
which would imply an upward revision of the deficit and debt figures (permanent deficit increase by about 1.5 percentage points
of GDP).
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Table 20

Balance of Payments

1999 2000 2001 2002 2003 H1 2003 H1 2004

EUR million
Merchandise exports 28215 | 39,028 | 46487 | 49324 | 53813 | 25215 | 31392
Merchandise exports:
year-on-year change in % —-25 383 19.1 6.1 9.1 6.8 24.5
Merchandise imports 42,361 52,359 | 55075 | 57036 | 58890 | 27836 | 33,729
Merchandise imports:
year-on-year change in % 4.9 236 52 36 33 0.1 21.2
Trade balance —14146 |—=13331 | —8588 | —7,712 | —=5077 | —2,621 | —2337
% of GDP —92 —7.4 —4.1 —38 —27 —29 —26
Services balance 1,297 1,551 905 861 434 —76 380
Income balance
(factor services balance) —948 | —1,609 | —1585 | —1993 | —3191 | —1,793 | —1,718
Current transfers 2,078 2,595 3226 3434 3724 1,661 1,785
Current account balance —=11,719 |=10,794 | —6,042 | —5410 | —4110 | —2,829 | —1,890
% of GDP —7.6 —60 —-29 —-27 —22 —31 —21
Direct investment flows (net) 6,795 | 10,253 6,457 4,144 3,499 1,917 1,844
% of GDP 44 57 3.1 20 1.9 2.1 2.1
Source: Eurostat, national central bank, OeNB.

Table 21

Gross Official Reserves and Gross External Debt

1999 2000 2001 2002 2003 Q22004
End of period, EUR million

28,555 ‘ 29,031 ’ 27,367‘ 26,000‘ 28,871 ‘

Gross official reserves (excluding gold) 26,224

Gross external debt 65121 1 74671 1 814611 810451 83939 | 92607
% of GDP'

Gross official reserves (excluding gold) ~ 17.0 15.8 ’ 140 ’ 135 ‘ 140 | 158 ’

Gross external debt 42.2 41.3 393 40.0 45.4 506
Import months of goods and services

Gross official reserves (excluding gold) 64 55 | 54 | 49 | 46 | 46 |

Source: Eurostat, national central bank, OeNB, wiiw.
Q2 2004: As a percentage of rolling four-quarter GDP.

5 Slovak Republic: Positive Developments after the
Tax Reform

In the first three quarters of 2004 the Slovak economy boomed, with GDP
growth coming to 5.4% year on year, after 4.2% in the full year 2003. Foreign
demand was partially replaced by domestic demand, which may reflect first pos-
itive effects of the tax reform of January 2004. Private consumption grew by
3.2% (after a decline by 0.6% in 2003) and gross fixed capital formation con-
firmed the turnaround (+3.4%) after two years of decline. Public consumption
continued to grow moderately at 1.8%. Despite the revival of domestic
demand, real import growth (12.9%) was slightly lower than in 2003, as export
growth slowed down from the high rate of 22.5% in 2003 to 16.1% year on year
in the first half of 2004 and to 12.2% in the first three quarters of 2004. In the
third quarter, the year-on-year export growth was relatively low (5%), which
was mainly due to new production upgrades at Volkswagen Bratislava. However,
trade data according to customs statistics show a continuation of fast export
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growth after July, which indicates that the full-year figure should improve again.
In contrast to previous years, net exports deteriorated in the first three quarters
of 2004, implying a slightly negative contribution to annual GDP growth.

Table 22

Gross Domestic Product and Its Demand Components

1999 2000 2001 2002 2003 Q12004 Q22004

Real year-on-year change in %
Gross domestic product 1.5 2.0 38 4.6 4.5 54 55
Private consumption 32 —038 4.7 55 —06 31 29
Public consumption =71 1.6 4.6 49 2.7 —2.6 4.7
Gross fixed capital formation —196 —72 139 —06 —-15 0.9 35
Exports of goods and services 50 13.7 6.3 5.6 225 15.8 164
Imports of goods and services —6.7 10.5 11.0 55 136 12.0 17.0

Contribution to GDP growth in percentage points
Domestic demand —70 041 7.5 4.7 =21 1.8 55
Exports 33 9.4 4.8 43 177 13.8 14.8
Net exports 8.4 1.9 —37 —-01 6.5 35 0.0

Source: Eurostat, national statistical office, OeNB.

Despite high economic growth, the unemployment rate (ILO definition)
increased to 19.1% in the first half of 2004, from 17.8% a year earlier, and indus-
trial employment declined by 0.6% year on year. As a result, industrial labor
productivity growth increased to 6.7%, from 4.7% in 2003. While industrial
wage growth accelerated more strongly, reaching 9.5%, the implied further rise
of unit wage costs remained below producer price inflation. Higher wage
growth in combination with moderate disinflation led to a real wage growth
of 1.3% (after a decline in 2003) and supported private consumption.

Following the tax reform of January 2004, which inter alia comprised the
increase of lower VAT rates for some goods at the uniform level of 19%, and
owing to a further liberalization of administered prices, inflation (HICP)
declined only modestly from 9.3% in December 2003 to 8.3% year on year

Table 23
Productivity, Wages, Prices, Exchange Rate and Key Interest Rate
1999 2000 2001 2002 2003 Q12004 Q22004
Year-on-year change of period average levels in %
Gross production of industry (real) -20 8.3 7.6 6.7 55 6.5 57
Labor productivity of industry (real) 1.0 11.8 6.6 6.5 49 75 59
Gross average wage of industry (nominal) 79 9.1 10.2 73 73 10.8 8.3
Unit labor cost of industry (nominal) 6.8 —-24 34 0.7 2.3 31 22
Producer price index (PPI) of industry 39 108 6.5 20 8.3 29 2.8
Consumer price index (here: HICP) 104 122 72 35 8.5 8.2 8.0
Exchange rate (nominal):
SKK' per 1 EUR, + = EUR appreciation 1.7 —34 1.6 14 —28 -29 —28
EUR per 1 SKK, + = SKK appreciation —105 36 -1.6 1.4 29 30 29
Period average levels
Unemployment rate (ILO definition, %) 163 188 193 18.7 17.6 19.5 18.6
Key interest rate per annum (%) . . 8.8 79 6.4 59 50
Exchange rate (nominal):
SKK" per 1 EUR 4412 42.60 43.30 42.68 41.49 40.56 40.08
EUR per 1 SKK 0.0227 | 0.0235 1 00231 [ 00234 | 00241 | 0.0247 | 0.0250
Source: Bloomberg, Eurostat, national statistical office, national central bank, OeNB, wiiw.

! SKK: Slovak koruna.
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in July 2004. However, inflation went down to 6.0% in November, as inflation
expectations remained under control, indicated by the fact that core inflation
was relatively stable during the whole period, coming to 2.0% year on year
in November.

The monetary policy strategy of Narodna banka Slovenska (NBS) is based on
inflation and monetary indicators, but also takes account of exchange rate devel-
opments (managed floats). To contain the appreciation of the Slovak koruna
against the euro, the NBS cut the key interest rate (two-week repo tender limit
rate) four times (in March, April, June and November) by a total of 2.0 percent-
age points to 4.0%, and it intervened on the foreign exchange market. As a
result, the nominal appreciation against the euro could be limited to below
4% year on year in November, with the real (PPI-deflated) appreciation being
about 0.5 percentage point higher. In the first three quarters, real money
growth was slightly negative, as net foreign assets declined (partly owing to
the valuation effect of the appreciation) and the growth of lending to the cor-
porate sector decreased. By contrast, growth of both lending to households and
net government credit markedly accelerated.

Table 24
Monetary Developments
1999 2000 2001 2002 2003 Q12004 Q22004

Nominal year-on-year change of the annual average stock in %

Broad money (including
foreign currency deposits) 8.1 1441 127 8.7 55 44 2.5

Contributions to the nominal year-on-year change of broad money in percentage points

Net foreign assets

of the banking system —49 6.6 2.7 135 7.7 —38 —24

Domestic credit (net)

of the banking system 13.6 37 122 0.4 -19 13.8 109

of which: claims on the private sector 4.9 2.2 —139 —1.0 4.9 6.1 6.5
claims on households 1.7 20 1.2 1.4 22 35 4.0
claims on enterprises 3.2 02 —15.1 —2.3 2.7 2.6 2.5
net claims on the public sector 87 1.5 26.1 1.4 —6.7 7.7 44

Other domestic assets (net)
of the banking system —-05 38 —2.2 —52 —04 —57 —6.1

Source: National central bank, OeNB.
Note: Data after deduction of bad claims written off during bank consolidation.

In January 2004 a far-reaching tax reform was implemented, comprising the
introduction of a flat income tax rate at a uniform level of 19% and the unifi-
cation of the VAT rate at 19%. Simultaneously, the system of social benefits was
reformed. The December 2004 update of the government’s convergence pro-
gram expects a deficit of 3.8% of GDP in 2004 (based on real GDP growth of
5.0%) against a deficit ratio of 4.0% expected in the May 2004 program (based
on assumed real GDP growth of 4.1%). This fiscal performance, which was
better than expected, is attributable to tax revenues being above the target after
the tax reform. This is particularly true for personal and corporate income tax.
Budgetary expenditures, however, were roughly at the target level, largely due
to lower transfers to the EU budget than expected. The December program
expects the public debt-to-GDP ratio to have risen from 42.8% at end-2003
to 43.0% at end-2004 (against 45.1% in the May program). According to the
Ecofin recommendation under the excessive deficit procedure in July 2004,
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Slovakia should take effective action to achieve the 2005 deficit target set in May
and reach a deficit below 3% by 2007. In line with the national budget law, the
December program sets the deficit target for 2005 at 3.8% of GDP as compared
to 3.9% in the May program and the European Commission’s autumn forecast
of 4.0%. It expects the debt-to-GDP ratio to rise to 44.2% at end-2005.°

Table 25

Government Budget

1999 2000 2001 2002 2003 2004 2005

% of GDP
General government
Revenues 49.8 47.6 45.5 45.2 356 34.6 345
Expenditures 569 599 515 509 392 383 383
of which: interest payments 34 4.1 4.0 3.6 25 2.3 2.4
Balance =71 —-123 —60 =57 —37 -39 —4.0
Primary balance —38 —82 —20 -21 —12 -1.6 -1.6
Gross public debt 472 49.9 48.7 433 42.6 44.2 45.2

Source: European Commission.

As a result of recovering domestic demand, the trade balance and current
account deficits increased to 2.5% and 2.9% of GDP, respectively, in the first
three quarters of 2004, against deficits of 1.7% and 0.8% of GDP, respectively,
a year earlier. However, net capital inflows increased as well. New greenfield
investment (especially Hyundai) led to net FDI inflows of 3.5% of GDP in
the first three quarters of 2004, against 2.0% a year carlier. At the same time,
portfolio investment showed net inflows of 3.7% of GDP, against net outflows of
1.8% a year ecarlier.

