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Editorial

Twenty Years of East-West Integration — Hopes and Achievements

The year 2009 will enter the history books as a year dominated by the biggest
economic crisis since the 1930s. But 2009 will also be remembered as a year in
which strong and coordinated policy efforts were undertaken to shield the real
economy, financial markets and banking sectors around the globe from the most
adverse effects of the global downturn. Coordination and integration have been
the words most frequently used to describe political and economic developments
over the past decades, and their relevance remains indisputable. Twenty years ago,
the fall of the Iron Curtain and the subsequent peaceful disintegration of the
Eastern bloc ended the long-lasting division of Europe. Accompanied by hopes for
prosperity, peace, security and stronger cooperation across the continent, these
developments prepared the ground for the unified Europe in which we live today.
They initiated a process of coalescence which finally culminated in the 2004 and
2007 enlargement rounds of the European Union. Cooperation and integration
have thus become an integral part of our day-to-day European reality, forming a
major component of our European identity.

This special issue of the OeNB’s Focus on European Economic Integration is
intended to pay tribute to these historic events. It provides a broad overview of
the most important topics concerning East-West integration, illustrating their
evolution over time from a central bank’s perspective. In doing so, it gathers
the profound knowledge of international experts who accompanied the Eastern
European countries through the transition process and who have cooperated
closely with the OeNB over the years. These contributions are supplemented by
texts from OeNB experts underlining the strategic research focus adopted by the
OeNB in the early 1990s in response to the changing international environment of
Austria and its economy.

In 1989, almost overnight, Austria’s position shifted from the dead end of what
was then called the West right into the center of the “new” Europe. Given its
central location but also its strong historical and cultural ties with Central, Eastern
and Southeastern Europe (CESEE), it was a natural step for Austria to intensify its
bilateral links with the region. Austrian businesses and banks were among the first
to identify the economic potential of the CESEE region and to expand activities
into these new markets.

This strategy has clearly paid off. As studies have shown, the political and
economic integration of Eastern Europe — in connection with Austrian EU member-
ship since 1995 — has caused a growth impulse for the Austrian economy of an
additional 0.5% to 1% per year and has resulted in 100,000 to 150,000 additional
jobs. Furthermore, the Austrian current account turned positive in 2002, and the
degree of internationalization of the Austrian economy increased strongly as
foreign direct investment was channeled into the CESEE countries. To a substantial
extent, this development was driven by the banking sector. Austrian banks have
become key players in CESEE markets, with their market shares amounting
to around 50% in Slovakia and Bosnia and Herzegovina and more than 75% in
Croatia. Business in the CESEE region accounts for more than 25% of total
Austrian banking assets and for more than 40% of the banking sector’s pretax
profits.
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But not only Austria benefited from the integration of Eastern Europe into
broader European structures. Economic transition, European integration and EU
membership spurred an unprecedented process of social, political and economic
modernization and catching-up in the CESEE countries. This is best exemplified
by the region’s growth performance: From 2001 to 2008, the average growth
differential of the CESEE EU Member States vis-a-vis the euro area amounted to
around 3 percentage points, thus raising GDP per capita (in purchasing power
parities) in CESEE from less than 40% of the Western European (EU-15) average
to more than 51% within the same period. By 2008, the Czech Republic and
Slovenia had reached income levels observed in some countries of the EU-15.

However, the current economic crisis has hit the CESEE region more severely
than expected. Spillover effects from the close economic and financial linkages
with Western Europe have in particular put a brake on the swift economic
expansion of previous years and, according to recent forecasts, the economic
catching-up process will come close to a standstill in 2009. Given the still substantial
income gap, the comparatively low wage levels and the generally sound interna-
tional competitiveness of the region, its medium-term growth potential is still
intact. This is why, in the foreseeable future, the CESEE countries are bound to
rank again among the fastest-growing economies of Europe.

Against this background, it is of utmost importance to sustain our commitment
to the region. At the European level, this has been done by doubling the balance of
payments assistance intended to support EU economies outside the euro area.
Moreover, Austrian investors in CESEE are generally adhering to their long-term
strategic business plans in the region. Steps like these are not only important on
purely economic grounds, but also serve to uphold the values of cooperation and in-
tegration in an enlarged Europe and to further build upon the hopes articulated 20
years ago. If we remain committed to these values, I am sure that the success story
of the past decades will continue well into the future.

Governor
Ewald Nowotny
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Taking Stock of Twenty Years of Analysis
and Research on CESEE at the OeNB

1 Building a New Europe

For Austria and its central bank, the Oesterreichische Nationalbank (OeNB), the
last 20 years have been marked by fundamental change. From a monetary policy
perspective, the period started in an era characterized by the Austrian schilling’s
informal peg to the Deutsche mark, commonly referred to as the “hard currency
policy,” which has proved a success for Austria, a small open economy, for a
number of reasons. From an analytical point of view, maintaining the peg did not
seem to be a very demanding task, considering that the anchor was clearly defined
and observable on a daily basis. In economic policy terms, however, it was obviously
much harder to stick to the hard peg option: The problems it involved ranged from
mastering political difficulties to market turbulences and permanent real economy
adjustment needs. Things changed significantly when Austria — together with
Sweden and Finland — joined the EU in 1995. Though hardly debated in public, it
was quite clear that Austria would participate in monetary union, if it were ever to
be realized. After all, the peg to the Deutsche mark constituted a kind of mone-
tary union already. The common currency, this long-term European project,
became a reality as early as in 1999 and 2002, when the national currencies of
11 EU countries — including Austria — were replaced by the euro. In monetary
policy, the “one member, one vote” principle in the Governing Council of the
newly established European Central Bank (ECB) gave the OeNB much more
responsibility and, as a result, required it to step up economic and monetary
analysis.

The opening up of Central and Eastern Europe (CEE) happened more or less
in parallel with these fundamental changes in the EU. Without a doubt, the fall of
the Iron Curtain was a historic event for all Europeans, but it was of special impor-
tance for Austria. Not only did Austria find itself close to the heart of these politi-
cally and economically extraordinary developments, but its citizens were also
reminded of their country’s historical ties with the region, which, in many cases,
had survived at the personal level. Austrian enterprises managed to be part of this
transformation process and to profit from it right from the beginning. Their
investment activities were mainly driven by three different motives: Some inves-
tors simply wanted to revive “the good old days,” when Central Europe was one of
the most innovative and developed regions in Europe; others, whose business
opportunities were restricted by a very narrow home market, were looking to
develop new markets and others again wanted to take advantage of the compara-
tively low labor costs in the region. Very often, all three motives seemed to play a
role, but the objective of widening one’s market was clearly the most important
factor from the point of view of a small country. In addition, many multinational
companies considering “going east” established their CEE headquarters in Vienna.
As a result, the Austrian capital, a city with sound business infrastructures and a
high standard of living, became a hub not only for air connections to the east but
also for investment activities in CEE.

L' Qesterreichische Nationalbank, Director of the Economic Analysis and Research Department,
peter‘mooslechner@oenb.at, and Head ofthe Foreign Research Division, doris.ritzberger—gruenWald@oenb.at‘

Peter Mooslechner,
Doris Ritzberger-
Griinwald'
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For the OeNB, these institutional and economic dynamics, which to a large
extent characterized European history in the 1990s, involved substantial
challenges: On the one hand, Austria was in the process of integration into the EU
and monetary union, on the other hand, the transformation of CEE as well as the
growing number of EU members and monetary union applicants created an in-
creasing demand for policy advice, knowledge transfer and technical assistance.
Another newly evolving task was cross-border banking supervision. Not surpris-
ingly, Austrian banks were among the first ones to participate in the restructuring
and privatization of the CEE financial markets. In fact, Austrian banks established
themselves as major players in many CEE countries, defending their market shares
until today, as the conditions in the region have turned difficult in the wake of the
global financial crisis. Especially since January 2008, when the OeNB was assigned
additional key tasks in banking supervision, the stability of the CEE financial
market has become a major issue for the OeNB.

2 “Going East” = The Obvious Strategic Choice from a
Viennese Perspective

After the fall of the Iron Curtain, the OeNB decided to systematically use and in-
crease its expertise in CEE issues and to share this know-how not only at home
(e.g. with the social partners or commercial banks) but also with its counterparts
in the ESCB. Admittedly, this strategy was half pushed and half pulled; as it turned
out, Austrian members of any ESCB committee were immediately expected to be
fully-fledged experts on CEE. As a result, the OeNB was one of the first central
banks in the ESCB to specialize on a particular analytical topic. Consequently,
apart from fulfilling its responsibilities to the Austrian economy, the OeNB had to
develop a very clear focus on CEE issues. Suomen Pankki, the Finnish central
bank, was in a very similar position, as the Finnish economy had a long-standing
tradition of trade with Russia and the Baltic countries. In order to reap the greatest
benefit from their expertise, the OeNB and the Bank of Finland Institute for
Economies in Transition (BOFIT) agreed on a close cooperation in analyzing CEE
economies, which turned out to be very fruitful and has remained relevant until
today.

Moreover, the OeNB enhanced its already existing contacts in the region and
established a kind of network between Austrian and CEE institutions, including
not only central banks but many other organizations as well, from research and
academic institutions to banking and commercial business organizations.” These
network activities have never been a one-way street, as all participants have prof-
ited from a free flow of information in both directions. The challenges of prepar-
ing for EU membership first and participation in monetary union a few years later
as well as the experience of living outside or inside the EU and living without or
with the euro were just a few core topics among a broad range of issues discussed.
A fairly regular and frequent exchange of experts was established, which, in the
end, constitutes the backbone of institutional and personal relationships through-
out the region.

