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In the first half of the ongoing year, the EU accession process significantly gained
momentum. When negotiations with ten accession countries were finalized at
the European Council in Copenhagen in December 2002, the irreversibility
of the process became obvious. This was even reflected in the terminology:
these ten accession countries became acceding countries. In April 2003, the
signing ceremony of the Accession Treaty took place in Athens, starting the
process of ratification in the old and the new EU Member States. In the mean-
time, the majority of referendums have taken place. Although the interest of
the population differs from country to country, as is reflected in very different
participation rates ranging from 91% in Malta to 46% in Hungary, the outcome
of each referendum was positive. The results were outstanding in Slovakia,
Lithuania and Slovenia, where close to or over 90% of the voters were in favor
of EU accession. Only two referendums, those of Estonia and Latvia, have not
been held yet. Both are scheduled for September 2003. It appears that the
ratification procedure will take place as foreseen and that this round of EU
enlargement will be finalized on May 1, 2004.

The events of recent months have also shown that EU enlargement will not
come to an end in 2004. Following the conclusions of the European Council in
Copenhagen, Bulgaria and Romania could become members in 2007, depend-
ing on further progress in complying with the membership criteria. Whereas
the decision about Turkey is scheduled for the European Council in December
2004, the Thessaloniki summit of June 2003 shaped the path of the possible
EU entry of the Balkan countries in the long run. Several more specific con-
ditions covering political, moral and social standards which Albania, Bosnia and
Herzegovina, Croatia, Macedonia, and Serbia and Montenegro have to meet
were added to the already existing Copenhagen criteria.

This volume of Focus on Transition mirrors the new evolution in Europe,
which can be characterized by a �deepening� and a �broadening� taking place
in parallel. The �deepening� of the enlargement process is reflected not only
by the increasing economic convergence of the acceding countries, but also
by an intensified exchange of information between institutions and a more
sophisticated debate at the national expert level. Such a debate unfolds, for
example, when central bankers meet to discuss the requirements for fulfillment
of the fiscal Maastricht criteria. The Oesterreichische Nationalbank hosted an
outstanding event along these lines in December 2002. The first part of this
issue is dedicated to presenting the results of this workshop.

Milan Lisicky«, who visited the Foreign Research Division of the Oesterrei-
chische Nationalbank as an intern in spring 2003, contributed a study on the
Czech pension reform to this overall topic. His study provides an insider�s view
on this very special aspect of the ongoing fiscal debate in Austria�s neighbor to
the north. In fact, one can even draw some conclusions for the current discus-
sion in Austria, as several key issues, for instance the need for harmonization,
are quite similar in both countries.

Another contribution demonstrates the �deepening� of the enlargement
process: Jakub Borowski, who also visited the Foreign Research Division in
spring 2003, analyzed the potential benefits of Poland�s EMU accession. As
many acceding countries are keen on introducing the euro as soon as possible,
this study is highly topical, as it tries to measure the positive effects of EMU
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accession. This analysis is in line with the efforts of the current EU Member
States at the stage at which they were all evaluating the pros and cons of par-
ticipating in monetary union to find a sound basis for their decision-making
process.

As mentioned, not only a �deepening,� but also a �broadening� of the
enlargement process is taking place. A study entitled �On the Catching-Up
Route — The Development of Banking in Serbia and Montenegro since 2000�
by Stephan Barisitz, senior economist of the Foreign Research Division, reflects
this broadening aspect. Although the schedule of the enlargement process
makes it quite clear that it will take some time until this region is taken into
consideration for enlargement, Western industrialized countries, especially
their banking sectors, have already made positive investment decisions. As
Austrian banks have several subsidiaries not only in the CEECs, but also in
the Balkans, this contribution is of special interest to the Austrian financial
sector. In addition, the analyses show impressively the drawbacks of the polit-
ical tensions and the long way this country in transition still has to go.