Table 26

Balance of Payments

1999 2000 2001 2002 2003 H1 2003 H1 2004

EUR million
Merchandise exports 9,607 | 12866 | 14119 | 15281 | 19,365 9,044 | 10,861
Merchandise exports:
year-on-year change in % 0.5 339 9.7 82 26.7 255 20.1
Merchandise imports 10,633 | 13,838 | 16494 | 17539 | 19934 9,281 | 11192
Merchandise imports:
year-on-year change in % —88 30.1 19.2 6.3 13.7 135 20.6
Trade balance —1,027 =971 | —2376 | —2,259 —569 —237 —331
% of GDP —54 —44 | —10.2 —88 —20 —17 —2.1
Services balance 208 476 536 483 210 56 107
Income balance
(factor services balance) —281 —382 —350 —485 —107 =127 —316
Current transfers 184 128 237 206 217 126 23
Current account balance —916 —750 | —1953 | —2,054 —249 —182 —516
% of GDP —4.8 —34 —84 -80 —0.9 —13 —33
Direct investment flows (net) 737 2,048 1726 4,272 488 487 777
% of GDP 39 9.3 74 16.6 1.7 35 4.9

Source: Eurostat, national central bank, OeNB.

¢ The deficit and debt figures for 2005 are based on a classification which excludes the funded pension pillar introduced in 2005
_from the government sector. Classifying it as belonging to the government sector would imply a downward revision of the deficit

and debt figures, with the 2005 deficit decreasing by 0.4 percentage point of GDP.
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The country’s gross foreign debt increased slightly from 49.5% of GDP at
the end of 2003 to 49.7% of annual (rolling four-quarter) GDP at end-June
2004.

Table 27

Gross Official Reserves and Gross External Debt

1999 2000 2001 2002 2003 Q22004
End of period, EUR million

4,391 ‘ 4,748 ’ 8,824‘ 9,7’]7‘ 10,165 ‘
. 12576 | 14323 | 15394

Gross official reserves (including gold) 3410
Gross external debt .

% of GDP!

Gross official reserves (including gold) 178 ‘ 20.0 ‘ 204 ’ 343 335 328
Gross external debt . . . 48.9 49.5 49.7

Import months of goods and services
Gross official reserves (including gold) 33 | 331 30| 53

Source: Eurostat, national central bank, OeNB, wiiw.
Q2 2004: As a percentage of rolling four-quarter GDP

52 | 49 |

6 Slovenia: Falling Inflation Supported by a
Stable Exchange Rate

GDP growth in Slovenia amounted to 4.5% year on year during the first nine
months of 2004, with the growth rate gradually increasing in the course of
the year. Within domestic demand, the expansion of gross fixed capital forma-
tion was the most dynamic (+6.9%), despite a gradual deceleration. Supported
by the acceleration of public consumption growth, domestic consumption
strengthened in the course of 2004, growing by 3.0% during the first nine
months. Following a slowdown in the second quarter, private consumption
growth picked up in the third quarter and reached 3.8% year on year, supported
by a similar development of wages. During the first nine months of 2004,
exports and imports grew at the same pace (1+11.6%). As a result, the negative
contribution of net exports to GDP growth diminished to 0.3% during the
period from January to September 2004, after having stood at 2.2% for both
the same period of 2003 and the full year 2003. In fact, net exports added
0.9 percentage points to the GDP growth rate in the third quarter.

Table 28

Gross Domestic Product and Its Demand Components

1999 2000 2001 2002 2003 Q12004 Q22004

Real year-on-year change in %
Gross domestic product 5.6 39 2.7 33 2.5 39 4.7
Private consumption 59 04 2.3 03 2.7 3.8 31
Public consumption 29 23 39 17 2.6 0.2 1.6
Gross fixed capital formation 21.0 0.6 4.1 31 6.3 79 6.5
Exports of goods and services 1.6 13.0 6.3 6.7 32 9.1 137
Imports of goods and services 8.0 7.6 3.0 4.9 6.8 10.2 14.5

Contribution to GDP growth in percentage points
Domestic demand 9.4 1.5 1.0 2.3 4.7 4.7 5.6
Exports 0.9 74 35 39 1.9 55 8.2
Net exports -39 24 17 1.0 —22 —0.8 —-09

Source: Eurostat, national statistical office, OeNB.
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Strengthening economic activity was also reflected by a decline in the unem-
ployment rate to 6% in the third quarter of 2004 from 6.6% a year earlier. At
the same time, the employment rate rose from 52.6% to 56.7%. Tightening
labor market conditions were reflected in the slight increase in nominal wage
growth rates between the first and third quarters of 2004 (from 5.7% to 5.9%
year on year, while inflation marginally declined (from 3.7% to 3.6%). However,
productivity gains largely compensated for the wage increases, and unit wage
costs in the industry in fact stagnated during the first half of 2004 (+0.4% year
on year), compared to an increase by 4.4% in 2003.

The inflation rate (HICP) bottomed out in March 2004 at 3.5% year on year.
After this point, inflation was rather volatile. Owing to administered price
increases and rising oil prices, price growth accelerated until mid-year to
3.9% before falling back to 3.4% in October. In November inflation picked
up again, reaching 3.8% on the back of higher food and energy prices. The
increase in inflation was anticipated by Banka Slovenije, which had raised its
inflation forecast for the fourth quarter to 3.5% in October 2004 (from
3.2%). The Slovenian central bank expects disinflation to resume in 2005, with
the rate falling to 2.5% in the last quarter. According to Banka Slovenije, disin-
flation should be supported by weaker growth in administered prices (including
the impact of excise tax changes on fuel), a favorable composition of GDP
growth, exchange rate stability and wage increases lagging behind productivity
gains.

Table 29

Productivity, Wages, Prices, Exchange Rate and Key Interest Rate

1999 2000 2001 2002 2003 Q12004 Q22004
Year-on-year change of period average levels in %
Gross production of industry (real) —-05 6.3 31 2.5 14 4.0 74
Labor productivity of industry (real) 0.9 6.8 2.3 14 30 5.6 8.4
Gross average wage of industry (nominal) 9.3 1.7 10.8 9.9 7.6 8.0 6.6
Unit labor cost of industry (nominal) 8.3 4.6 8.4 8.3 4.4 23 —-17
Producer price index (PPI) of industry 2.2 77 8.9 53 2.6 33 4.3
Consumer price index (here: HICP) 6.1 8.9 8.6 7.5 57 3.7 3.8
Exchange rate (nominal):
SIT" per 1 EUR, 4+ = EUR appreciation 4.6 6.3 55 36 35 2.8 2.5
EUR per 1 SIT, + = SIT appreciation —44 —59 —-52 —35 —34 —2.7 —-25
Period average levels
Unemployment rate (ILO definition, %) 74 6.7 62 6.3 6.7 6.8 6.8
Key interest rate per annum (%) 7.2 8.1 105 8.4 7.0 5.6 4.6
Exchange rate (nominal):
SIT" per 1 EUR 19443 | 20663 | 21798 | 22593 | 233.82 | 23765 | 23886
EUR per 1 SIT 0.00514 1 0.00484 | 0.00459 | 0.00443 1 0.00428 1 0.00421 | 0.00419

Source: Bloomberg, Eurostat, national statistical office, national central bank, OeNB, wiiw.
"' SIT: Slovenian tolar.

Since Slovenia entered ERM II on June 28, 2004, the exchange rate of the
tolar against the euro has fluctuated in a very narrow range of between 0.03%
and 0.17% on the weak side of the fluctuation band. Apart from some foreign
exchange intervention between June 28 and July 1, 2004, intended to signal that
the trend depreciation was over, Banka Slovenije intervened only once on the
foreign exchange market at the end of July. The Slovenian central bank left
its key policy rates unchanged from the point Slovenia joined ERM II until
mid-December 2004. On December 23, however, it increased two of its rates
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(buy/sell foreign exchange swap rate and main refinancing rate) by 25 basis
points, while leaving the interest rates on its money market-relevant tolar-
denominated bills unchanged. Correspondingly, money market rates have been
stable at around 4% since late June 2004. While the current interest rate level
helps to discourage speculative capital inflow, backward-looking real interest
rates are low at around 0.5% as measured by the differential between the
12-month interbank rate and the year-on-year CPI rate. The growth of credit
to the private sector gathered pace in the course of 2004, reaching nearly
15% in CPI-deflated terms in October (December 2003: 10.7%).

Table 30
Monetary Developments
1999 2000 2001 2002 2003 Q12004 Q22004

Nominal year-on-year change of the annual average stock in %

Broad money (including
foreign currency deposits) . 137 19.2 228 127 5.8 5.8

Contributions to the nominal year-on-year change of broad money in percentage points

Net foreign assets

of the banking system . 31 9.1 11.0 33 —53 =71

Domestic credit (net)

of the banking system . 151 144 122 104 157 141

of which: claims on the private sector . 15.1 12.6 9.1 80 10.4 11.3
claims on households i 44 2.0 1.6 1.5 2.0 24
claims on enterprises . 10.7 10.6 7.5 6.5 84 89
net claims on the public sector . 0.0 1.7 3.2 2.4 53 2.8

Other domestic assets (net)
of the banking system . —44 —42 —04 —-10 —4.6 —-13

Source: National central bank, OeNB.

Despite the upward revision of the 2004 budget deficit projection (due to
methodological changes and subdued VAT revenues), fiscal policy in Slovenia
continues to be relatively well contained. The European Commission expects
a deficit of around 2% of GDP in 2005 and 2006. At slightly below 31% of
GDP, the public debt ratio is well within the Maastricht limit.

Table 31

Government Budget

1999 2000 2001 2002 2003 2004 2005

% of GDP
General government
Revenues . 44.7 451 45.7 46.2 45.2 44.6
Expenditures . 48.2 479 48.1 48.2 47.5 46.8
of which: interest payments . 2.4 2.4 2.3 2.1 20 1.9
Balance . —35 —28 —24 -20 —23 —22
Primary balance . —-1.0 —04 0.0 01 -03 -02
Gross public debt 249 274 281 29.5 294 309 30.8

Source: European Commission.

During the first nine months of 2004, Slovenia registered a current account
deficit of 0.1% of GDP, practically unchanged as compared to the period of
January to September 2003. The increase in the trade deficit could be com-
pensated by a larger services balance surplus and a smaller income balance
deficit. Both the volume of FDI inflows and outflows increased modestly, but
net FDI registered an outflow of 0.6% of GDP, unchanged from the first nine
months of 2003.
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Table 32

Balance of Payments

1999 2000 2001 2002 2003 H1 2003 H1 2004
EUR million
Merchandise exports 8,103 9574 | 10454 | 11,082 | 11414 5643 6177
Merchandise exports:
year-on-year change in % 02 18.2 9.2 6.0 3.0 2.2 9.5
Merchandise imports 9267 | 10801 | 11139 | 11,351 | 11960 5927 6,561
Merchandise imports:
year-on-year change in 9% 54 16.6 31 1.9 54 4.9 10.7
Trade balance —1164 | —1,227 —684 —269 —546 —284 —383
% of GDP —58 —6.0 —3.1 —1.1 —2.2 —24 —30
Services balance 330 489 536 617 538 307 335
Income balance
(factor services balance) 58 29 43 —154 —178 —125 =79
Current transfers 112 126 144 142 94 28 59
Current account balance —664 —583 38 335 —91 =75 —68
% of GDP —33 —28 0.2 1.4 —04 —0.6 -05
Direct investment flows (net) 55 77 251 1,582 =115 =22 —88
% of GDP 0.3 0.4 1.2 6.7 —0.5 —02 -0.7

Source: Eurostat, national central bank, OeNB.

Owing to the small deficit on the current account, the deficit on the capital
account (0.6% of GDP) and net FDI outflow, net foreign debt continued to rise,
but still reached only 4.3% of GDP in September 2004.