? It should also be emphasized that many other business areas of the 0eNB — from accounting and cash logistics to
controlling, financial markets analysis and supervision, payment systems and statistics — have contributed consid-
erably to the OeNB’s cooperation and technical assistance activities in CEE.
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Much has happened since 1989: Many CEE countries have become members of
the EU — Slovenia and Slovakia have even entered monetary union — which gave
the new EU Member States a say in the Eurosystem/ESCB committees. Despite
these major developments, the topics of transition, catching-up and convergence
have not lost their importance. Quite on the contrary, the financial crisis has
shown the urgent need for even more and deeper analyses of CEE economies and
for including a larger number of countries in these analyses. When the Iron Cur-
tain came down, our main focus was on the CEE-5 (Poland, the Czech Republic,
Hungary, Slovakia and Slovenia). In the meantime, the regional focus has shifted
south, in particular to the Western Balkan countries. In the OeNB’s communica-
tion, this shift has been highlighted also by the use of the acronym CESEE — Cen-
tral, Eastern and Southeastern Europe — rather than CEE. More recently, we have
added some CIS countries to our portfolio, as Austrian banks have spread their
activities to the region. At the same time, we did not give up or significantly re-
duce the analysis of the CEE-5 as originally planned, but, on the contrary, we had
to take on board some urgent elements of economic developments in the Baltic
countries in our analyses. Of course, this has been largely due to the financial
crisis, which erased at least some of the progress in catching-up and harshly high-
lighted most, if not all, CESEE countries’ position as emerging markets.

3 A Wide and Changing Range of Topics?

Analyzing CESEE requires a lot of flexibility, as the topics of interest change
frequently. Three main areas of research can be identified: (1) transition: the
fundamental change from centrally planned to market economies; (2) catching-up:
the closing of the gap between the EU average GDP per capita and GDP per capita
in CEE; and, finally, (3) integration: institutional change, mainly in an EU context.

With respect to transition, the case of East Germany and its unification with
West Germany, of a few Asian and Latin American countries as well as, more
recently, economic and institutional developments in China can to some extent be
compared with CESEE. The latter, however, has been through a unique process in
so far as it had been a fairly prosperous region before World War II and because of
its medium-term prospects in the European integration context. One of the most
visible parts of transition was the change from state to private ownership of many
firms. Privatization took place in various ways: through voucher privatization,
initial public offerings on the stock exchange or through direct sales to national
and international investors. Another important issue was how to attract FDI in
general, as modernizing the infrastructure and increasing production capacities
required foreign expertise and capital.

Besides these practical issues, very general questions arose in the transformation
process, mainly discussed in behavioral economics, such as how to deal with the
lack of incentive mechanisms and how to install new ones; how to make economic
entities more self-reliant so that they do not wait for decisions made by others;
how to get rid of highly subsidized prices and how to find true equilibrium prices,
including exchange rates. At the same time, the CESEE countries’ heritage also
contained some positive features, like low or even nonexistent public debts, which

3 For an encompassing overview of the topics and issues we have addressed since the very beginning, see “CESEE-
Related Activities of the OeNB’s Economic Analysis and Research Department” in this issue.
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provided room for fiscal action, albeit lacking the required instruments and
decision-making bodies.

Catching-up remains a crucial issue. Most countries started from a very low
level of GDP per capita, which decreased further at the beginning of the transfor-
mation process and, in some cases, even today continues to stand at levels half of
those of the euro area. Therefore, adjustment speed is one of the major issues: An
economy that is growing too quickly runs the risk of overheating, while an econ-
omy that is growing too slowly runs the risk of missing opportunities, triggering
unemployment and a brain drain. In general, catching-up drives the convergence
of several economic areas and leads to the adjustment of all kinds of prices and
wages. The Balassa-Samuelson effect is a special phenomenon of this process and
received widespread attention in the literature of the 1990s.

Finally, transformation has also implied integration and, hence, necessitated
institutional change, which was a prerequisite for the first and the second round of
EU eastern enlargement and is a crucial component of the negotiating processes
with prospective EU members (such as Croatia) and of EU neighborhood policies
in general. The most advanced CESEE countries have already qualified for
monetary union. Slovenia and Slovakia introduced the euro recently.

The institutional changes on the path to EU and euro area membership also
affected trade and capital agreements. In general, they led to an increase in trade,
competition and competitiveness; in many cases, however, they also caused balance
of payments deficits. Borders were opened — at least to some extent — also for
workers, enhancing migration in one direction and the flow of remittances in the
opposite one. In addition, there have been substantial institutional changes at the
micro level, for instance to ensure central bank independence, which is an impor-
tant precondition for EU membership.

4 From General to Specific Issues

The character of the issues that had to be addressed also changed over time. At the
beginning of the transition process, evaluations of first reform steps and of first
experiences were at the center of interest. These ranged from the evaluation of
outcomes (e.g. distributional effects) to the search for a new, adequate policy mix,
as novel challenges were emerging. The appropriate wage level, the “right”
exchange rate policy and the right speed of financial deepening, for instance the
dynamics of credit growth, were among the issues discussed. The overall aim was
to find a sustainable growth path, or, put differently, to avoid overheating without
dampening growth prospects. This sounds very much like the key question of
sustainable development in any economy, but as CESEE started from a very low
income level, people were eager to catch up and to increase their living standards
to Western levels quickly. In some cases, this led to the appearance of bubbles,
mainly in the real estate or housing sectors, but also in lending. These bubbles
were driven by various factors, sometimes by foreign investors, sometimes by
domestic demand fuelled by (mostly foreign-owned) banks’ expansive lending
practices.

In some countries, including the Baltics, the bursting of these domestic bubbles
coincided with the — unrelated —arrival of the global financial and economic crisis,
which triggered the worst downturn we have seen since the Great Depression of
the 1930s. This crisis reached the CESEE region in late autumn 2008. It hit most

10
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countries hard, as financial markets, which did not differentiate between the
individual countries of the region, identified huge risks hidden in current account
and other imbalances. The growth differentials between the EU-15 and CESEE
melted and the catching-up process came to a halt. 2008 and 2009 were devoted
to analyzing the financial crisis, its impact on the Western European banking
system and the IMF’s, the EU’s and national support and stimulus measures. In the
medium term, the focus will shift to a more thorough economic analysis that
investigates the causes of the crisis and identifying measures to safeguard eco-
nomic catching-up in the long run.

5 Research, Technical Assistance and Cooperation =
The Main Pillars of the OeNB’s Focus on CESEE

A range of OeNB publications reflects the bank’s extensive analysis of and research
on CESEE-related topics.” “Focus on European Economic Integration” (the succes-
sor to “Focus on Transition”) is the OeNB’s flagship publication on transition and
integration issues. Studies on CESEE topics are also published in “Monetary Policy
& the Economy” and “Financial Stability Report.” In view of the continuous
demand for analyses of developments in CESEE, “Focus on European Economic
Integration” has been published on a quarterly instead of a semiannual basis since
2009 and is indexed in EconLit.

Furthermore, the OeNB organizes regular events as a platform for discussion
and an exchange of views, including, in particular, the one-day workshop series
called East Jour Fixe and the internationally renowned two-day Conference on
European Economic Integration (the successor to the East-West Conference). One
feature of the annual conference is the presentation of the Olga Radzyner Award
for Scientific Work on European Economic Integration bestowed on young econo-
mists from CESEE, which had been established to commemorate the former Head
of the OeNB’s Foreign Research Division, who died in a tragic accident in 1999.
Olga Radzyner had been one of the key initiators and promoters of the OeNB’s
CESEE-related activities.

One of the most memorable events was the Conference on European Economic
Integration that took place in 2004, the year the first CESEE countries joined the
EU. A festive atmosphere prevailed at this event, where all CESEE national central
banks presented the distinctive features of their home economies. Another high-
light was the conference of 2005, which was organized together with the ECB and
its financial integration research network. This event’s much more academic
character was reflected by a call for papers and by parallel sessions on an unusually
wide range of financial and capital market issues. On the whole, all conferences
featured topics of immediate relevance as well as outstanding speakers and always
attracted a large audience — people from east and west, from policymaking,
academia and banking — that showed great interest.

One of the main objectives of our events was and still is to share our knowledge
and experience. Also, we aim to promote the catching-up process not only by
analyzing it but also by providing active support. This idea was the basis for the

4 See “CESEE-Related Activities of the OeNB’s Economic Analysis and Research Department” in this issue.
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Austrian Bankers’ College International.” The first of these ABCi seminars in
Weillenbach in Upper Austria was held in 1989, right after the fall of the Iron
Curtain, and was a premiere for both speakers and participants, who learned a lot
from each other. In the following six years, more than 4,000 bankers from 24
CESEE and CIS countries participated in knowledge exchange and received
training in Austria. In fact, many long-lasting working relationships and close per-
sonal contacts started or were intensified at the ABCi seminars.

The Joint Vienna Institute (JVI), founded in 1992, is based on a much broader
institutional and professional footing. A cooperative venture of six international
organizations (including the IMF) as well as the OeNB and the Austrian Ministry
of Finance, it provides training for officials and managers from former centrally
planned economies to assist them in the transition process. Between 1992 and
2008, no less than 23,305 participants attended courses at the JVI, of which 8,915
were central bankers, 6,529 came from government ministries, and 7,861 from
other institutions. We are proud to say that some of them are now in leading
positions in politics or at eminent institutions, for example Dalia Grybauskaite,
President of Lithuania, Sergey Ignatiev, Chairman of the Central Bank of the Rus-
sian Federation, or [lmars Rimsévi¢s, Governor of Latvijas Banka.