Table 33

Gross Official Reserves and Gross External Debt

1999 2000 2001 2002 2003 Q22004
End of period, EUR million

3436 ‘ 4,908 ‘ 6,702 ‘ 6,798 ‘ 6,476 ‘

Gross official reserves (excluding gold) 3,159

Gross external debt 8,012 9491 1 10403 | 11,483 1 13305 | 14349
% of GDP'

Gross official reserves (excluding gold) 15.9 16.7 22.5 285 277 257

Gross external debt 40.2 46.1 47.6 48.8 541 569
Import months of goods and services

Gross official reserves (excluding gold) 35 | 33| 46 | 61 | 59 | 52 |

Source: Eurostat, national central bank, OeNB, wiiw.
Q2 2004: As a percentage of rolling fourquarter GDP

7 Bulgaria: More Balanced Credit Activity in the
Country? When?

In the first three quarters of 2004, real GDP in Bulgaria grew by 5.7% year on
year, up from 4.3% in the full year 2003. Annual growth in the third quarter was
5.8%. At the same time, the structure of growth became less imbalanced, as
domestic consumption growth continuously decreased to 4.3% year on year
in the first three quarters against 6.5% in the full year 2003 due to higher infla-
tion and the resulting stagnation in real (CPI-deflated) wages. By contrast, high
gross fixed capital formation growth at 12.4% year on year in the first three
quarters of 2004 was only slightly lower than in the full year 2003 (13.8%).
Given the investment boom in sectors such as tourism, textiles, machinery,
transport and vehicles, real annual import growth remained high (albeit declin-
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ing from quarter to quarter) at 13.6% in the first three quarters of 2004, after
having come to 14.8% in the full year 2003. As real annual export growth con-
tinuously increased to 12% in the first three quarters of 2004 (full-year 2003:
7.9%), the deterioration in net exports was less pronounced than in 2003,
resulting in a negative contribution to GDP growth of 3.9 percentage points

(full-year 2003: 7.2 percentage points).

Table 34

Gross Domestic Product and Its Demand Components

1999 2000 2001 2002 2003 Q12004 Q22004

Real year-on-year change in %
Gross domestic product 2.4 54 4.1 4.9 4.3 53 6.0
Private consumption 9.6 4.3 52 35 6.4 55 49
Public consumption 6.3 188 0.3 4.4 7.3 29 0.3
Gross fixed capital formation 208 154 233 8.5 13.8 214 6.3
Exports of goods and services —46 16.6 9.9 72 79 8.0 109
Imports of goods and services 9.3 187 14.8 49 148 17.7 11.3

Contribution to GDP growth in percentage points
Domestic demand 11.0 8.7 9.2 4.3 115 16.8 9.9
Exports =27 9.3 6.1 4.7 53 57 8.1
Net exports —86 —33 =51 0.6 =72 116 —40

Source: Eurostat, OeNB, wiiw.

Corresponding to high growth, the unemployment rate (ILO definition)
decreased to 12% in the second quarter of 2004 from 13.7% in the same period
of 2003; the registered unemployment rate was 11.9% in November 2004 com-
pared to 13.2% in November 2003. Very high industrial output growth in the
first half of 2004 and only slightly higher industrial employment implied labor
productivity advances far above wage growth. Thus, in the first half of 2004,
nominal industrial unit wage costs decreased by 9% year on year, while pro-
ducer prices increased by 4.5% year on year. After a peak in producer price
inflation of 8.1% year on year in July, caused by climbing oil prices and raw

Table 35
Productivity, Wages, Prices, Exchange Rate and Key Interest Rate
1999 2000 2001 2002 2003 Q12004 Q22004
Year-on-year change of period average levels in %
Gross production of industry (real) —9.6 53 2.5 4.7 153 16.2 19.0
Labor productivity of industry (real) 1.2 10.0 7.6 2.2 12.0 15.8 18.0
Gross average wage of industry (nominal) 8.0 6.6 74 37 4.5 59 6.6
Unit labor cost of industry (nominal) 6.7 =31 -02 1.4 —6.7 -85 —-9.6
Producer price index (PPI) of industry 32 17.0 38 14 50 19 74
Consumer price index (here: HICP) 2.6 103 74 5.8 2.3 6.4 6.7
Exchange rate (nominal):
BGN' per 1 EUR, + = EUR appreciation —-0.7 —02 —02 0.1 0.0 —01 0.1
EUR per 1 BGN, + = BGN appreciation 0.7 02 0.2 —-01 0.0 0.1 —01
Period average levels
Unemployment rate (ILO definition, %) . 169 20.3 182 137 134 120
Key interest rate per annum (%) 4.7 39 4.5 4.0 2.7 2.5 30
Exchange rate (nominal):
BGN' per 1 EUR 1.956 1952 1.948 1.949 1.949 1.949 1952
EUR per 1 BGN 05113 1 05123 1 05133 1 05130 | 05131 1 05124 | 05130

Source: Bloomberg, Eurostat, national statistical office, national central bank, OeNB, wiiw.
! BGN: Bulgarian lev.
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material prices, the producer price increase moderated to 7.3% year on year in
November 2004. In parallel, CPI inflation accelerated from 5.6% year on year in
December 2003 to 7.6% in July and then fell to 4.5% year on year in November.
In addition to higher oil and industrial producer prices, the acceleration of infla-
tion from 2.3% in 2003 to 6.6% year on year in the first three quarters of 2004
was also driven by the rise in food prices (8.2% year on year) and the adjust-
ments to regulated prices (electricity, natural gas, heating costs).

Money growth was driven primarily by credit growth to households and
companies, while the increase of net foreign assets played a minor role and
net credit to government decreased. Compared to the peak of annual growth
rates in the first quarter of 2004 (household credit: 83%, corporate sector
credit: 43%), credit expansion slowed down slightly to annual growth rates
of 76% and 38%, respectively, in October, perhaps as a result of a number
of measures taken to contain credit growth: First, the Bulgarian National Bank
(BNB) required even small (mostly consumer) loans to be registered with the
BNB; second, the Ministry of Finance transferred fiscal reserves from commer-
cial banks to the BNB; third, recommended by the IMF, the BNB extended the
coverage of minimum reserve requirements to include deposits with a maturity
of over two years, albeit at the reduced rate of 4% (against the standard rate of
8%). However, credit growth to the nongovernment sector was still higher in
October at a rate of 40% year on year in real (CPI-deflated) terms than the
growth rate of 30% to 35% recommended by the IMF. Thus, the BNB intro-
duced new minimum reserve requirements as of December 6, 2004. First,
banks have to set aside 8% of all funds attracted, and second, banks’ cash will
be fully excluded when calculating the amount of the minimum reserve to be
maintained with the central bank.

Table 36

Monetary Developments

1999 2000 2001 2002 2003 Q12004 Q22004

Nominal year-on-year change of the annual average stock in %

Broad money (including
foreign currency deposits) 79 274 27.8 18.3 16.3 21.3 24.5

Contributions to the nominal year-on-year change of broad money in percentage points

Net foreign assets

of the banking system —02 26.1 135 77 54 2.7 4.1

Domestic credit (net)

of the banking system 2.0 6.8 15.0 121 14.5 20.6 233

of which: claims on the private sector 9.5 87 8.1 13.6 19.9 24.4 26.3
claims on households 2.6 1.1 24 3.3 59 85 9.8
claims on enterprises 6.9 7.7 57 10.3 14.0 15.8 16.6
net claims on the public sector —7.4 —2.0 6.9 —1.5 —54 —38 —3.1

Other domestic assets (net)
of the banking system 6.0 —55 —-0.7 -15 —36 —-1.9 —29

Source: National central bank, OeNB.

After the budget was balanced in 2003, a surplus in the consolidated budget
(national definition) of 4.7% of GDP was achieved in the first three quarters of
2004, against 3.4% in the same period of 2003; this result is attributable to an
increase in the revenue ratio by 0.6 percentage points to 42% and a decrease in
the expenditure ratio by 0.7 percentage points to 37.3% of GDP. The European
Commission’s autumn forecast expects a fiscal balance surplus of 0.5% of GDP
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for the full year 2004 and a deficit of 1.0% of GDP for 2005, while the govern-
ment plans a deficit of 0.5% of GDP, taking into account the 2005 tax reform.
This reform comprises a cut in the corporate tax rate from 19.5% to 15%, a
reduction in the income tax rate in each tax bracket by 2% (and 5% in the high-
est tax bracket) and an increase in the tax-exempt income from 120 lev to 130
lev. In addition, part of the package is to raise excise taxes on alcohol and
tobacco products to counter the resulting revenue shortfall.

Table 37

Government Budget

1999 2000 2001 2002 2003 2004 2005

% of GDP
General government
Revenues 56.6 582 535
Expenditures 56.2 587 533
of which: interest payments 38 4.0 3.7 .. .. . .
Balance 04 -05 02 -0.8 =01 0.5 -1.0
Primary balance 4.1 36 39 14 20 26 1.0
Gross public debt 793 736 66.2 532 462 38.1 353

Source: European Commission.
Note: Gross debt excluding social security and local government debt.

In the first three quarters of 2004, the current account deficit was lower at
3.9% of GDP than in the same period of 2003 (5.5% of GDP). While the trade
deficit deteriorated to 12.4% of GDP over that period from 10.9% a year earlier,
the improvement in all the other current account subbalances fully compensated
for this deterioration. In particular, the balance of services posted a higher
surplus of 5.9% of GDP against 4.8% a year earlier, caused by rising tourism
revenues. Besides, net FDI inflows decreased to 2.9% of GDP in the first three
quarters of 2004, covering about 74% of the current account deficit, against
7.2% of GDP covering about 123% of the current account deficit a year earlier.

Table 38

Balance of Payments

1999 2000 2001 2002 2003 H1 2003 H1 2004

EUR million
Merchandise exports 3734 5253 5714 6,063 6,668 3252 3,618
Merchandise exports:
year-on-year change in % —0.3 40.7 88 6.1 10.0 150 11.3
Merchandise imports 4,742 6,533 7493 7,755 8,868 4192 4,918
Merchandise imports:
year-on-year change in % 16.3 37.8 14.7 3.5 14.4 17.3 17.3
Trade balance —1,008 | —1280 | —1,779 | —1,692 | —2200 =941 | —1,300
% of GDP —83 93| —117| —102 =125 =120 —150
Services balance 305 547 454 486 523 81 177
Income balance
(factor services balance) —167 —345 —340 —285 —441 —320 —200
Current transfers 282 316 562 566 613 258 355
Current account balance —587 =762 | —1102 —926 | —1505 —922 —968
% of GDP —4.8 —56 —7.2 =56 =851| —118| —112
Direct investment flows (net) 759 1,100 893 951 1235 645 1,004
% of GDP 6.2 80 59 57 7.0 82 11.6

Source: Eurostat, national central bank, OeNB.
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At end-September 2004, Bulgaria’s gross external debt came to 63.4% of
rolling four-quarter GDP, which was 15.3% higher in absolute terms than at
the end of 2003 (59.3% of GDP). During that period, gross official reserves
increased from 28% of GDP to 31% of rolling four-quarter GDP, or 5.6 import
months of goods and services.

Table 39

Gross Official Reserves and Gross External Debt

1999 2000 2001 2002 2003 Q22004
End of period, EUR million

3,391 ‘ 3,734‘ 4,247‘ 4,981 ‘ 5,784‘

Gross official reserves (excluding gold) 2,879

Gross external debt 10864 | 12,038 | 12046 | 10,769 | 10476 | 11937
% of GDP

Gross official reserves (excluding gold) 23.7 24.7 24.5 25.6 282 313

Gross external debt 89.3 87.8 79.0 64.9 59.3 64.5
Import months of goods and services

Gross official reserves (excluding gold) 56 | 49 | 48 | 52 | 54 | 57 |

Source: Eurostat, national central bank, OeNB, wiiw.
Q2 2004: As a percentage of rolling fourquarter GDP

8 Croatia: Toward the Stabilization of External Debt?
After expanding by 4.3% year on year in 2003, GDP in Croatia rose by 3.9%

during the first nine months of 2004. Domestic demand was the major contrib-
utor to growth. Private consumption grew by 3.9% (after 4.1% in 2003) and
added 2.3 percentage points to the GDP growth rate. Gross fixed capital for-
mation growth slowed down markedly from 16.8% in 2003 to 5.5% in the
period from January to September 2004, and its growth even came to a stand-
still in the third quarter (+0.5% year on year). Export and import growth rates
roughly halved in the period from January to September (compared to the
full year 2003) to reach 5.2% and 4.7% year on year, respectively. As a result,
the contribution of net exports to GDP growth was roughly balanced (-0.1 per-
centage point), compared to a negative contribution of 1.5 percentage points
in 2003, which was reflected also in the improvement of the current account
balance.

Table 40
Gross Domestic Product and Its Demand Components
1999 2000 2001 2002 2003 Q12004 Q22004
Real year-on-year change in %
Gross domestic product —-09 29 4.4 5.2 4.3 4.2 38
Private consumption =29 42 4.5 75 4.1 39 3.8
Public consumption 2.8 —-15 —62 —-18 —03 —1.6 0.7
Gross fixed capital formation -39 —38 7.1 120 168 8.9 7.7
Exports of goods and services 0.7 120 8.1 1.3 101 6.4 39
Imports of goods and services =35 37 9.8 8.8 109 59 54
Contribution to GDP growth in percentage points
Domestic demand —30 —03 5.8 9.4 58 51 54
Exports 0.3 51 37 0.6 4.6 2.4 17
Net exports 21 32 —-14 —42 —-15 —-09 —-15
Source: National statistical office, OeNB.
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The European Commission expects the unemployment rate to have
increased slightly to 14.7% (of the civilian labor force) from 14.5% in 2003,
in line with the modest weakening of output growth. Wages in the industry
grew at a broadly unchanged rate of around 5.5% during the first half of
2004. Nevertheless, as productivity growth accelerated, industrial unit wage
costs were lower year on year during the first quarter of 2004 and increased
only slightly in the second quarter.

Inflation remains well contained in Croatia. Average inflation for the first
nine months of 2004 stood at 2.1% year on year, unchanged from 2003. The
stability of the exchange rate, favorable unit labor cost developments and
the moderation of domestic consumption growth are the major factors behind
this development. On the other hand, higher prices for housing, energy and
transport exerted upward pressure on inflation during 2004. The European
Commission expects a modest increase in inflation to 2.7% in 2005 and to
2.8% in 2006 on the back of administrative price adjustments, higher indirect
taxes and price increases in the services sector.

Table 41

Productivity, Wages, Prices, Exchange Rate and Key Interest Rate
1999 2000 2001 2002 2003 Q12004 Q22004
Year-on-year change of period average levels in %

Gross production of industry (real) —-1.5 1.8 6.1 55 4.1 54 2.3

Labor productivity of industry (real) 1.6 4.4 7.8 7.8 35 7.8 4.5

Gross average wage of industry (nominal) 5.6 6.1 8.2 6.9 54 55 53

Unit labor cost of industry (nominal) 38 1.6 0.4 —-08 1.8 =21 0.7

Producer price index (PPI) of industry 2.5 9.5 34 —05 19 0.1 32

Consumer price index (CPI)'! 4.3 6.4 50 1.7 1.8 1.9 2.3

Exchange rate (nominal):

HRK? per 1 EUR, + = EUR appreciation 6.2 0.7 —2.2 -0.8 21 04 1.4

EUR per 1 HRK, + = HRK appreciation —58 —-07 2.2 09 =21 —04 14
Period average levels

Unemployment rate

(registered unemployed, %) 1941 211 220 223 195 1941 18.0

Key interest rate per annum (%) 7.5 6.5 59 56 4.5 4.5 4.5

Exchange rate (nominal):

HRK? per 1 EUR 7.580 7.635 7471 7.407 7.563 7614 7437

EUR per 1 HRK 01319 1 01310 I 01339 | 01350 | 01322 1 01313 | 01345

Source: Bloomberg, Eurostat, national statistical office, national central bank, OeNB, wiiw.
! Retail price index until 2001, CPI since 2002.
2 HRK: Croatian kuna.

Hrvatska narodna banka’s exchange rate regime is a managed float regime,
with the central bank intervening if it deems intervention necessary. During the
last three quarters of 2004, the Croatian kuna was stronger against the euro by
about 1% to 1.5% year on year in nominal terms. This development came on
top of the usual seasonal strengthening of the exchange rate caused by net
inflows from tourism in spring and summer.

The general government is expected to have posted a deficit of 4.5% of GDP
in 2004, following 6.3% in 2003. According to the European Commission, this
improvement was brought about by one-off measures on the revenue side
(dividend payments from a partially state-owned company). The European
Commission expects fiscal consolidation to continue in the next two years, with

the deficit falling to 3.9% of GDP in 2005 and to 3.6% in 2006. The adjustment
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Table 42

Monetary Developments

1999 2000 2001 2002 2003 Q12004 Q22004

Nominal year-on-year change of the annual average stock in %

Broad money (including
foreign currency deposits) 2.6 14.0 309 324 113 9.3 7.5

Contributions to the nominal year-on-year change of broad money in percentage points

Net foreign assets

of the banking system —37 20.3 134 9.8 =77 —-13 —05
Domestic credit (net)
of the banking system 9.8 —-12 211 232 19.5 10.8 8.3

of which: claims on the private sector 59 —2.0 17.0 21.5 17.7 104 9.6
claims on households .. .. - . .. . .
claims on enterprises . . . i . . .
net claims on the public sector 39 0.9 4.1 1.7 1.8 04 —1.3

Other domestic assets (net)
of the banking system —34 =51 —36 —-05 —05 —01 —-03

Source: National central bank, OeNB.

is expected to come primarily from measures on the expenditure side, such as
savings in health insurance, the reduction in public employment and an
enhanced financial discipline of public enterprises.

Table 43

Government Budget

1999 2000 2001 2002 2003 2004 2005

% of GDP
General government
Revenues
Expenditures
of which: interest payments . .. . . .. . .
Balance .. .. . —50 —6.3 —45 -39
Primary balance . . . —29 —4.2 —23 =17
Gross public debt . . . 504 51.6 528 524

Source: European Commission.

The external imbalance continues to be the major risk factor for the Cro-
atian economy. However, the current account deficit fell to 1.5% of GDP during
the first nine months of 2004, from 2.6% in the same period of 2003. Never-
theless, due to seasonal factors, the full-year deficit is expected to be signifi-
cantly above the figure of the first three quarters and is estimated by the central
bank at around 5% of GDP (2003: 6.8%). During the first three quarters of
2004, the improvement stemmed from the trade balance, supported by weak-
ening domestic demand, and also from a decline in the income deficit. By con-
trast, the surpluses on the services balance (mainly in tourism) and on transfers
were smaller than in the period from January to September 2003. Although net
FDI was only at a moderate level (3.1% of GDP), it more than covered the cur-
rent account deficit in the first nine months of 2004.

The relatively high current account deficit and the rise in external debt until
mid-2004 are also crucial for Croatia’s relations with the IMF. Stabilizing and
subsequently reducing overall external debt represents a cornerstone of the
Stand-by Agreement, which was concluded in August 2004. For this purpose,
in July 2004 Hrvatska narodna banka introduced a 24% unremunerated reserve
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Table 44
Balance of Payments

1999 2000 2001 2002 2003 H1 2003 H1 2004
EUR million
Merchandise exports 4,205 4,976 5341 5212 5483 2,702 3121
Merchandise exports:
year-on-year change in % 3.6 18.3 7.3 —24 52 7.6 15.5
Merchandise imports 7374 8,477 9,961 | 11,084 | 12337 5,864 6,522
Merchandise imports:
year-on-year change in % —38 15.0 17.5 1.3 1.3 10.9 11.2
Trade balance —3168 | —3502 | —4,620 | —5872 | —6,854 | —3,163 | —3401
% of GDP =170 | =175 —208 | —242 —268| =261 =260
Services balance 1,556 2,543 3,254 3236 4,965 1,192 1127
Income balance
(factor services balance) —340 —441 —587 =572 | —1,060 —906 —478
Current transfers 605 963 1,086 1125 1215 625 586
Current account balance —1,348 —436 —866 | —2082 | —1734 | —2252 | —2166
% of GDP —7.2 —2.2 -39 —86 —68 | —186 —16.6
Direct investment flows (net) 1,385 1,159 1,575 618 1,604 857 421
% of GDP 74 58 7.1 25 6.3 7.1 32

Source: Eurostat, national central bank, OeNB.

requirement for new foreign borrowing by commercial banks (compared to the
level of foreign liabilities over June 2004). In fact, gross external debt declined
to 78.2% of GDP by September 2004, from 79.0% in June. By contrast, in
response to the moderation of lending growth to houscholds and enterprises
and in order to ensure the smooth replacement of maturing foreign government
bonds by domestically issued ones, the central bank reduced the reserve
requirement rate from 19% to 18% in October 2004. In this respect, however,
it should be borne in mind that the sharp deceleration in growth of lending to
households and enterprises during 2003 in part probably reflected financial dis-
integration in response to the central bank’s imposition of credit ceilings in early
2003. In addition, the growth of lending to households and enterprises has not
further decreased during 2004 (remaining broadly stable over the first ten
months of 2004 at about 11.5% year on year), and it may increase once the base
effect falls out of the index in early 2005.

Table 45

Gross Official Reserves and Gross External Debt

1999 2000 2001 2002 2003 Q22004
End of period, EUR million

3,783 ‘ 5,334’ 5,651 ‘ 6,554‘ 6,389 ‘

Gross official reserves (excluding gold) 3,013

Gross external debt 99321 11880 [ 12,838 | 14694 1 18645 | 20936
% of GDP

Gross official reserves (excluding gold) ~ 16.1 ‘ 189 ’ 240 233 257 24 ’

Gross external debt 53.2 594 57.8 60.7 73.0 79.0
Import months of goods and services

Gross official reserves (excluding gold) 39 | 43 | 53 | 50 | 531 49 |

Source: Eurostat, national central bank, OeNB, wiiw.
Q2 2004: As a percentage of rolling four-quarter GDP
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9 Romania: Boosting Tax Competition in (Central and
Eastern) Europe

GDP growth in Romania accelerated strongly to 8.1% year on year in the first
three quarters of 2004 (full-year 2003: 4.9%), with annual real GDP growth
increasing from 6.1% in the first quarter to 10.0% in the third quarter of
2004. This acceleration was driven by domestic demand, as domestic consump-
tion growth increased to 9.4% in the first three quarters of 2004 (full-year
2003: 6.9%) and gross fixed capital formation boomed at a growth rate of
13.7% (after a rise of 9.2% in the full year 2003), with annual growth rising
from 7.3% in the first quarter to 17.4% in the third quarter of 2004. After both
export and import growth had jumped in year-on-year terms in the second
quarter of 2004, export growth fell back while import growth remained high
in the third quarter. Thus, in the first three quarters of 2004, export growth of
16.2% year on year was clearly lower than import growth of 20.2% year on year.
The resulting further deterioration in net exports implied a negative contri-
bution to GDP growth of about 3 percentage points, similar to that in the full
year 2003.