As a member of the ESCB and the Eurosystem, the OeNB has been providing
its expertise on CESEE to the discussions of the Governing Council and the
General Council of the ECB. Apart from contributing to the general debates on
economic and monetary policy issues, the OeNB played a particular role in
Slovenia’s and Slovakia’s efforts to enter the euro area. Moreover, the OeNB was
actively involved in the discussions on ERM II topics at the Eurosystem/ESCB
level and regularly provides its analyses on CESEE-related issues to the Interna-
tional Relations Committee as well as to the Monetary Policy Committee of the
Eurosystem/ESCB. In addition, OeNB staff members have been invited to par-
ticipate in numerous activities over the past decades, organized by the ECB and
many other international organizations.

Apart from hosting high-profile events like the Eurosystem’s high-level seminar
with the Central Bank of the Russian Federation in March 2009, the OeNB
maintains informal bilateral dialogues with a number of CESEE central banks. In
March 2007, the Governor of the OeNB invited his counterparts from the central
banks of the Czech Republic, Hungary, Slovakia and Slovenia to Vienna to discuss
topical issues of mutual interest. In 2008, the Governor of Ceska narodni banka
hosted the follow-up meeting in Prague. In 2009, this circle of governors was
extended to include the Governor of Narodowy Bank Polski. The 2009 meeting
was held in Budapest.

The OeNB has traditionally sustained close relations with BOFIT and Suomen
Pankki. Apart from maintaining a regular exchange of researchers, the OeNB and
the Finnish central bank share their expertise on CESEE for instance by contributing
to each other’s forecast. These combined results are used as an input to the exter-
nal assumptions of the regular Eurosystem forecasting exercises. The OeNB also
regularly hosts the Emerging Europe Seminar, an event originally designed by

> As early as in 1975, the OeNB created the Central Bankers Club, which brought together representatives qfxmal]
and medium-sized European central banks for the discussion of and an exchange of views on topics of common
interest.
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Suomen Pankki and now organized on a rotating basis by several European central
banks with a special expertise in emerging markets.

At the national level, the OeNB maintains an excellent working relationship
with the Vienna Institute for International Economic Studies (wiiw), the leading
Austrian think tank for CESEE-related issues. Co-authored papers, jointly orga-
nized events like the Global Economy Lecture as well as joint seminars at the JVI
are elements of this fruitful cooperation.

6 Mission Accomplished? More Needs to Be Done!

The OeNB’s focus on CESEE has always been and will continue to be under
permanent review. Over the years, there have been discussions in particular about
which countries to include in our “country focus;” after all, some CESEE countries
have become EU members, some are very small and far away and do not belong to
the countries where Austrian businesses and banks are active. Both the current
crisis and Austrian banks’ strategy to enter the markets of the Western Balkans
and the CIS, however, have shown that we were right not to exclude any CESEE
country completely and to aim for the almost impossible goal of covering them all,
albeit with different nuances and different intensity. Although CESEE research
and analysis is certainly one of the most fascinating fields for economists today, we
do hope that in the long run, our research will not be needed any more, when
catching-up has been completed and a truly integrated Europe has become a reality
not only in economic and currency terms, but also in the lives of the people.
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From Transition to Integration



Michael A.
Landesmann'

Twenty Years of East-West Integration:
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1 Introduction
There is no doubt that the integration process of Eastern and Western Europe
since the dramatic events of 1989 had unique features.

First among these features were the impressive speed and depth of liberaliza-
tion that Central and Eastern Europe (CEE) implemented in its shift from a
planned economy to a market economy. This liberalization process (including
privatization as well as price, current and capital account liberalization) was
probably more comprehensive in the short timeframe than anything previously
witnessed in history. Second, the transition processes related to a number of econ-
omies that are located very close to advanced, high-income economies which had
themselves reached a high level of mutual economic integration.

Both these features were typical of CEE economies in the period after 1989
and were at the root of a relatively successful process of catching up in economic
and institutional terms as well as the rapid international economic integration in
Europe we have witnessed over the past two decades.

Let us recall the main stylized phases of the processes of transition and integra-
tion of the economies of Central and Eastern Europe:

The period of disruption following the systemic break and the dissolution of
the Council for Mutual Economic Assistance (CMEA)” had a different impact on
different CEE economies both in terms of the length and depth of the initial
contraction of GDP (also labeled “transformational recession”) and the ensuing
economic recovery (see also the discussion in the contribution by Ritzberger-
Griinwald und Woerz in this issue). From the mid-1990s, a process of consolida-
tion began in the more successful CEE economies; the other CEE countries did
not follow until the late 1990s. This consolidation paved the way for a period of
sustained catching-up in income and productivity levels as well as in institutional
terms. Private (international investors, banks, etc.) and public (such as the EU)
external agents played an important role in this process of relatively successful
transition and catching-up.

The geographic location — as mentioned above — definitely played a role, as did
the EU’s willingness in the 1990s to embark on a courageous process of enlarge-
ment and take in a relatively large group of new members. This substantially
increased heterogeneity within the EU and the “integrated European economic
space” in general (chart 1). Furthermore, CEE itself featured some historical
prerequisites — such as pre-W WII experience as market economies, a relatively
high level of education and maturity in institutional development despite and in
part also because of the socialist phase after WWII — that supported successful
economic (and political) integration and catching-up.

! Scientific Director, The Vienna Institute for International Economic Studies, and professor of economics, Johannes
Kep]er University, Linz, Austria.

2 The organization that regulated trade flows and production coordination between the formerly planned economies

until 1989.
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Chart 1
GDP per Capita (PPP) and Population Share in 2008
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Note: PT = Portugal, GR = Greece, IT = Italy, ES = Spain, FR = France, DE = Germany, FI = Finland, DK = Denmark, UK = United Kingdom,
BE = Belgium, SE = Sweden, AT = Austria, NL = Netherlands, IE = Ireland, BG = Bulgaria, RO = Romania, LV = Latvia, PL = Poland,
LT = Lithuania, HU = Hungary, EE = Estonia, SK = Slovakia, MT = Malta, CZ = Czech Republic, SI = Slovenia, CY = Cyprus, MK = former
Yugoslav Republic of Macedonia (FYR Macedonia), TR = Turkey, HR = Croatia, AL = Albania, BA = Bosnia and Herzegovina, RS = Republic of
Serbia, ME = Republic of Montenegro, UA = Ukraine, RU = Russia; CC = candidate countries, PCC = potential candidate countries.

2 Transition, Integration and Catching-Up

We will discuss below a number of issues in the CEE countries’ transition and
economic integration experience that also contained important lessons for the
economics profession. Also, we will recount some of the lessons learned from the
CEE countries’ specific experiences and from this unique phase in the East-West
European integration.

2.1 The Transition Process

The first relative surprise for economists in the early phase was the depth of the
initial “transformational recession.” The initial stage of transformation was charac-
terized by a dramatic decline in economic activity that brought the GDP levels
down by between 20% and 60% in the different CEE economies.

Despite having analyzed the features of planned economies within the
discipline of comparative economic studies over the previous decades and despite
having gained experience with reforms of socialist economies, the economics
profession was not well equipped to advise on such a dramatic path of systemic
change characterized by a fundamental adjustment of allocation mechanisms that
in effect severely disrupted economic activity. The traditional tools of economic
analysis were unable to explain these developments.

Furthermore, the political economy of transition, i.e. the interaction of
political and economic processes of systemic change that either blocked important
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reform steps or led to their implementation by different social and economic
actors, was ill understood. The understanding of these processes definitely lagged
behind the need to influence them. Only gradually did a body of analytical results
accumulate owing to newly developed tools of positive political economy and
institutional economics (for a synthesis of these results, see Roland, 2000).

It became clear early on that geographic location as well as an effective anchor-
ing in institutional and behavioral terms into a process of transition mattered a lot
for the direction and speed of systemic change and also the speed and extent of
recovery. The extent and depth of the development of a relationship with an
advanced grouping such as the EU-15 was seen as essential for understanding the
differentiation of transition processes across the CEE economies.

2.2 Growth and Catching-Up Dynamics

All'in all, the growth experience of the transition economies after the first phase
of the transformational recession conformed to the picture painted by standard
economic growth theory about the possibility of lower-income economies of
converging toward higher-income economies (see e.g. the classic textbook on
economic growth by Barro and Sala-i-Martin, 2006).

However, standard economic growth theory was mostly formulated in rather
aggregate terms, which turned out to be insufficient to understand the conver-
gence of the set of transition economies. In particular, it did not contain sufficient
information on why we observed different catching-up processes in different CEE
economies and, furthermore, why specific features of these catching-up processes
could be detected only at a more disaggregated level. Examples of areas requiring
disaggregated assessment are the state-owned enterprises (SOEs) and de novo
enterprises in different sectors, the agricultural sectors and the degree of under-
representation of tertiary activities, regional patterns of growth, etc.

One issue mentioned above was the importance of institutional and behavioral
anchorage of CEE economies in an EU accession or candidacy process. Progress in
this area explains both the speed at which transition processes took place and the
different integration stages of CEE economies: some economies lagged behind in
the accession process (e.g. the Western Balkans, given the violent disintegration of
ex-Yugoslavia) compared to the first- and second-round accession economies (the
CEE-10°%).

The institutional participation in an EU accession process was important for
two reasons: (1) as a signal to the “internal actors,” i.e. the economic and political
actors within the countries, so that their expectations could be aligned, and (2) as
a sign of reassurance to “external actors,” in particular those which could provide
capital, know-how (in the form of technology but also in organizational terms and
in terms of familiarization with market economy practices), and support in the
setting of new types of activities (e.g. in the banking system) or in the transforma-
tion of old types of activities.