Table 46

Gross Domestic Product and Its Demand Components

1999 2000 2001 2002 2003 Q12004" Q22004
Real year-on-year change in %
Gross domestic product —1.2 21 57 50 4.9 6.1 7.0
Private consumption =11 —-0.8 6.9 52 7.3 8.4 9.5
Public consumption . . 39 —94 50 4.1 7.5
Gross fixed capital formation —4.8 55 101 82 9.2 73 129
Exports of goods and services . 234 121 17.6 114 10.2 24.5
Imports of goods and services . 271 184 120 163 124 258
Contribution to GDP growth in percentage points
Domestic demand . . 8.8 4.1 7.7 77 101
Exports . . 4.0 59 39 4.8 9.6
Net exports . . =31 0.9 —2.8 —-1.6 =31

Source: National statistical office, Eurostat, OeNB, wiiw.
" In this column, public consumption covers only collective consumption.
Private consumption in this column additionally includes the difference between public and collective consumption.

Both participation and total employment rates fell, while the unemployment
rate (ILO definition) increased in the first half of 2004 year on year, despite
strong economic growth. However, the rate of registered unemployment was
6.1% at the end of the third quarter of 2004 against 6.9% a year earlier. In
the first three quarters of 2004, industrial production went up by 4.5%, while
industrial employment fell by 2%. The resulting increase in labor productivity
by about 6.5% lagged behind industrial wage growth, which came to around
23%. Thus, nominal industrial unit wage costs increased by 15.7% year on
year, which, however, was lower than the rise in industrial producer prices
(19.5%). The producer price inflation rate remained nearly unchanged com-
pared to 2003, although nominal depreciation against the euro declined from
16.8% in 2003 to 9.6% year on year in the first three quarters of 2004, which
resulted in a significant real appreciation. However, consumer price inflation
decelerated from an annual average of 15.3% in 2003 to 12.6% year on year
in that period. In November 2004, for the first time since the start of the
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Table 47

Productivity, Wages, Prices, Exchange Rate and Key Interest Rate

1999 2000 2001 2002 2003 Q12004 Q22004
Year-on-year change of period average levels in 9%
Gross production of industry (real) —=79 6.2 8.3 44 3.2 57 30
Labor productivity of industry (real) 7.2 125 11.6 54 52 8.4 55
Gross average wage of industry (nominal) ~ 44.0 4.7 511 236 19.5 24.0 23.2
Unit labor cost of industry (nominal) 343 259 354 17.2 13.6 144 16.8
Producer price index (PPI) of industry 41.6 538 387 232 19.6 18.0 194
Consumer price index (CPI) 45.8 457 34.5 22.5 15.3 13.6 12.3
Exchange rate (nominal):
ROL" per1 EUR, + = EUR appreciation 638 220 305 20.1 202 139 8.6
EUR per 1 ROL, + = ROL appreciaton =~ —39.0 | —18.1 —2341 —-1681 —1681 =122 —-79
Period average levels
Unemployment rate (ILO definition, %) 6.9 72 6.7 84 74 8.9 77
Key interest rate per annum (%) 35.0 35.0 350 29.6 18.8 211 213
Exchange rate (nominal):
ROL' per1 EUR 16,326.8 119,926.0 | 26,000.3 | 31,234.8 | 37,543.0 | 40,550.0 | 40,664.0
EUR per 100 ROL 0.00612 | 0.00502 | 0.00385 | 0.00320 | 0.00266 | 0.00247 | 0.00246

Source: Bloomberg, Eurostat, national statistical office, national central bank, OeNB, wiiw.
" ROL: Romanian leu.

transition process, the inflation rate came down to a single-digit figure (9.9%
year on year).

Against the background of the continuing disinflation process, the central
bank lowered the reference rate by 50 basis points to 20.75% in June. This
decision was followed by six further reductions of the reference rate, with
the last rate cut taking place on January 17, 2005, when the rate was reduced
by 0.5 percentage point to 16.5%. By contrast, growth in domestic lending to
the private sector remained very high (60% year on year in the first three
quarters against 58% in the full year 2003), and annual growth in net foreign
assets accelerated throughout the year so that annual money growth came to
30% year on year in that period, fueling domestic demand. For several years,
the authorities have been following a managed float strategy in their exchange
rate policy, with a focus on both the external balance and disinflation. In July

Table 48

Monetary Developments

1999 2000 2001 2002 2003 Q12004 Q22004

Nominal year-on-year change of the annual average stock in %

Broad money (including
foreign currency deposits) 520 40.4 42.5 40.9 312 26.2 289

Contributions to the nominal year-on-year change of broad money in percentage points

Net foreign assets

of the banking system 108 384 44.9 318 155 6.1 11.8
Domestic credit (net)
of the banking system 423 14.0 102 187 239 284 263

of which: claims on the private sector 24.3 36 18.3 24.1 282 34.5 333
claims on households . .. .. . . .. .
claims on enterprises i . . . . . .
net claims on the public sector 17.9 10.3 —81 —-53 —4.3 —6.1 —7.0

Other domestic assets (net)
of the banking system -1.0 =120 —12.6 —9.6 —83 —82 —9.2

Source: National central bank, OeNB.
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2005, the Romanian leu will be redenominated by slashing four zeros off the
currency.

After the general government deficit came to 2.1% of GDP in 2003, the
official projections for the budget deficit 2004 were revised downward from
2.1% to 1.6% in August 2004, mainly because of a better-than-expected revenue
collection as a result of strong economic activity and, as the IMF remarks,
improvements in tax administration and in avoiding tax evasion. At the end
of December 2004, the new coalition government, which was formed in
December 2004, under the newly elected President Traian Basescu introduced
a flat 16% income tax rate (replacing the personal income tax with rates ranging
from 18% to 40%) and a 16% corporate tax rate (previously 25%), both effec-
tive from January 1, 2005. The government named the following official aims
of these tax rate cuts: to boost economic activity, to attract FDI and to reduce
the shadow economy. The official deficit target for 2005 is 1.5% of GDP, the

European Commission’s autumn forecast expects a deficit of 1.7%.

Table 49

Government Budget

1999 2000 2001 2002 2003 2004 2005
% of GDP

General government

Revenues

Expenditures

of which: interest payments . . . . .. . .
Balance . —44 -35 -20 —20 —-1.6 -17
Primary balance . . . 10 0.2 0.0 —0.1

Gross public debt . 239 232 233 21.8 21.8 222

Source: European Commission.

In the first three quarters of 2004, the current account deficit stood at 5.9%
of GDP against 4.8% a year earlier. This deterioration is attributable to a higher
trade deficit (8.2% of GDP in the first three quarters of 2004 against 7% a year
earlier), as a result of strong demand for capital goods and consumer durables.
Over this period, net FDI inflows increased from 3.2% to 4.1% of GDP, or
almost EUR 1.6 billion, covering 70% of the current account deficit in the first
three quarters of 2004.
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Table 50
Balance of Payments

1999 2000 2001 2002 2003 H1 2003 H1 2004
EUR million
Merchandise exports 7984 | 11279 | 12,719 | 14644 | 15614 7,501 9,014
Merchandise exports:
year-on-year change in % 7.7 41.3 12.8 15.1 6.6 85 20.2
Merchandise imports 9169 | 13150 | 16,045 | 17,392 | 19569 9,058 | 11,052
Merchandise imports:
year-on-year change in % —59 434 220 84 125 10.7 220
Trade balance —-1185 | —1871 | —3326 | —2,748 | —3955 | —1,557 | —2,038
% of GDP =36 —4.7 —7.5 =57 —7.9 =77 —9.1
Services balance —372 —260 —127 6 62 —38 —82
Income balance
(factor services balance) —388 —304 —316 —490 —623 —416 —411
Current transfers 589 937 1,280 1,614 1,639 721 914
Current account balance —1356 | —1498 | —2489 | —1618 | —2,877 | —1290 | —1,617
% of GDP —4.1 —38 —56 —34 —58 —64 —7.2
Direct investment flows (net) 948 1,161 1,315 1,193 1,591 785 1,156
% of GDP 29 29 30 25 3.2 39 52

Source: National central bank, OeNB.

The strong inflow of foreign (portfolio) capital increased gross official
reserves from 3.7 import months of goods and services at the end of the second
quarter to 4.5 at the end of the third quarter, amounting to 17.7% of rolling
four-quarter GDP. Medium- and long-term gross external debt increased to

32% of GDP at the end of the third quarter.

Table 51

Gross Official Reserves and Gross External Debt

1999 2000 2001 2002 2003 Q22004
End of period, EUR million

Gross official reserves (excluding gold) 1,520 2,655 4,445 5877 6,374 7,746

Gross external debt

(medium- and long-term) 8757 1 11113 | 13507 | 14691 | 15684 | 16515
% of GDP'

Gross official reserves (excluding gold) 4.6 6.7 10.0 123 127 14.8

Gross external debt

(medium- and long-term) 26.6 279 304 30.7 314 31.7

Import months of goods and services
Gross official reserves (excluding gold) 17 | 21 | 29 | 36 | 34 | 37 |

Source: Eurostat, national central bank, OeNB, wiiw.
Q2 2004: As a percentage of rolling fourquarter GDP

10 Russia: Slowdown of Growth amid Uncertainty over
Economic Policy

Real GDP growth in Russia came to 7.0% year on year in the first three quar-
ters of 2004, after 7.3% in the full year 2003. Following annual GDP growth
rates of 7.5% in the first quarter and 7.4% in the second quarter, growth slowed
to 6.4% in the third quarter. The expansion of the aggregate production index
of five base sectors of the Russian economy (industry, construction, transporta-
tion, agriculture and retail sales) slowed to 6.6% in the first eleven months of

Focus 2/04 ONB ceec.oenb.at 43



DEVELOPMENTS IN SELECTED COUNTRIES

the year, from 7.3% in the full year 2003. The slowdown in the first three quar-
ters of 2004 as compared to the full year 2003 reflected weaker export volume
and stronger import volume growth, resulting in a deterioration of net exports
that implied a negative contribution to GDP growth of nearly 2 percentage
points in the first three quarters of 2004 after positive contributions in 2002
to 2003. Moreover, investment growth lost some momentum in the third quar-
ter (10.6% year on year), while private consumption, buoyed by real (CPI-
deflated) wage rises of 12% year on year, continued to steam ahead (13.1% year
on year). While the still robust GDP expansion benefited from persistently high
and even rising oil and raw material prices, the slowdown may have been
brought about by uncertainties about the direction of government policies in
the resource sector in connection with the escalation of the Yukos affair, more
general questions relating to overall structural reform policies, which seem to
have lost momentum in recent months, and repercussions of the bank alert of
the summer of 2004, which gave rise to temporary credit bottlenecks. Deposit
and loan growth resumed in the fall of the year, but the events left their trace in
a somewhat dampened expansion of banking activities.

Table 52

Gross Domestic Product and Its Demand Components

1999 2000 2001 2002 2003 Q12004 Q22004

Real year-on-year change in %

Gross domestic product 6.3 9.0 51 47 73 7.5 7.3
Private consumption —-29 6.0 9.3 8.7 7.8 11.8 124
Public consumption 31 4.8 —08 2.6 22 25 2.6
Gross fixed capital formation 6.3 311 10.3 30 129 141 12.5
Exports of goods and services 1.3 9.6 4.2 9.6 13.7 12.6 8.5
Imports of goods and services =171 305 18.7 14.6 195 241 200
Contribution to GDP growth in percentage points
Domestic demand —20 11.6 7.3 4.1 6.8 8.3 9.4
Exports 4.7 4.2 19 4.2 6.3 6.3 4.2
Net exports 9.1 -19 —-26 0.3 0.5 —-09 —24

Source: Eurostat, national statistical office, OeNB.