3 The ten countries in CEE that joined the EU in 2004 and 2007: Bulgaria, the Czech Republic, Estonia,
Latvia, Lithuania, Hungary, Poland, Romania, Slovenia and Slovakia.
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2.3 Trade Integration, Trade Specialization and Cross-Border Production
Integration

Given the development of trade structures and trade specialization, traditional

trade theory was in many ways insufficiently able to analyze and predict the devel-

opment of trade patterns between the CEE-10 and the EU-15, which became by

far the most important trading partners of the CEE-10.

The first important development was the speed of trade reorientation: Before
the transition in 1989 to 1990, CEE economies were members of the CMEA, a
tightly-knit trading bloc in which trade patterns were generated through a process
of planned direction of trade and production flows. The breakdown of the CMEA
meant that CEE economies could reorient their trade flows, but also that they
were deprived of a secure market position in other CMEA economies. Hence, in
the first phase, until about 1995, trade flows among former CMEA countries
collapsed, and trade was reoriented very quickly, mostly toward the EU-15 econo-
mies. In the more recent period, trade amongst CEE economies recovered, partly
because of the higher growth of these economies that made these markets attrac-
tive and the buildup of export capacities in CEE economies that could supply these
markets, and partly because of the development of production networks of multi-
nationals across CEE.

The second development that came as something of a surprise to traditional
trade theory was the speed at which traditional patterns of trade specialization
were changed in the direction of a dynamic upgrading of export structures, both
in interindustry and in intraindustry trade. One reason for this rapid upgrading is
the same one that drove the growth process in general: the potential to benefit
from technology transfer, defined as learning not only about production processes,
but also e.g. about product design, marketing and contractual know-how with
Western trading partners.

The carly studies on the likely pattern of trade specialization between CEE
economies and the more advanced EU economies were undertaken within the
framework of the static Ricardian and Heckscher-Ohlin-Samuelson (HOS) theo-
ries: The prediction was that CEE would specialize in economic activities in which
it has a comparative advantage vis-a-vis Western Europe; such activities would be
lower-tech, less research and development intensive and less skill-intensive than in
the Western European trading partner countries. This static framework was soon
seen as being at odds with the rapid upgrading of export structures, at both the
industry and the product levels.

Hence, over time, more sophisticated and more appropriate analytical frame-
works were used: e.g. theories that (1) analyzed the emergence of horizontal and
vertical patterns of intraindustry trade (e.g. Hummels et al., 2001; Dullek et al.,
2005; Schott, 2004), that (2) looked at the dynamics of trade specialization jointly
with differentiated productivity catching-up (Landesmann and Stehrer, 2001, 2002),
or (3) theories of fragmentation, of trades in “tasks,” and of outsourcing (Arndt
and Kierzkowski, 2001; Grossman and Rossi-Hansberg, 2008; Feenstra, 1998).

Furthermore, the importance of FDI in the upgrading processes of CEE’s
tradable sectors was recognized. Within a short period, most CEE economies had
a very strong presence of foreign investors (chart 2) that played an important role
in promoting productivity growth, redesigning product programs and strengthen-
ing export capacities. The location decisions of foreign investors were also major
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Chart 2
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to 1997, 1995 data for RS refer to 1999.

factors behind the reindustrialization process in the more successtul CEE econo-
mies and the development of a new industrial belt of CEE cross-border production
networks.

2.4 Labor Markets: Productivity Catching-Up, Structural Change
and Skill Bias

One of the interesting features of the catching-up processes in CEE was that em-
ployment developments were very disappointing for a long period after transition
had started despite very favorable output (GDP) developments compared with
those in the EU-15 (chart 3). There are a number of explanations for this (e.g.
Landesmann et al., 2004):

— The very low responsiveness of employment to GDP can be simply seen as the
other side of the coin of real income catching-up driven by productivity catch-
ing-up. Thus if the difference in the growth rates of GDP and aggregate
employment were the same in the EU-15 and in CEE, there would be no pro-
ductivity (level) catching-up between the two groups of economies. This is, of
course, arithmetically correct, but does not provide much insight into the
underlying processes.

— A more sophisticated argument developed in Landesmann et al. (2004) states
that behind the relative ouput and employment performances lie more
complex structural convergence processes. The argument is as follows: When
transition began, a range of industries in which labor productivity gaps to
Western European industries were particularly high were strongly represented
in CEE. These industries (manufacturing and in many CEE economies, agri-
culture) consequently had a strong potential for productivity catching-up.
Services, though, were strongly underrepresented in comparison with West-
ern Europe. CEE then underwent not only a convergence of aggregate produc-
tivity levels, but also a structural convergence process — output composition
and hence the representation of different sectors in the aggregate economy
became more similar to that in the advanced Western European countries.
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Thus the shares of heavy manufacturing industry and of agriculture declined,
those of services (particularly market services such as retail trade, business and
financial services) increased. Service industries are more labor-intensive, how-
ever. At the aggregate level, the combination of productivity catching-up (dif-
ferentiated by industries) and of a structural convergence process led to a
particularly sharp fall in the employment-output elasticity in the phase after
transition, followed by a recovery, and hence to the U-shaped pattern of
aggregate employment growth observed in the CEE economies over the longer
period from 1990 to 2008 (see the development of aggregate employment in
CEE in chart 3).

Chart 3
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Note: The CEE-10 are the ten countries in CEE that joined the EU in 2004 and 2007: Bulgaria, the Czech Republic, Estonia, Latvia, Lithuania,
Hungary, Poland, Romania, Slovenia and Slovakia.

2.5 Regional Patterns of Growth, Agglomeration and Structural Change
From the outset, a change in regional development patterns was expected, as the
opening of CEE toward Western Europe would change the regional orientation of
economic activity in the transition economies. However, a number of
additional factors were at work, leading to important agglomeration phenomena,
in particular a very significant strengthening of the economic importance of
capital cities and a sharp increase in regional inequality to levels above those in
Western Europe (chart 4).

What were these factors? Without any claim for completeness, the following
factors have played an important role in the sharp increase in regional inequality
and tendencies for an agglomeration of economic activity:

— One factor is the above-mentioned catching-up process in tertiary activities
which had traditionally been underrepresented in CEE economies and which
in the early phases of transition were most easily developed in capital cities or
strong urban agglomerations. Such urban agglomerations provided both the
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Chart 4

Regional Income Disparities in the EU-27
Mean logarithmic deviation, regional GDP per capita at PPS. NUTS-2 regions, 1995, 2000 and 2006
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sophisticated markets and the necessary concentration of people with skills

and, furthermore, the scope for complementarities between tertiary and other

activities necessary to support the development of a vibrant service sector. As
demand structures diffuse and purchasing power rises more generally, we
expect this strong process of agglomeration to lose some momentum.

— The other factor is the strong concentration of FDI activity in regions border-
ing Western Europe. Such locations facilitated the easy integration of border
regions into cross-border production networks, which also benefited from the
more highly developed logistics and transport infrastructure. As infrastruc-
ture improves more widely, further labor supply pools can be tapped, and
lower land prices will attract FDI to a wider range of regions. This — sup-
ported by appropriate regional and labor market policies — could somewhat
reduce the degree of regional inequality in the future.

The same can be said about the state of problem of peripheral regions, e.g.
regions which suffered from the location of outdated heavy industry from the
socialist period, ailing mining regions, and rather poor agricultural regions, all of
which have been undergoing major restructuring processes. As such adjustment
proceeds, partly leading to emigration and partly to the development of new types
of manufacturing, service or tourism activities, the set of peripheral, backward
regions might shrink again.

Hence, while we have so far observed an increase and even overshooting in the
levels of regional inequality in CEE compared to Western Europe, we expect this
overshooting to disappear in the longer run, as some of the reasons for strong
agglomeration and also for the strong peripherization of regions might to some
extent disappear in the wake of the development of new industries, such as
tourism, and the restructuring of old industries.
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Chart 5
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2.6 Macroeconomic Vulnerabilities: Current Accounts, Exchange Rate
Regimes, Rapid Financial Intermediation Growth

One of the important macroeconomic features of most CEE economies, indeed of
many catching-up economies more generally, is that they have large current
account deficits (chart 5). These deficits are to a large extent natural, as catching-
up economies usually are, and should be, net capital importers (capital imports are
the counterpart of current account deficits). Net capital imports facilitate the
catching-up process in that yet unexploited possibilities of productivity catching-
up and gaps in the spectrum of economic activity are addressed, catching-up in
financial intermediation takes place and the higher rates of return (a function of
the previous factors) attract foreign investors and capital importers more gener-
ally.

Given the very high degree of capital market integration in Europe, consistent
current account deficits can also be a source of vulnerability both in the short run
(capital flows might be very sensitive to shocks) and in the longer run (countries
may build up foreign debt positions that might become unsustainable). Unsustain-
able debt positions might in turn be a function of changes in external scenarios
(such as a change in the general risk perception or a general shift in global interest
rates) and of external shocks, as we have witnessed in the current crisis.

The experience of CEE over the most recent past has added to the knowledge
about current and capital account vulnerability in emerging market economies.
Two areas are particularly interesting examples of potential vulnerability: (1) the
speed at which financial intermediation increased in some of the CEE economies
over the recent decade and the related role of foreign banks, and (2) exchange rate
regimes and policies, the crucial importance of which became apparent again in
different CEE economies during the current crisis.

The degree of foreign banks’ involvement in the region is a very specific
feature of the CEE experience, as it also reflects the geographical proximity, the
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institutional and behavioral orientation toward the EU economy that sets the CEE
economies apart from other emerging market economies and their linkages with
high-income countries. CEE links to international capital (particularly credit)
markets are largely under the control of Western European banks, which, given
their stakes in the EU accession and candidacy process, have been more than will-
ing to promote a rapid expansion of financial intermediation. This process was
further enhanced by quite a number of CEE economies’ commitment to a form of
pegged or fixed exchange rate regime and to a path toward EMU membership
which — in the eyes both of the banking and the lending communities — dimin-
ished the danger of devaluation. In fact, the trend expectation following the
Balassa-Samuelson argument was that the currencies would appreciate. When the
international financial crisis hit, the high growth of private sector debt in CEE led
to a sharp change in sentiment, and strong devaluations took place in countries
which maintained flexible exchange rates, while countries with fixed or quasi-
fixed exchange rate regimes came under extreme disinflation pressure, with GDP
declining by up to 20 percentage points in 2009.

The experience of the recent crisis in CEE will most definitely contribute to
our understanding of more appropriate policy scenarios for emerging markets
more generally, and to a better evaluation of options for an appropriate financial
market architecture and choices of exchange rate alignments.

2.7 Migration Flows: Projections and Perspectives, Migration Phenomena

Migration from East to West was another hotly discussed topic over the past 10 to
15 years when it became clear that EU membership — though potentially delayed
through transitory periods — implied full freedom of movement of labor across the
entire enlarged EU. Much research was commissioned (see e.g. Alvarez-Plata
et al., 2003, and Bruecker et al., 2009) to estimate the scale of expected migra-
tion flows in case of full liberalization of labor market access in the enlarged EU
and to evaluate the consequences of any such migration flows.

Research on the complex topic of East-West migration and policies may have a
lasting influence on migration research more generally in some areas. First,
East-West migration does not follow the classical pattern of South-North migra-
tion, i.e. movements from low-income to higher-income economies, basically
because East-West European educational attainment levels (skill levels) correspond
much more closely than South-North levels. Preliminary statistical evaluations
(see Bruecker et al., 2009) in fact show relatively high educational attainment
levels of Eastern European migrants in Western Europe. Second, once EU mem-
bership has irreversibly fixed the right of access to labor markets across the EU,
we might see many more instances of internationally less common forms of migra-
tion, such as a more extensive incidence of return migration flows, circular migra-
tion and multiple access; also, the demographic pattern of such flows might be
different from the typical patterns of South-North migration. Such “newer”
migration patterns might be associated with circular knowledge capital flows, bi-
and multi-directional impacts on business activities and a much closer interaction
between the four freedoms which characterize the Single Market (freedom of
movement of goods, services, capital and labor).

Opverall, one can say that the enlarged EU is entering an exciting new phase in
which much can be learned about new forms of migration, the impact of the labor
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market and integration policies on migrants and on host and sending economies.
The continued heterogeneity of EU policies provides a stimulating experimental
field in which such policies can be evaluated. We are at the beginning of a lot of
inspiring research on migration in the enlarged European Union.

3 Conclusions and Perspectives for East-West Integration

This short paper attempted to evaluate a range of topics at the forefront of the
discussion about the most remarkable historical experiment of the past 20 years,
that of East-West European integration. Such integration comprises not only the
processes of EU enlargement, but that of a much wider range of countries that has
participated in the process of East-West European integration. The topics which
have occupied researchers and policymakers alike range from the immediate issue
of “transition,” i.e. the transformation of formerly planned economies into market
economies, to the growth dynamics of catching-up, the interesting evolution of
trade integration and changing trade specialization, uneven regional growth and
labor market developments, migration issues and the vulnerabilities in the macro-
economic scenarios of very open, externally fully liberalized economies in CEE.
These vulnerabilities have emerged very clearly in the context of the current eco-
nomic and financial crisis.

Just like all other important historical experiments, the past 20 years of East-
West European integration opened a wide range of interesting new research lines,
which are far from fully exploited. This paper points to some of these research
areas, and it sheds some light on what we have learned from them so far and what
we may still learn in the future.
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Five Years after EU Eastward Enlargement

The inclusion of ten former Soviet bloc countries into the EU marks a high point in
20 years of East-West integration. In many ways, it concluded the region’s struggle
to join the family of Western democracies and market economies. At the same
time, it created huge opportunities to bring living standards in the East closer to
those enjoyed in the rest of the EU. The new Member States seized these opportu-
nities, as evidenced by their impressive growth in the immediate years after EU
accession (2004—2007). But the financial crisis, which deepened in late 2008, also
shows that convergence cannot be taken for granted. This serves as a powerful
reminder of the value of sound economic policies and as a call for better policy
coordination across Europe.

In looking back at these five years of rapid change, three aspects of the new
Member States’ economic performance seem worth exploring. First, how resource
inflows from the old Member States and the EU’s policy framework contributed
to the region’s impressive achievements. Second, how these successes may have
concealed the build-up of vulnerabilities. Finally, how such underlying weaknesses
explain why the recent financial crisis has hurt some countries in the region more
than others. A period of five years is too short to pass definite judgment. Never-
theless, the new Member States’ experiences during both the catching-up period
and the crisis allow for some tentative lessons for policymaking, both at the coun-
try and at the EU level.

1 Achievements

The new EU Member States” growth and policy performance in recent years has
been truly impressive, second only to East Asia. While it may be difficult to estab-
lish a clear causality (due to the lack of an appropriate counterfactual), there is
strong evidence that entry into the EU played an important role in this success —a
process that in fact started before countries officially joined. Since the early 2000s,
the economies of the new Member States have been growing considerably faster
than the economies in other regions with similar initial income levels. Economet-
ric evidence from a recent IMF study (Clhak and Fonteyne, 2009) suggests that
with EU accession, real per capita incomes increased about one percentage point
faster than can be explained by conventional growth determinants.

Growth has been consistently higher than in the old Member States, thus
contributing to real convergence of per capita income levels. Price levels (in euro
terms) have also been converging, to some extent via higher inflation (especially in
countries with currencies pegged to the euro), but mostly via nominal exchange
rate appreciation. With a few exceptions, the appreciation of real exchange rates
appears to have been an equilibrium phenomenon, in line with productivity devel-
opments.

As part of this catching-up process, new and old Member States have become
more and more integrated. Supermarkets in Warsaw offer the same variety of
goods as in Berlin, and Czech vacationers share the Austrian ski slopes with Dutch
and Scandinavians. Behind these changes in everyday life lies a remarkable increase
of economic linkages, which has greatly enhanced the mobility of goods, capital
and labor (except for services, where the internal market remains fragmented).

I Director of the European Department of the International Monetary Fund, former Prime Minister and Finance
Minister of Poland.

Marek Belka'
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For example, the share of new Member States’ exports in old Member States’
imports increased 2'2-fold between 1993 and 2008. Growing interlinkages are
also illustrated by the increasing degree of business cycle synchronization between
new Member States and the euro area.

EU membership has accelerated real convergence through two key channels.
First, it greatly facilitated the transfer of financial resources from West to East.
Contrary to the experience in other emerging countries, capital in Europe flowed
“downhill”: excess savings from the West were invested in the relatively capital-
poor East, where a low initial capital stock and good growth prospects offered
higher returns. This was achieved in the first place through the increase of
cross-border financial linkages, especially the active role played by EU-based
banks in deepening financial markets in the new Member States and providing
access to global capital markets. Foreign direct investment was equally important
for growth, especially where it went into productivity-enhancing greenfield
projects, such as car assembly plants in Slovakia or computer manufacturing in
Poland. Finally, official capital transfers in the form of EU structural funds are
increasingly contributing to growth, particularly under the EU’s 2007-2013
financial perspective.

The second impact of EU membership was on the policy framework. Adopting
the acquis communautaire implied many important institutional reforms, from
strengthening central bank independence to codifying property rights. In addition,
the Maastricht criteria for euro adoption and the Stability and Growth Pact
provided a framework for macroeconomic policy discipline. There is evidence that
macrofinancial performance improved among the new Member States, although
there have been substantial differences between individual countries. Inflation
performance has been better in countries with inflation targeting regimes, where
upward price pressures due to capital inflows and commodity price hikes could
be absorbed through nominal currency appreciation. Fiscal performance — as
measured by general government balances — has generally been stronger in the
smaller countries. These countries also did better in terms of structural reforms
toward meeting the Lisbon agenda objectives.

For much of the region, euro adoption remains the main outstanding building
block to fully integrate in the EU’s policy framework. Only two new Member
States — Slovenia and Slovakia — have so far succeeded in meeting the Maastricht
criteria and adopting the single currency. The remaining countries in the region
are firmly committed to joining the euro area, although target dates vary. Before
the crisis upset these plans, the main obstacles were the inflation criterion (mainly
for smaller countries with fixed exchange rates) and the fiscal criterion (mainly for
the larger Central European countries). In this context, there continues to be a
debate about whether the Maastricht criteria are suitable for fast-converging
economies.

Until recently, EU membership appeared to have had another tangible impact,
the so-called “halo effect” financial markets rewarded EU membership through
lower borrowing spreads, beyond what can be explained by policy performance.
This phenomenon has been explained by the implicit bail-out guarantee offered by
the EU, the disciplining role of its policy framework or the prospect of imminent
euro adoption. With the onset of the crisis, financial markets started to treat the
new Member States like other emerging markets, focusing on risks and fundamentals.
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2 Vulnerabilities

High growth rates and rapid financial deepening, driven by capital inflows, came
at a price. From 2005 to 2008, several new Member States experienced a serious
bout of overheating, characterized by high inflation rates, soaring real estate
prices, large current account deficits (in some cases coupled with an overvalued
exchange rate), and tight labor markets. Stock vulnerabilities in these countries
increased as well, especially external debt ratios. Households and corporates in-
curred currency mismatches, as they took advantage of the lower interest rates
offered by loans denominated in euro and Swiss franc. All this made countries
prone to boom-bust cycles and heightened the vulnerability to sudden shifts in the
exchange rate.