Despite the slowdown of investment expansion in recent months, industrial
restructuring and modernization are continuing, being reflected in industrial
output growth coupled with industrial employment decline in year-on-year
terms. Notwithstanding strong wage increases (24% year on year), the annual
rise in nominal industrial unit wage costs of 9% remained far below that of pro-
ducer prices of 21.5% in the first half of 2004. The unemployment rate (ILO
definition) declined to 7.5% in October 2004 from 8.3% a year earlier. Average
inflation (CPI) declined from 13.6% in 2003 to 10.7% year on year in the first
three quarters of 2004. However, since June 2004 the monthly annual inflation
rate has been picking up again from 10.2% to 11.7% in November. The recent
inflation pick-up may be explained by the considerable increase of industrial
producer prices, by strong real wage and private consumption growth, and
by periodic adjustments of regulated prices and tariffs. Moreover, broad money
has been expanding at a very high real rate.
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Table 53

Productivity, Wages, Prices, Exchange Rate and Key Interest Rate

1999 2000 2001 2002 2003 Q12004 Q22004
Year-on-year change of period average levels in %
Gross production of industry (real) 11.6 12.0 49 37 7.0 7.6 71
Labor productivity of industry (real) 10.6 14.6 5.7 7.5 139 14.2 133
Gross average wage of industry (nominal) 46.7 421 520 27.2 254 249 231
Unit labor cost of industry (nominal) 32.6 24.0 438 183 1041 9.3 8.6
Producer price index (PPI) of industry 591 46.5 191 17 15.6 19.0 242
Consumer price index (CPI) 85.7 20.8 216 16.0 13.6 10.8 10.3
Exchange rate (nominal):
RUB' per 1 EUR, + = EUR appreciation 1372 -08 0.4 135 165 54 —0.6
EUR per 1 RUB, + = RUB appreciation —57.8 0.8 =041 =191 —142 —52 0.6
Period average levels
Unemployment rate (ILO definition, %) 12.6 10.5 9.0 8.0 8.7 9.3 79
Key interest rate per annum (%) 572 331 250 227 17.3 14.3 13.8
Exchange rate (nominal):
RUB' per 1 EUR 26.24 26.03 2613 29.65 3455 3583 34.85
EUR per 1 RUB 0.0381 | 00384 | 00383 | 00337 | 00289 | 00279 | 0.0287

Source: Bloomberg, Datastream, national statistical office, national central bank, OeNB, wiiw.
! RUB: Russian ruble.

High money growth has been fueled by both credit growth to the non-
government sector and a net foreign assets increase. However, nongovernment
credit growth has been continuously declining from 46% year on year in April
to 35% year on year in November, while net foreign assets have been rising from
29% year on year in March to 58% year on year in November. As a result of the
unrelenting buildup of gross official reserves (based on the high current account
surplus) and the limited sterilization instruments of the monetary authorities,
there is a lot of liquidity in the banking sector. The effectiveness of the central
bank’s policy of curbing inflation is being persistently counteracted by the
impact of its policy of stemming nominal appreciation tendencies of the ruble
in order to stave off Dutch disease. In real terms, the ruble was 5% stronger
in September than a year earlier against a basket of currencies of Russia’s main
trading partners.

Table 54
Monetary Developments
1999 2000 2001 2002 2003 Q12004 Q22004

Nominal year-on-year change of the annual average stock in %

Broad money (including
foreign currency deposits) 63.6 60.0 44.2 312 392 399 384

Contributions to the nominal year-on-year change of broad money in percentage points

Net foreign assets

of the banking system 7.5 585 44.3 19.8 213 18.0 19.2
Domestic credit (net)
of the banking system 1204 30.5 22.8 304 29.6 25.8 245

of which: claims on the private sector 435 36.7 352 28.9 29.5 32.1 32.9
claims on households . . .. . . .. .
claims on enterprises i . . . . . .
net claims on the public sector 76.9 —6.2 —124 1.5 02 —64 —84

Other domestic assets (net)
of the banking system —644 1 =291 =229 1 =191 =117 -39 =52

Source: National central bank, OeNB.
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On the back of high oil prices and economic growth, Russia witnessed a fur-
ther widening of its twin surpluses in the first three quarters of 2004, with the
budget in the black for the fifth year in a row. The federal government budget is
estimated to have posted a surplus of 4.9% of GDP in the period from January
to September and of 3.8% in the period from January to October. The general
government budget is projected to reach a surplus of over 3% of GDP in 2004.
The budgetary situation also reflects a prudent fiscal stance and successful tax
reforms since 2001. Moreover, approximately EUR 14 billion have already been
transferred to the Budgetary Stabilization Fund, into which oil-related budget
revenues flow when the price of Urals grade crude fetches over USD 20/barrel.
Given their liquidity drainage function, the budget and the Stabilization Fund
constitute critical elements of stabilization policy.

Table 55

Government Budget

1999 2000 2001 2002 2003 2004 2005

% of GDP
Federal government
Revenues 125 154 17.8 20.3 194 2041 17.8
Expenditures 138 132 14.8 185 177 17.0 163
of which: interest payments 34 24 2.6 2.1 1.7 . 1.4
Balance -13 2.2 30 1.8 17 31 15
Primary balance 21 4.6 5.6 39 34 . 29
General government
Revenues 336 36.8 372 37.6 36.6 370 353
Expenditures 367 337 345 370 355 339 336
of which: interest payments . . 2.7 2.1 1.7 1.3 1.4
Balance =31 31 2.7 0.6 11 31 17
Primary balance . . 54 2.7 2.8 4.4 3.1
Gross public debt 864 56.1 424 362 26.8

Source: National ministry of finance, Economic Expert Group, IMF.
Note: Federal government: Data on cash basis. Data for 2004—05 according to budget law.
General government: Data on commitment basis.

The Russian current account surplus came to EUR 29.3 billion, or over 9%
of GDP, in the first three quarters of 2004 (against EUR 24.4 billion or 8.3% of
GDP in the same period of 2003). Given the rather difficult business climate for
foreign investors, FDI inflows are much lower than the country’s enormous
economic potential would suggest. Net FDI inflows dwindled to only EUR 120
million in the first three quarters of 2004. (They had come to EUR 840 million
in the corresponding period of 2003.) Foreign investors’ reluctance has been
heightened by the authorities’ unrelenting pursuit of the country’s largest
private oil firm, Yukos (which now faces liquidation), and of its founder, and
by what is seen by many international observers as an arbitrary enforcement
of the rule of law. This is bound to weaken property rights and undermine con-
fidence.
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Table 56

Balance of Payments

1999 2000 2001 2002 2003 H1 2003 H1 2004
EUR million
Merchandise exports 71210 | 114,379 | 113,843 | 113,201 | 120,040 | 56,881 65,691
Merchandise exports:
year-on-year change in % 7.1 60.6 —-0.5 —0.6 6.0 6.2 15.5
Merchandise imports 37168 | 48934 | 60,138 | 64278 | 66,508 | 30,673 | 34,575
Merchandise imports:
year-on-year change in % —288 317 229 6.9 35 1.7 12.7
Trade balance 34,042 | 65444 | 53705 | 48923 | 53532 | 26208 | 31,116
% of GDP 18.6 23.1 15.7 134 13.9 151 14.6
Services balance —4,034 | —7,254 |—10227 |—10439 | —9,773 | —3,865 | —4,572
Income balance
(factor services balance) —7291 | —7353 | —4756 | —6,856 |—11543 | —4182 | —5,074
Current transfers 578 65 =912 —808 —352 —206 =217
Current account balance 23,295 | 50903 | 37,810 | 30,821 31,864 | 17955 | 21252
% of GDP 12.7 18.0 11.0 85 83 10.3 9.9
Direct investment flows (net) 1,042 —500 250 —49 | —1414 1,475 1,324
% of GDP 0.6 -0.2 0.1 0.0 —0.4 0.8 0.6

Source: National central bank, OeNB.

Russia’s gross external debt slightly increased to EUR 158.0 billion at the end
of June 2004, but declined to 37.2% relative to GDP. Meanwhile, the monetary
authorities’ gross official reserves topped EUR 86 billion at end-November
2004, a new record level which corresponds to more than a year of imports
of goods and services.

Table 57

Gross Official Reserves and Gross External Debt

1999 2000 2001 2002 2003 Q22004
End of period, EUR million

26,139 ‘ 37,026‘ 42,291 ‘ 58,531 ‘ 69,471 ‘
156,232 1 159,072 | 143,490 | 148,290 | 157,960

Gross official reserves (excluding gold) 8,387
Gross external debt ..

% of GDP'

Gross official reserves (excluding gold) 4.6 ‘ 9.2 10.8 11.6 152 164
Gross external debt . 551 46.5 39.4 38.6 37.2

Import months of goods and services
Gross official reserves (excluding gold) 20 | 47 | 53 | 57 | 78 | 90 |

Source: National central bank, OeNB, wiiw.
Q2 2004: As a percentage of rolling fourquarter GDP

Whereas structural reforms had already slowed down in the run-up to par-
liamentary and presidential elections, only few new reform initiatives have
emerged, unfortunately, since the re-election of President Putin in March
2004. This fact may be partly connected to a degree of complacency on the part
of the government, given the overall favorable economic environment. In the
political sphere, a general tendency toward the centralization of power in the
hands of the executive branch can be discerned. Regional governors will no
longer be elected by the population, but appointed by the president. Further
enterprise privatization has become more difficult since a number of large
state-owned firms have been declared strategic enterprises that can only be
privatized by presidential permission. In the summer of 2004 the authorities
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passed a social reform measure by providing for the replacement of in-kind
social benefits with monetary compensation from the beginning of 2005. In
December a new housing code was enacted which aims at facilitating the further
privatization of apartments and the formation of a mortgage market.

Cutoff date for data: January 7, 2005.
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with a View to Future EU Accession

The paper provides a qualitative overview on current central bank legislation in Southeastern Europe
(SEE), namely Albania, Bosnia and Herzegovina, Bulgaria, Croatia, Macedonia, Romania, and Serbia
and Montenegro, and assesses the degree of central bank independence (CBI) already achieved, using
the Maastricht Treaty requirements as a yardstick. The following aspects of legal CBI are examined:
first, the definition of statutory objectives in central bank laws (functional independence); second, the
central banks’ independence in the formulation and implementation of monetary policy (institutional
independence); third, the legal status of the central bank governor and other members of the highest
decision-making body (personal independence). Fourth, the paper examines two aspects of financial
independence, namely the budgetary independence of the central bank itself and the prohibition of
monetary financing. Fifth, the paper briefly deals with central bank accountability issues. Moreover,
selected aspects of actual CBI are analyzed. The paper concludes that the central bank laws already
comply with Treaty requirements in some areas, while a considerable number of weaknesses remain.
With a view to future EU accession, a further strengthening of both legal and actual CBI will be neces-
sary for the countries to fulfill the requirements of the Maastricht Treaty.

1 Introduction

In the past decades, the degree of central bank independence (CBI) has
increased worldwide. This tendency was even more prevalent in transition
economies, where ambitious central bank reforms were enacted, endowing
the central banks with a high degree of legal independence.