Fiscal policy was also weaker than met the eye. Structural deficits increased in
most countries, even before one takes into account that potential growth was
probably lower than assumed at the time. As revenues increased on the back of
high GDP growth, many governments allowed nondiscretionary expenditures to
expand rapidly. Fiscal policy was in many cases procyclical, adding fuel to the fire
of already overheating economies.

To be sure, great differences exist between countries. In the larger Central
European countries, external vulnerabilities remained largely contained, while
they increased substantially in the smaller countries with fixed exchange rates,
especially in the Baltics. Moreover, overheating pressures, especially in the latter
countries, were accompanied by an erosion of competitiveness. Much of the capi-
tal inflows that drove economic growth went into nontradables, such as real es-
tate, retail, and financial services, i.e. sectors that are unlikely to generate the in-
come necessary to service the large debt built up during the boom years. Overall
wages soared both in these sectors and in the rest of the economy, which further
undermined competitiveness.

With the benefit of hindsight, could more have been done to detect and con-
tain these risks and vulnerabilities? There were indeed warnings during the boom
years, but they probably were not forceful enough considering how severely some
countries were affected by the crisis. This reinforces the case for strengthening
surveillance by international bodies like the European Commission and the IMF.
Analytically, however, there remains a fundamental problem of separating vulner-
abilities that are a natural byproduct of convergence from those that warrant pol-
icy intervention. Establishing such “speed limits” has proven exceedingly difficult.

Even if these risks had been fully recognized at the time, there remains the
question of what policies could have been employed to contain them. With pegged
exchange rate regimes, the countries experiencing the most acute overheating
problems had no effective monetary policy tools at their disposal. More prudent
fiscal policies could have helped, although realistically most countries would have
found it politically difficult to tighten budgets well beyond what was required un-
der EU rules. Tighter financial regulation, aimed directly at credit growth and
currency mismatches, was at times hindered by coordination issues between home
and host country supervisors. Ultimately, excesses — especially in lending and real
estate markets — were grounded in unrealistic expectations about the speed of
income convergence and quick euro adoption. Market participants, regulators,
politicians and other opinion makers must take their share of the responsibility for
not having done more to lean against the wind.
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3 The Cirisis

The post-accession boom in the new Member States came to a halt in the fall of
2008, when the global financial crisis intensified (growth in fact started slowing
earlier in the Baltics). Decoupling, a popular theory earlier in the crisis, proved to be
an illusion: the region’s close trade and financial integration with the old Member
States implied that the recession was quickly shared across the entire EU. Neverthe-
less, the new Member States as a group are growing somewhat faster than the old
Member States. Real convergence is therefore continuing, albeit at a slower pace.

Contrary to perceptions by some outsiders, the effect of the crisis varies widely
across the new Member States. Countries with high vulnerabilities were hurt most,
as they were forced to adjust their large imbalances in much shorter time and at
much higher cost than others. In many cases, the capacity to absorb the double
shock of lower capital inflows and lower exports was limited by a commitment to
hard currency pegs against the euro. The desire to qualify for euro adoption as
soon as possible — the Central European countries’ exit strategy from exchange
rate vulnerabilities — further confines options in fiscal and exchange rate policy.

The two key elements in the new Member States’ earlier success — capital
inflows and adoption of the EU’s policy framework — have implications for the
region’s ability to cope with the crisis. As mentioned above, dependence on capital
inflows and associated large current account deficits made the region particularly
vulnerable to the cross-country transmission of shocks. At the same time, integra-
tion was also an advantage; the impact of global deleveraging has been more muted
in countries where a large part of external financing needs is covered by strong
parent banks based in other EU countries. The first new Member States to experi-
ence balance of payment problems were therefore those with large domestically-
owned banks without such recourse. On the other hand, close financial linkages
have increased policy spillovers; for example, when some old Member States
increased deposit coverage in late 2008, new Member States had to follow suit so
as not to lose the confidence of depositors.

Similarly, the EU’s policy framework offers advantages at the same time as it
imposes constraints in times of crisis. The European Commission has effectively
used several instruments to support new Member States in difficulties: its balance
of payment facility is already providing exceptional external financing in Hungary,
Latvia and Romania, jointly with funding from the IMF. The availability of EU
grants and European Investment Bank loans was eased, which has made it possible
to finance public expenditures that would otherwise have been cut and has led to
provide a welcome countercyclical stimulus. The ECB has entered repo arrange-
ments with central banks in several new Member States, which partly relieves
constraints on foreign currency liquidity. More generally, EU institutions provide
a much needed forum for policy coordination in times of crisis.

By the same token, institutional constraints imposed by EU membership can
limit policy options. As mentioned above, fiscal deficit ceilings under the
Maastricht criteria and the Stability and Growth Pact may make governments
reluctant to provide countercyclical stimulus by letting automatic stabilizers
operate fully, even if this is warranted. Countries participating in ERM II face
additional constraints, as any change in their central exchange rate parity would
have to be agreed with the euro area countries and the other ERM II members.
They will, in any event, hesitate to allow adjustment through the exchange rate so
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as not to run foul of the currency stability criterion. The prospect of euro adop-
tion, while a useful anchor for sound policies in good times, may therefore provide
an undue straightjacket in times of crisis.

4 Policy Lessons

When we look back at the past five years, EU enlargement has been a great success.
It has helped narrow the historical income disparities on the continent, anchored
democratic and market institutions and created new opportunities for millions of
people in both the East and the West. But convergence has not been without bumps
in the road, with several years of exceptionally high growth followed by the painful
recession that we are now seeing in some countries. This shows that EU member-
ship is no panacea. The challenge going forward is to solidify sound policies and to
modify EU institutions to help minimize such disruptive boom-bust cycles.

One lesson of the crisis experience is that sustainable policies do pay off.
Countries that were able to reign in overheating pressures and contain vulnerabil-
ities during the post-accession boom phase are now doing better and have stronger
prospects to emerge quickly from the current slump. Flexible economic structures,
be it in labor and currency markets or the fiscal sphere, are clearly of advantage
when adjusting to rapid changes in a closely integrated environment. This calls for
continued macroeconomic discipline and structural reforms.

The financial sector has played a key role both in the origins and in the
transmission of the crisis. Given the high integration of banking systems in the
new Member States with the rest of the EU, close cross-border cooperation at all
levels is essential. Financial stability must ultimately become a shared responsibil-
ity, between supervisors in home and host countries as well as between financial
regulators, fiscal authorities and central banks within countries. The recently
published “De Larosicre” report is a useful starting point for an important Europe-
wide debate on these issues.

The EU’s policy framework has greatly contributed to the new Member States’
improved policy performance after accession. But, as outlined above, a rigid pur-
suit of the Stability and Growth Pact and the Maastricht criteria can at times get in
the way of appropriate policies to deal with crises. Clarity on the euro roadmap is
therefore all the more important, especially in the present testing economic envi-
ronment. Other areas where the ECB could support non-euro area Member States
include making available currency swap arrangements (to help stabilize exchange
rate movements) or allowing their sovereign debt to be used as collateral for its
monetary operations (to prevent crowding out through sovereign borrowing by
euro area countries).

To sum up: If there is a lesson from the crisis for Europe, it is that a tightly
integrated region requires a regional perspective from policy makers.
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Challenges of Monetary Integration in CEE

1 Introduction

Since its creation in 1998, the ECB has taken a close interest in the monetary inte-
gration of accession and acceding countries. As early as November 1999, the
Eurosystem organised a first high-level seminar on the accession process in
Helsinki.” At that time, the ECB and the Eurosystem were considered to be far
ahead of their time, since for most observers the accession process was still a
distant and theoretical concept. In the meantime, accession has become reality, as
evidenced by the two accession waves of 2004 and 2007. Two Central and Eastern
European (CEE) countries (Slovenia and Slovakia) have in the meantime joined the
euro area, and the three Baltic states have come to participate in ERM I1.

Monetary integration consists of three distinct phases, which are nevertheless
part of a continuum. The roadmap to the euro includes accession to the European
Union (with the accession countries becoming members of EMU “with a deroga-
tion” upon entry), joining ERM II and the adoption of the euro. The first phase,
EU membership, is subject to the fulfilment of the “Copenhagen criteria,” which
set the political, economic and legal requirements. Furthermore, entry into
monetary union is subject to the Maastricht convergence criteria, and one of these
criteria is related to ERM Il membership.

This article is structured as follows: Section 2 recalls the ECB’s preparations of
the accession process up to 2004; section 3 discusses the experience with enlarge-
ment after 2004, section 4 touches on the prospects of monetary integration, and
section 5 concludes.

2 A Look Back on the Preparations for Monetary Integration
prior to 2004

The ECB conducted considerable analytical and policy work prior to the accession
waves of 2004 and 2007, which resulted in a series of yearly high-level Eurosystem
seminars on accession. In its work, the ECB was able to draw on the experience
and knowledge of various national central banks, including the OeNB, which had
built up a tradition of research and analysis of CEE.

In the discussions it was clear from the start that monetary integration into the
euro area would be the natural endpoint of the accession process (e.g. no opt-out
options would be provided). However, euro adoption is subject to the fulfilment of
certain economic criteria, i.e. the Maastricht criteria laid down in Article 121 of
the Treaty establishing the European Community. Strict adherence to these crite-
ria is meant to ensure lasting convergence and a smooth participation in the mon-
etary union.