This overall tendency toward more CBI was mainly motivated by two rea-
sons: First, the mainstream of academic literature agrees that a relatively high
degree of CBI is generally desirable. Empirical studies, such as calculations
by Cukierman (1992), suggest that at least for industrial countries, there is a
negative correlation between CBI and inflation performance. A brief litera-
ture survey on the economic rationale for CBI can be found, for instance, in
Maliszewski (2000) or in earlier own work (Radzyner and Riesinger,? 1997).
Second, the main driving force for increasing the degree of CBI in Europe
was the creation of Economic and Monetary Union (EMU). The preparation
of Stage Three of EMU entailed numerous and far-reaching adjustments of cen-
tral bank legislation for the incumbent EU Member States, as national central
bank statutes had to be adapted to the requirements set out in the Maastricht
Treaty® and the Statute*. The European Monetary Institute (EMI), the predeces-
sor of the European Central Bank (ECB), identified a number of provisions in
the national central bank statutes that were not in line with Treaty requirements
and in its first convergence report (EMI, 1996) called for adaptations prior to
the beginning of Stage Three. Those EU Member States which joined the EU on
May 1, 2004, participate in EMU from the date of their accession as “Member

Oesterreichische Nationalbank (OeNB), European Affairs and International Financial Organizations Division,
mndra.dvorskly@oenb.ap The standard disclaimer applies.

The author gratefu]l/v acknowledges comments by Stephan Barisitz, Foreign Research Division, and Gerd Grum, Legal Division
(both OeNB). I would like to thank Rena Miihldorf for language advice.

The author published this earlier study jointly with Olga Radzyner under the name Riesinger in 1997.

Treaty on European Union, referred to as “the Treaty” or “the Maastricht Treaty” (1992) hereinafter.

4 Protocol on the Statute of the European System of Central Banks and of the European Central Bank (1992), referred to as “the
Statute” hereinafter.
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States with a derogation.” Therefore, Maastricht Treat)/ requirements in the area
of CBI constituted part of the acquis communautaire.

The main purpose of this paper is to compare current central bank legisla-
tion in Southeastern Europe® (SEE), namely Albania, Bosnia and Herzegovina,
Bulgaria, Croatia, Macedonia, Romania, and Serbia and Montenegro7. Like
most transition countries, the SEE countries have implemented comprehensive
central bank reforms in the past years; four countries enacted new central bank
laws only between 2001 and 2004, while the other laws date back to 1997. All
the countries under consideration are either official EU candidate countries or
are regarded as potential candidates with a prospect of future EU membership.®
While Bulgaria and Romania made substantial progress in their accession nego-
tiations and are preparing to join the EU in January 2007, Croatia’ was granted
candidate status in June 2004; the start of accession negotiations is envisaged for
early 2005 (Council of the European Union, 2004). Macedonia submitted a for-
mal application for EU membership in March 2004, and a Stabilisation and
Association Agreement'® (SAA) entered into force on April 1, 2004. Negotia-
tions on an SAA between the EU and Albania were launched in early 2003 and
are still underway. Bosnia and Herzegovina is working on implementing the
priority areas identified in the Commission’s Feasibility Report of November
2003. Serbia and Montenegro has made progress toward a closer relationship
with the EU through the adoption of the Constitutional Charter and an internal
market and trade action plan (European Commission, 2004a, p. 8).

As the principle of equal treatment will be applied to all new Member
States, the SEE countries will join the EU as “Member States with a derogation”
and, consequently, will have to bring in line their central bank legislation with
Treaty requirements prior to or upon accession. The purpose of this paper is to
provide a qualitative overview on current central bank legislation in the SEE
countries and to assess the degree of CBI already achieved, using the Treaty
requirements as a yardstick.

> ]j‘-all Member States ratiﬁ/ the Constitutional Treaty ngugust 2004, regulations on CBI will broadly remain unchanged in
substance, but will be even more strongly protected than presently: While the independence of the ECB will be explicitly
enshrined in the Constitution in Article I-30, the status ofthe NCBs will be regulated in Part IIl, Articles I1I-185 to IlI-
191 (see Conference of the Representatives of the Governments of the Member States, 2004a). Furthermore, the Protocol on
the Statute of the ESCB and the ECB is annexed as part and parcel of the Constitutional Treaty.

The countries are given in alphabetical order.

Since February 2003, Serbia and Montenegro have temporaril)/ﬂ)rmed a state union, replacing the earlier Federal Republic of
Yugoslavia. According to Article 14 of the Constitutional Charter (2003), Serbia and Montenegro are a single legal person in
international law and one member qfintemationa] or(qanization& Furthermore, Article 13 qfthe Law on the Imp]ementation qf
the Constitutional Charter (2003) stipulates that Narodna banka Srbije (the National Bank of Serbia; this designation will be
used hereinafter) is the legal successor of the National Bank of Yugoslavia and continues to operate on the territory of Serbia,
with the Serbian dinar as the official currency. Therefore, this paper will deal with the independence of the National Bank of
Serbia and refrain from treating the status of Centralna banka Crne Gore (the Central Bank of Montenegro; this designation will
be used hereinafter) separately. Montenegro has unilaterally adopted the euro.

This objective was endorsed by the European Council in Feira and reconfirmed by the European Council in Thessaloniki in June
2003 (European Commission, 2004b).

Croatia signed a Stabilisation and Association Agreement with the EU in October 2001; the mtification process has not yet been
completed.

10" This was thefirst Stabilisation and Association Agreement to enter into_fbrce in the Western Balkans.
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The paper is organized as follows: Section 2 provides a brief literature over-
view on CBI in transition countries. Section 3 compares current central bank
legislation in SEE. Section 4 examines selected aspects of actual CBI. Section
5 concludes.

2 Brief Literature Overview

While only selected aspects of CBI in transition countries had been analyzed for
a limited number of countries until 1997, an increasing number of authors
published both theoretical and empirical work in the years to follow. A survey
of early CBI literature on transition countries can be found in Radzyner and
Riesinger (1997). More recent literature, published between 1997 and 2000,
is surveyed in Dvorsky (2000).

Recent literature on CBI in transition economies seems to have focused
largely on measurement issues. Based on Cukierman’s pioneering work (1992),
Cukierman et al. (2000) presented extensive new data, measuring the degree
of legal CBI'in 26 transition countries. For the sake of comparability, the authors
use the index of legal CBI developed earlier and find that central bank reforms
implemented by the transition countries in the 1990s were very ambitious, with
levels of legal CBI even higher than those of developed economies during the
1980s. While five out of seven SEE countries are included in the country sample
analyzed by Cukierman et al. (2000), none of the five central bank laws cur-
rently in force was examined. In a similar vein, Maliszewski (2000) presents
data on 20 Central and Eastern European (CEE) transition countries. The
author constructs two indices of legal CBI, which cover political and economic
aspects, drawing heavily on the methodology developed earlier by Grilli et al.
(1992). Maliszewski examines the relationship between inflation and CBI and
concludes that changes in central bank laws are highly significant in explaining
inflation rates. Maliszewski’s paper covers four of the seven SEE countries, but
measurement is made on legislation not in force anymore. Dvorsky (2000)
measures the degree of legal and actual CBI in five CEE transition economies,
namely the Czech Republic, Hungary, Poland, Slovenia and Slovakia (CEEC-5),
by applying the two most widely used indices, namely the Cukierman and the
Grilli-Masciandaro-Tabellini (GMT) index. The paper compares own findings
with those of other authors and earlier calculations and critically reviews the
indices on legal and actual CBI themselves, in particular against the background
of the Maastricht Treaty requirements. Ilieva et al. (2001) take an interesting
approach and construct a new CBI index, which takes into account legislative
and behavioral aspects of CBI. Results from surveys of central bank officials
are compared to those of independent academic institutions. Not surprisingly,
the results show that CBI is higher in transition economies planning early EU
accession than in others. Freytag (2003) analyzes the state of legal CBI in
selected transition countries by constructing an index of “monetary commit-
ment” and comparing results to earlier measurement by Cukierman et al.
(2000), Maliszewski (2000) and Dvorsky (2000). The author concludes that
the degree of CBI in the countries examined is quite high.
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3 Comparing Legal Central Bank Independence in

Southeastern Europe
Apart from empirical literature on CBI issues, central bank legislation in the
SEE countries is and will be subject to an “institutionalized assessment” to be
carried out regularly by the European Commission and, at a later stage, also
by the ECB." For Albania, Bosnia and Herzegovina, Macedonia, and Serbia
and Montenegro, the Annual Report on the Stabilisation and Association
process for South East Europe by the European Commission provides the only
“institutionalized assessment” which examines the countries’ readiness to move
closer to the EU in a very general manner (European Commission, 2004a).
This report does not touch separately upon the issue of CBI. On Croatia, the
European Commission produced an Opinion on the country’s application to join
the EU in April 2004, which deals with the most important aspects of CBI in
chapter 11 and examines the country’s ability to fulfill the requirements of the
acquis in the field of EMU in the medium term (European Commission,
2004b). For official candidate countries, the European Commission publishes
so-called Progress Reports every year. These reports, which were first pub-
lished in 1998 on the ten candidate countries at the time, provide an annual
update of the Commission’s assessment on the candidate countries’ prepared-
ness to fulfill the Copenhagen criteria, thus following up on the first-time
judgment presented in the respective Opinion. Consequently, the structure
of the Progress Reports is very similar to that of the Opinion on each country,
treating the issue of legal CBI in chapter 11 on the EMU acquis. A detailed
analysis of the first Progress Reports with respect to central banking issues
can be found in Dvorsky et al. (1998). While the 2004 Progress Reports cover
only two of the SEE countries, namely Bulgaria and Romania (European Com-
mission, 2004c, 2004d), Croatia will be included as of next year. After EU
accession, national central bank statutes will be examined every second year
in the ECB’s and the European Commission’s convergence reports, an impor-
tant part of which analyzes in detail the current state of national central bank
legislation in Member States with a derogation (ECB, 1998, 2000, 2002,
2004 and European Commission 1998, 2000, 2002, 2004e).

According to Article 109 of the Treaty, new Member States have to adjust
their national legislation in the area of CBI in a way that ensures its compatibility
with the acquis by the date of accession. This provision relates in particular to
the independent status of the national central bank (NCB), i.e. the freedom
from instructions, a legislated minimum term of five years for the central bank’s
top officials, the prohibition of monetary financing and the prohibition of
privileged access to financial institutions (see Hade, 2002, p. 1373). However,
Article 122 (3) of the Treaty stipulates that some Articles of the Treaty do not
apply to Member States with a deroga‘tion.12 This provision refers to statutory
requirements relating to the full legal integration of an NCB into the Euro-
system, regulating for instance the adjustment of monetary policy instruments,
which need only enter into force at the date on which the Member State adopts
the single currency.

!1" Moreover, the Article IV consultations carried out by the International Monetary Fund typically contain a small section on CBI.