The criteria are essentially defined in terms of sustainable convergence,
requiring the achievement of a high degree of price stability, the sustainability of
the government financial position, the stability of the exchange rate against the
euro as confirmed by stable membership in ERM II for at least two years and the
durability of the convergence achieved as reflected in the long-term interest rate
levels. Understanding the need for nominal convergence is crucial, since in a mon-
etary union, diverging inflation rates quickly become unsustainable, with the real

! Member of the Executive Board of the European Central Bank.
? See ECB (1999).
7 As spelled out in the Presidency Conclusions of the Copenhagen Summit of June 1993.
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interest rates of more inflation-prone countries falling to too low levels. This even-
tually leads to credit booms, overheating, loss in competitiveness and current
account deficits.*

The ECB recognised that this monetary integration process would be accom-
panied by a number of challenges. First, many of the prospective Member States
showed strong real convergence. The Eurosystem took the view that real and
nominal convergence can be complementary in the medium term and should be
pursued in parallel. While the catching-up process may be a source of upward
pressure on prices, structural reforms that improve the supply side of the economy
and enhance potential growth and market flexibility are conducive to an environ-
ment of lower inflation and interest rates. Conversely, by anchoring inflation
expectations and providing for macroeconomic stability, nominal convergence is
likely to have a positive impact on trade and investment, thereby supporting the
desired increase in living standards and per capita income levels. Econometric
investigations confirmed this, showing that, via the benefits of lower inflation and
reduced deficit and debt ratios, the Maastricht convergence criteria contributed
positively to real per capita income growth and convergence in the EU.’

Second, there was a need to lay a solid foundation for price stability. This
involved bringing central banking frameworks (including central bank indepen-
dence) fully in line with the acquis communautaire. The Treaty calls on CEE central
banks to strive for price stability from their entry into the EU.

The third challenge relates to the choice of appropriate monetary and exchange
rate strategies on the road to the euro. In the early 2000s, the CEE region was
— and, by the way, continues to be — characterised by a variety of exchange rate
regimes. The Eurosystem argued at the time that no single strategy is “best,”
although it did emphasise the need for overall macroeconomic and structural
policies to support exchange rate choices.® Overall, it is important to stress the
need to ultimately strive for fulfilling the convergence requirements in a sustain-
able manner before the adoption of the euro. The ECB made it clear throughout
the process that its assessments of convergence would be based on the principles of
equal treatment and the strict observance of the entry criteria as laid down in the
Treaty.

3 Five Years of EU Enlargement

Since May 2004, the EU has welcomed a total of 12 new Member States.” Owing
to partly significant differences in the state of economic convergence and other
country-specific circumstances, the speed of monetary integration has varied con-
siderably across the new EU Member States. In fact, four of these 12 countries,
including two CEE countries (namely Slovenia and Slovakia) have already adopted
the euro, which reflects their high degree of sustainable convergence. The other
new entrants are still faced with some important challenges to ensure sustainable

* See e.g. Noyer (2007).
® See Afxentiou (2000) and also Afxentiou and Serletis (2000).

Some exchange rate frameworks are nevertheless incompatible with the criteria for euro adoption, e.g. unilateral
euro adoption or managed regimes with an anchor other than the euro.

<

The Czech Republic, Estonia, Cyprus, Latvia, Lithuania, Hungary, Malta, Poland, Slovenia and Slovakia joined
the EU on 1 May 2004; Bulgaria and Romania joined on I January 2007.
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convergence with the euro area. Three new Member States have already come to
participate in ERM II, while some countries intend to join the mechanism once
they will have reached a higher level of convergence with the euro area.

The experience with EU enlargement has been generally positive not only for
the new Member States, but also for the EU as a whole, although a number of
countries have in the past years built up considerable external and domestic imbal-
ances.” Having entered the EU, most new Member States experienced robust eco-
nomic expansion, although starting from different levels. As output growth accel-
erated significantly, their income levels were moving closer towards those of the
euro area, even though in most countries they remained well below the euro area
levels. In 2004, the per capita income levels of the new entrants were on average
about half of the level of the euro area. In several countries, namely in the three
Baltic states and Slovakia, the catching-up was most pronounced, as their per
capita income levels increased by 10 percentage points and more after 2004. The
catching-up in their standards of living was driven mainly by large capital inflows
(including EU cohesion and structural funds), strong productivity growth and
robust investment growth. Although the catching-up process was a common
feature of all new Member States, there has been some noticeable diversity across
countries. Besides their different growth performance and GDP per capita levels,
the economies considerably vary in terms of their structural features, including
the respective underlying exchange rate regimes.

The enlargement of the EU has further strengthened the trade and financial
links between the new Member States and the euro area. As trade and the share of
their exports in world trade expanded strongly, the countries became even more
open. In particular intra-industry trade of the new entrants with the EU, lately
also among the CEE countries themselves, has increased notably in some countries
since 2004. Although the vast majority of the new entrants’ total exports contin-
ues to be directed to the EU, for many economies the importance of export
markets outside the EU has also grown considerably in recent years. Increased
financial links with the euro area and further financial deepening via bank lending
have likewise played a pivotal role in financing growth. A key characteristic of the
CEE countries’ financial sector is the high degree of foreign ownership and a
strong reliance on bank financing. In fact, the share of assets of branches and
subsidiaries of EU credit institutions in total bank assets in CEE almost doubled in
five years, standing at around 80% in 2007.

A number of important policy choices in line with EU requirements, most
notably the orientation of monetary policy towards the achievement of price
stability, which is the primary objective as enshrined in the central bank laws, has
helped to drive down inflation to single-digit levels in most CEE countries. This
process has been further supported by the overall impact of globalisation, increased
competition in labour and product markets and, in countries with more flexible
exchange rates, the nominal appreciation of the national currency. All these factors
have more than compensated for the mostly adverse impact of changes in adminis-
tered prices following EU accession (e.g. adjustment in excise taxes), while food
and energy prices have contributed to the high volatility of inflation developments.

S See ECB (2009).
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Notwithstanding the general achievements in terms of real convergence, the
catching-up process increasingly became unsustainable in a number of CEE coun-
tries. In some, domestic demand growth turned out to be excessive, reflecting
robust growth in disposable income, low — and in some cases even negative — real
interest rates as well as strong credit growth. In many countries, fiscal and incomes
policies were not sufficiently restrictive to prevent the economy from overheating.
Thus, fiscal policy was generally too loose and countries had failed to make
sufficient use of past favourable growth conditions to progress with fiscal
consolidation and to build up additional fiscal buffers that would have alleviated
the ongoing output adjustment. The strong growth acceleration was further
fuelled by large capital inflows, which also included EU transfers. Absorbing
significant and potentially volatile capital inflows posed a challenge to the new
Member States, as it led to a high degree of external indebtedness. While some
countries found their fixed exchange rate regimes to be under pressure, others
were exposed to exchange rate swings. The overheating of the economies, in turn,
contributed to a strong pickup in inflation, which reached even double-digit levels
in some countries, and rapid increases in real estate prices. As the labour market
situation became very tight, with wage growth by far exceeding productivity
gains, most CEE countries were facing an erosion of international price competi-
tiveness. For the new Member States with fixed exchange rates, the loss in
competitiveness was in past months further aggravated by the recent strong
depreciation of the currencies of some competitor countries.

As a consequence, several countries in CEE were confronted with significant
domestic and external macroeconomic imbalances. In particular, the countries
with fixed exchange rates experienced a substantial deterioration in their current
account balances and a significant increase in their external debts. Besides their
substantial external financing needs, the structure of current account financing
made the new Member States highly vulnerable to sudden changes in investor sen-
timent. For example, some countries, and here mainly the Baltic states, relied
heavily on debt financing, mostly in the form of loans from parent banks. In addi-
tion, considerable currency and maturity mismatches have built up in the private
sector of some countries, which exposes them to exchange rate swings. The risk of
adverse balance sheet effects resulting from strong exchange rate movements poses
a risk to financial stability.

The impact of the global financial and economic crisis on the region initially
appeared to be relatively limited, but this changed dramatically following the col-
lapse of Lehman brothers in September 2008. The tightening of external financ-
ing conditions and the dramatic fall in global demand for exports from CEE
resulted in a sharp reduction in growth in the region after end-2008. Reflecting
the partly significant exposure to interbank financing, some CEE countries were
directly affected by the global deleveraging of financial institutions. Although not
solely related to the crisis, real GDP of the CEE countries shrank by an average
1.5% in the fourth quarter of 2008 in annual terms, with some countries even
experiencing double-digit declines. To put this into perspective, this contraction
follows an average annual growth rate of 3.5% over the past five years. While the
strong trade and financial links can go some way towards explaining the signifi-
cant impact of the current global crisis on CEE, the build-up of domestic and
external imbalances over recent years appears to have intensified the impact.
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4 The Outlook = Challenges for Future Monetary Integration

The global financial crisis has highlighted how difficult it is to follow a fast and sus-
tainable catching-up process. Moreover, it has underlined the need to implement
sound macroeconomic policies and structural reforms. In fact, the countries that
were most affected by the crisis are those that had built up large domestic and
external imbalances in the past and had grown at unsustainable rates in previous
years. This is particularly the case in some countries that had closely tied their
currencies to the euro, such as the Baltic states, and had unsustainable fiscal
positions, such as Hungary.

To return to a sustainable path of convergence in the medium term, countries
face substantial policy challenges. In essence, the CEE countries need to reduce
existing imbalances and vulnerabilities to ensure sound fiscal policies and to make
further progress with structural reforms.

In particular, it is important that fiscal policies help to maintain confidence in
the soundness of public finances, especially in the current situation of strongly
deteriorating growth prospects and a shift in investor sentiment away from higher-
yielding emerging market assets. Countries with large budget deficits are better
advised not to stimulate growth by loosening fiscal policies. Instead, they should
consolidate their public finances and keep a safe distance from the 3%-of-GDP
deficit, the limit specified by the Stability and Growth Pact. Although many CEE
countries still record low public debt levels, the expected worsening of budget
balances is likely to substantially push up these levels. High debt positions pose a
threat to the countries’ long-term fiscal sustainability.

Moreover, policy measures should focus on fostering both competitiveness and
sustainable growth. More effective labour and product market institutions would
help to further improve the countries’ adjustment capacities to swiftly react in
case of economic shocks. In addition, it is essential that countries allow for a proper
degree of competition in their product markets and that they create an environ-
ment that is conducive to higher investment in human and physical capital.

Furthermore, the countries in CEE need to strengthen their export perfor-
mance by improving their competitiveness and to better absorb capital flows.

Going ahead, the ECB will continue to monitor and assess the prospects of
monetary integration in CEE economies. Several new Member States will continue
their process of convergence towards the euro area. A few other countries may
join the EU in the years to come. With respect to the public discussion on whether
to speed up the euro adoption process, it is important to recall the underlying
principles of the process of monetary integration. In particular, prior to joining
the euro area, a sustainable level of convergence has to be achieved, which requires
sound domestic policies. Thus, adopting the euro cannot be a substitute for neces-
sary domestic policy adjustments. This would go against the economic logic which
underlies the convergence process in Europe specified by the Maastricht Treaty.
Moreover, any premature adoption of the euro could make it considerably more
difficult for a country to cope with the challenges ahead. Without sustainable con-
vergence, the monetary policy stance of the ECB is likely to be inappropriate for
the country concerned, which — lacking important tools to stabilise economic
conditions at home — could face excessive output and inflation volatility.
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5 Conclusions

The Central and Eastern European countries are currently experiencing their
most severe economic downturn since the early 1990s. While this decline was
also triggered by the global financial crisis, its scale is largely related to the signifi-
cant imbalances and vulnerabilities that had built up in recent years. To unwind
these imbalances, the countries have to undertake major economic adjustments.
Looking ahead, Central and Eastern Europe has the potential to return to strong
growth. However, to avoid any recurrence of a boom-bust cycle, it is important to
ensure the sustainability of the convergence process and to avoid excessive output
volatility. This requires the implementation of sound macroeconomic policies and
structural reforms. Overall, the ECB is well prepared to deal with future cases of
monetary integration, and the overall institutional framework based on the Treaty
has proven its robustness.
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From the Koruna to the Euro

Slovakia is one of the few countries to have successfully introduced two currencies
and two monetary policies in its economy in a relatively short period of time. This
fact offers us an opportunity to compare (1) the period following the establish-
ment of both an independent state and an independent currency with (2) the
period when the national currency was changed and Slovakia joined the euro area.

1 The Slovak Koruna

The second half of 1992 was extremely dynamic and brought the decision to split
Czechoslovakia into two independent states on January 1, 1993. One of the issues
discussed at that time was the establishment of a new central bank in Slovakia that
would assume all the responsibilities that a central bank must fulfill. However, it
was also decided that — in the first few months following the setup of both the new
states and the new central banks — the Czech Republic and Slovakia would each
conduct their own economic policies while maintaining a common monetary
policy. In other words, the decision was made to create a monetary union between
the two new states and to use the Czechoslovak koruna as the common currency.

Initially, the monetary union was meant to exist for at least six months to
allow both countries to prepare the launch of their own currencies and monetary
policies. For the monetary union to work, the bank boards of both central banks
transferred the responsibilities associated with monetary policy management to a
Monetary Committee, in which both countries were each represented by three
central bank delegates. After only a short period of time, however, it was clear
that the monetary union was not feasible, mainly because of the different economic
policies of the two states. The differing economic structures certainly played a
role, and in addition, Slovakia had yet to establish all the institutions necessary for
running the new state. Fiscal policy objectives likewise varied, and, eventually,
the two states agreed to discontinue the monetary union and to introduce separate
currencies on February 8, 1993.

That date marked the birth of the Slovak koruna and the day when the new
Slovak central bank, Narodna banka Slovenska (NBS), began to conduct an inde-
pendent monetary policy. At first, the Slovak koruna was fixed to a five-currency
basket and later to a basket consisting of two currencies — the Deutsche mark and
the U.S. dollar — at a ratio approximating the shares of the two currencies in the
current account. The new currency got off to an extremely difficult start. It was
generally expected that the Slovak economy and the Slovak koruna would be a
weaker link in the former federal republic. As a result, the new Slovak currency
faced distrust by investors as well as Slovakia’s businesses and the general popula-
tion, particularly in its first five months. The subsequent 10% devaluation, which
was supported by several administrative measures (e.g. the introduction of an im-
port surcharge), by monetary policy and the NBS (both were increasingly gaining
respect), successfully steered the Slovak koruna — after the first difficult year after
its adoption — onto the standard route of a transition economy.

The restructuring of Slovakia’s economy and financial sector, which got under-
way in 1999, as well as transparent privatization and changes in the legal, social
and tax systems and also in the labor market environment made the economy
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— which at first had been trusted by only a few — a leader among the countries
changing from socialism to a market-oriented economic system. Public finance
reform in particular received close attention in many European countries, and the
tax reform project was followed by several European countries. The consolidation
of public finances and the reduction of the fiscal deficit enabled the central bank to
enhance the quality of banking regulation and to standardize the implementation
of monetary policy. The NBS thus succeeded in harmonizing its monetary instru-
ments with those used elsewhere in Europe.

Despite the fact that Slovakia had significantly lagged behind in some areas of
integration (e.g. into NATO and the OECD), it successfully caught up with inte-
gration trends thanks to its economic transformation and in-depth economic
reforms. In 2004, when it joined the European Union along with nine other coun-
tries, the country’s geographical affiliation with Europe was complemented by
economic affiliation. As the Treaty of Accession stipulated monetary integration
for all the new Member States, the NBS and the government of Slovakia subse-
quently started contemplating when full monetary integration with the euro area
could be achieved.

2 The Decision on Euro Adoption

As early as 2002, when the public finance reform — the most challenging and most
crucial prerequisite for euro adoption — was implemented and when it was obvious
that Slovakia would successfully complete the EU integration process along with
the other countries, the NBS in cooperation with the Slovak Ministry of Finance
initiated the preparation of the Strategy of Euro Adoption in Slovakia. The first
part of the strategy comprised an analysis of the Slovak economy and its outlook,
with an emphasis on the degree of economic integration and independent mone-
tary policy implementation. This analysis showed that thanks to the restructuring
of the economy and reforms Slovakia had come to attract large foreign direct in-
vestment (FDI) inflows, mainly into the real economy, which significantly in-
creased the economy’s openness to around 170% of GDP. As a result, the econ-
omy became very sensitive to exchange rate fluctuations. At the same time, the
economy’s openness limited the NBS’s options to independently use its monetary
instruments to interfere in real economic developments. According to the analy-
sis, the euro would bring clear benefits for the economy and the Slovak population
if the economic development triggered in the late 1990s continued.

The analysis and the draft Euro Adoption Strategy were discussed and approved
in 2003 by both the NBS and the Slovak government and became the beacon for
the introduction of the euro in Slovakia. Based on the 2003 analysis, 2008 and
2009 were indicated as potential years for euro adoption. In 2004, the NBS and
the Slovak government discussed the revised Strategy of Euro Adoption in Slovakia
and made an unequivocal decision: They designated January 1, 2009, as the date
for introducing the euro, since adopting the euro in Slovakia at the envisaged time
would have significantly more benefits than disadvantages for the economy and the
population. They also approved the road map for the entire process and a detailed
time schedule to ensure a seamless transition to the euro.

The Slovak government thus gave a very clear and historically important signal
about the Slovak economy, both at home and abroad: Slovakia would continue to
reform its economy and implement a reasonable economic and monetary policy to
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pave the way for the country’s euro adoption. The Slovak parliament’s confirma-
tion of the adopted route to the euro is also considered a critical moment as it not
only enhanced the credibility of the strategy but also was to shape the turn of
events beyond the respective parliamentary term.

The Euro Adoption Strategy, whose key features and individual steps were
finally defined in 2004, was fulfilled step by step both in terms of the economic
(Maastricht) criteria and the legislative measures and alongside technical prepara-
tions for the euro changeover. In 2005, the National Euro Changeover Plan for the
Slovak Republic was adopted. Slovakia’s thorough fulfillment of the Euro Adop-
tion Strategy and the National Euro Changeover Plan sent a clear signal about the
country’s determination to reach its goal. 2006 saw the establishment of the office
of the Plenipotentiary of the Government of the Slovak Republic for the Introduc-
tion of the Euro, which was charged with coordinating the efforts of individual
working groups and preparing an effective communications campaign aimed
mainly at the Slovak population. The population was meant to see the euro as a
step moving the country forward. The information campaign began in late 2005
with the design of the Slovak euro coins, which were selected in a public opinion
poll. Based on these results, the Bank Board of the NBS chose three motifs that are
currently used on Slovak euro coins.

3 Entry into ERM Il

In line with the adopted Strategy, in 2005, Slovakia entered the European exchange
rate mechanism (ERM II) and fixed the Slovak koruna exchange rate to the euro.
Slovakia adopted a standard approach, which means that the central parity of the
Slovak koruna to the euro was fixed at the market level, and opted for the standard
fluctuation band of £15% around the central parity.

Entry into ERM II was another crucial step on the way to the euro. Not only
was it a very strong commitment to the national economy, but it also showed
countries abroad that Slovakia was serious about its changeover to the euro.
Participation in the exchange rate mechanism was a unique experience not only
for Slovakia, but also for other countries that planned to introduce the euro, in
particular countries with a flexible exchange rate regime. After all, Slovakia was
the first of the new EU Member States to enter ERM II with a flexible exchange
rate regime. The market responded with an immediate strengthening of the Slovak
koruna, which 