12 By ana]ogy, Article 43.1 qfthe Statute lists Articles which do not app])/ to Member States with a demgation
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For comparing and analyzing current central bank legislation in the SEE
countries, the four-tier classification introduced by the EMI will be applied.
In its first convergence report, the EMI established a list of features of CBI
(EMI, 1996, pp. 100—103), which was elaborated further by the ECB" in the
subsequent years and which still provides the analytical framework for the
examination of CBI in the current convergence reports. Therefore, the struc-
ture of this paper will be broadly based on the EMI’s classification and incorpo-
rate some considerations from an earlier article (Radzyner and Riesinger, 1997).
Thus, the following aspects of CBI are discerned: First, the definition of statu-
tory objectives in central bank laws will be examined, which largely corre-
sponds to the concept of functional independence according to the EMI
methodology. Second, the paper deals with institutional independence in a very
broad sense, covering inter alia the central banks’ independence in the for-
mulation and implementation of monetary policy. Third, the issue of personal
independence will be analyzed. This aspect relates to the legal status of the
central bank governor and other members of the highest decision-making body
and corresponds to the EMI definition. Fourth, financial independence will be
examined, comprising two aspects, namely the budgetary independence of the
central bank itself and, going beyond the definition of financial independence
used by the EMI, the prohibition of monetary financing. Interestingly, neither
the EMI (nor its successor, the ECB) nor the European Commission have ana-
lyzed the prohibition of monetary financing in their past convergence reports.”*
Given the importance of this issue for CBI, it will be included in the definition
of financial independence in this paper.

3.1 Statutory Objectives = Functional Independence

There is agreement that independent central banks must have a single, rather
narrowly defined policy objective which focuses on the stability of the domestic
currency. This postulate is related to the need for the transparency and credi-
bility of monetary policy.”” However, having a single policy goal does not mean
that the central bank can ignore other macroeconomic goals. Therefore, numer-
ous central bank laws as well as the Statute (1992) contain a secondary objective,
namely the support of general economic policies, provided that it does not
jeopardize the achievement of the primary objective.

The EMI’s concept of functional independence is based on Article 105 (1) of
the Maastricht Treaty and Article 2 of the Statute, according to which the “pri-
mary objective of the ESCB shall be to maintain price stability.” And, further, on
the secondary objective: “Without prejudice to the objective of price stability, it
shall support the general economic policies in the Community.” While it cannot
be doubted that the primary objective of price stability is binding for all euro
area Member States, this is not unambiguously clear for Member States with

I3 In particular, the ECB has the right to deliver opinions on draft laws, based on Article 105 (4) of the Treaty, the first indent of
Article 4(a) of the Statute and the third indent of Article 2 (1) of Council Decision 415/98/EC of 29 June 1998 on the
consultation of the European Central Bank by national authorities regarding draft legislative provisions. In the field of
CBI, the ECB has made use of this possibility on numerous occasions.

See http:/ /www.ecb.int/ech/legal/ 1341/ 1345 /html/index.en.html, retrieved on October 14, 2004.

4 However, the European Commission’s Opinions and Regular Reports on candidate countries do treat this issue when analyzing
their ability to join EMU.

!> On the rationale of the formulation of central bank policy objectives, see Radzyner and Riesinger (1997, p. 61).
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a derogation.'® In its latest convergence report (2004), the ECB takes the view
that also the statutes of NCBs of the new Member States should have price
stability as the primary objective from the date of their EU accession (ECB,

2004, p. 32).

Table 1

Statutory Objectives and Formulation and Implementation of Monetary Policy

Central bank

Bank of Albania

Central Bank of Bosnia
and Herzegovina

Bulgarian
National Bank

Croatian

Statutory objectives

Formulation and implementation of monetary policy

"... to achieve and maintain price stability.” (Article 3.1)

"... to achieve and maintain stability of the domestic currency...”
by applying a currency board arrangement (Article 2.1)

"... to contribute to the maintenance of the stability of the national
currency...” (Article 2.1)

"... to achieve and to maintain price stability” (Article 3.1)

"... formulate, adopt and execute the monetary policy”
(Article 3.4a)

"... formulate, adopt and execute ... the exchange rate policy”
(Article 3.4b)

"... to formulate, adopt and control monetary policy by issuing
domestic currency at the exchange rate determined in Article 32"
(Article 2.3a)

* detailed definition of currency board regime (Article 28)
* fixed exchange rate (Article 29)

"... establish and implement the monetary and foreign exchange

National Bank "... without prejudice to its primary objective, the Bank shall support

economic policies ... (Article 3.2)

policies” (Article 8.1)

"... establish and conduct the monetary policy” (Article 10)
"... determine exchange rate policy” (Article 20)

National Bank of the
Republic of Macedonia

"... to maintain price stability” (Article 3)
The Bank shall support economic policy without jeopardizing the
main objective (Article 3)

"... to define and implement the monetary policy and exchange rate
policy” (Article 2.2a)
"... define and implement exchange rate policy” (Article 9.1)

National Bank
of Romania

"... to ensure and maintain price stability” (Article 2.1)
"Without prejudice to its primary objective, the NBR shall support
general economic policy” (Article 2.3)

"... determine and implement monetary policy” (Article 4.1)
"... determine exchange rate regime with the consent of the
government” (Article 4.2)

National Bank
of Serbia

"... achieving and maintaining price stability” (Article 3)

"...in addition, ... striving for financial stability” (Article 3)
"Without prejudice to its primary objective, the Bank shall support
economic policy” (Article 3)

Sources: Law No. 312 on the Statute of the National Bank of Romania. 2004. June 28.
Law No. 8269 on the Bank of Albania. 1997. December 23.

Law on the Bulgarian National Bank. 1997. June 10.

Law on the Central Bank of Bosnia and Herzegovina. 1997. June 28.

Law on the National Bank of the Republic of Macedonia. 2002.

Law on the National Bank of Serbia. 2003. July 19,

Law on the Croatian National Bank. 2001. April 5.

Compiled by author.

Note: The central banks are referred to by their English designation hereinafter.

In the SEE countries analyzed, most central bank laws contain a clearly
defined policy objective for the central bank. Five out of seven laws explicitly
refer to “price stability” as the primary objective (see table 1). The central bank
laws of Bosnia and Herzegovina and of Bulgaria make reference to the “stability
of the domestic/national currency.” While the term “currency stability” is gen-
erally interpreted as implying the objective of price stability, the EMI argues — in
a very strict sense — that this wording does not unambiguously reflect the pri-
macy of maintaining price stability (EMI, 1996, p. 134, on the Austrian central
bank statute). Four of the seven SEE central bank laws under consideration
provide for a secondary policy objective and contain a stipulation on the support
of the general economic policy of the government, without prejudice to the
primacy of price stability. In addition to this secondary objective, the Serbian
central bank law stipulates that the central bank shall strive for maintaining
financial stability. This formulation may carry a potential of conflicting goals
for monetary policy, in particular because the primacy of price stability over

16 The Convergence Report 2004 identifies an inconsistency in the Treaty: While, according to Article 122 (3) of the Treaty,
Article 105 (1) of the Treaty does not apply to Member States with a derogation, Article 2 of the Statute does apply to such
Member States.
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this additional objective is not made clear. To sum it up, the statutory objectives
as formulated in the central bank laws of Croatia, Macedonia and Romania seem
to be largely in line with Treaty requirements, while adaptations will be needed
in the other laws.

3.2 Formulation and Implementation of Monetary Policy =

Institutional Independence
The concept of institutional independence is used differently in the literature:
The EMI applied a very narrow definition of institutional independence, based
on Article 108 of the Treaty and Article 7 of the Statute (EMI, 1996, p. 100).
These regulations prohibit the ECB, the NCBs and the members of their
decision-making bodies to take or seek instructions from Community institu-
tions or bodies, from any government of a Member State or from any other
body. Smits (1997, p. 155) presents a somewhat broader concept, which com-
prises freedom from instructions and the legal personality of the central bank,
which must be an institution separate from other government bodies. This sec-
tion will compare regulations governing the relationship between the central
banks and their respective governments, thus covering inter alia institutional
independence according the EMI’s narrow and Smits’ somewhat broader defini-
tion. Furthermore, this paper takes an even broader approach and examines
whether the seven SEE central bank laws under consideration endow their
central banks with the necessary competences to formulate and implement
monetary policy in order to achieve the primary objective independently.

As to institutional independence in the narrow sense defined by the EMI, the
freedom from instructions for the central bank is stipulated in all SEE central
bank laws under consideration (see table 4, first column). However, the prohib-
ition of external influence on the central bank as understood by the EMI covers
all possible sources of influence, both at the national level (governments, parlia-
ment) and at the EU level (Community institutions or bodies) and different
forms of influence (the right to give instructions, the right to approve, suspend,
annul, defer or censor decisions). Therefore, all SEE central bank laws will have
to be adapted in order to fully comply with Maastricht criteria in this area.

The need to provide the central bank with legal personality relates to the
fact that the monetary authority is a separate body and not part and parcel of
the government administration (Smits, 1997, p. 162). For the ECB, this element
of institutional independence is laid down in Article 107 (2) of the Treaty. It is
worth noting that all SEE central banks under consideration are defined as legal
entities according to the respective central bank laws.!” In this context, the issue
of “statutory independence,” i.e. an explicit reference to the “independent” sta-
tus of the central bank in the wording of the central bank law, deserves a closer
look. Although “statutory independence” is generally not seen as a necessary
precondition to achieving a high degree of legal CBI, it is interesting that — with

17" See Article 1.2 of Law No. 8269 on the Bank of Albania (1997), Article 1.2 of the Law on the Central Bank of Bosnia and
Herzegovina (1997), Article 1.1 of the Law on the Bulgarian National Bank (1997), Article 2.3 of the Law on the Croatian
National Bank (2001), Article 5 of the Law on the National Bank of the Republic of Macedonia (2002), Article 1.1 of Law
No. 312 on the Statute of the National Bank of Romania (2004) and Article 5 of the Law on the National Bank of Serbia
(2003).
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the exception of Bulgaria — all central bank laws under consideration do contain
such a stipulation.’®

According to Article 105 (2) of the Maastricht Treaty and Article 3.1 of the
Statute, the basic task of the ESCB is the definition and implementation of the
monetary policy of the Community. Five of the seven SEE central banks are pro-
vided with the formal responsibility to design and implement monetary policy
in their countries (see table 1). In Bulgaria and in Bosnia and Herzegovina, the
design of monetary policy is determined by the currency board arrangements
operated in these countries, which naturally leaves no room for the central
banks to independently design the monetary policy regime.

Whether the choice of the exchange rate regime is to be the sole compe-
tence of the central bank or is to be jointly decided by the central bank and
the government is not answered unambiguously by the economic literature.
As a minimum requirement for effective CBI, a close involvement of the central
bank in decisions on the choice of the exchange rate regime is generally seen as
desirable (see, e.g., Swinburne and Castello-Branco, 1991, p. 40). While the
central banks of Albania, Croatia, Macedonia and Romania have the sole com-
petence for determining the exchange rate regime, the National Bank of Serbia
has to take these decisions jointly with the government.]9 For Bosnia and
Herzegovina and for Bulgaria, this choice is determined by the currency board
arrangement (see table 1).

3.3 Personal Independence
The definition of personal independence is largely undisputed and relates to
arrangements on the role, status and composition of the central banks’ highest
decision-making bodies. This includes appointment procedures, rules for dis-
missal, the length of the term of office and the possibility of a renewal of man-
date, requirements for professional competence and incompatibility clauses.
While the governments typically have a primary role in the appointment of
the members of the central banks’ highest decision-making bodies, it is widely
agreed that certain limitations on the governments’ appointment powers
increase the degree of CBI. Such limitations may include, for example, a pro-
portion of nongovernment appointments or the right to nominate candidates,
e.g. by the state president or by the parliament (Swinburne et al., 1991,
p- 31). Another safeguard is to split the responsibility of appointing and that
of nominating between, for instance, the government and the state president.
These requirements are, inter alia, reflec