These research studies are complemented by the chapter �Developments in
Selected Countries,� which as always gives an overview of the recent behavior of
the economic fundamentals of the CEEC-5, that is the Czech Republic,
Hungary, Poland, Slovakia and Slovenia, and additionally the Russian Federa-
tion. As trade links to the euro area are strong, GDP growth in the CEEC-5
is definitely affected by the persistent economic slowdown there. Therefore
the Oesterreichische Nationalbank has also revised downward its economic
forecast for these countries. Nevertheless, real GDP growth rates are still
higher than in the euro area, indicating an ongoing catching-up process.

Finally, this volume of �Focus on Transition� contains short summaries of
the events which took place during the last six months and were hosted by
the Foreign Research Division. Last but not least, the reader will find an over-
view of the technical coordination activities of the OeNB, with the changes at
the Joint Vienna Institute (JVI) as the highlight. This institute was established
jointly by the IMF, World Bank, BIS, OECD and EBRD at the beginning of the
1990s as a training institute designed to assist the transformation process of
Central and Eastern European countries. On May 1, 2003, a new arrangement
came into effect, according to which the JVI now has two primary members,
namely the IMF and the Austrian authorities (i.e. the Ministry of Finance and
the Oesterreichische Nationalbank). As a consequence, the Austrian authori-
ties have substantially stepped up their financial contributions to the JVI, pro-
viding — first and foremost — new facilities located in Vienna�s sixth district.
The official opening of the building will take place on November 2, 2003,
on the eve of the next East-West Conference, which will be jointly organized
by the OeNB and the JVI on �The Economic Potential of a Larger Europe —
Keys to Success.�
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1 Introduction
Real GDP growth in the Central European acceding countries in 2002 on aver-
age outpaced growth in the EU, but varied widely, ranging from 1.3% in Poland
to 4.4% in Slovakia.

Owing to subdued economic activity in the EU, which is the Central Euro-
pean countries� main trading partner, domestic demand, especially private con-
sumption, was the mainstay of growth in most countries of the region. In
Hungary, private consumption soared by an exceptional 10% in 2002, which
may be traceable mainly to substantial wage hikes. Investment activity also
varied across countries: While growth in gross fixed capital formation accel-
erated in Slovenia and Hungary, it slowed down in Slovakia and the Czech
Republic. Poland even recorded a sharp contraction (—7.3%), which also acted
as a dampener on overall growth in the country. Public consumption growth
lost momentum in most Central European countries.

CPI inflation varied throughout the region, but was on a declining trend.
The Czech Republic even faced deflationary developments, with inflation
coming to —0.4% in March 2003, which seems to be chiefly attributable to
short-term factors (low food and energy prices, falling import prices, also
thanks to the appreciation of the Czech koruna). The strength of the koruna
and the extremely low inflation rate prompted the central bank to cut interest
rates to below the ECB key interest rate level. At the same time, Slovakia and
Slovenia continued to post high inflation rates (8.0% and 6.3%, respectively, in
March year on year). This surge was triggered mostly by administrative price
rises and — to some extent — by hikes in indirect taxes.

Apart from Slovenia, all Central European countries recorded twin deficits,
i.e. shortfalls in both the general government budget and the current account.
Most countries, especially Hungary, whose budget deficit (according to
ESA 95) surged to 9.1% of GDP in 2002, are still faced with the need to take
comprehensive fiscal consolidation measures. The current account deficits mir-
ror in particular persistent shortfalls on trade. In Slovakia, the current account
deficit came to 8.2% of GDP in 2002 (slightly less than in the previous year),
which, however, was more than offset by a net inflow of foreign direct invest-
ment (FDI) of almost double this amount. The latter was fostered, inter alia, by
rapid progress in privatization.

Direct investment helps cover external deficits also in other countries of the
region; however, as soon as privatization is completed, FDI will probably cease to
play such a crucial role in this regard. In Poland and Hungary, FDI did not suffice
in 2002 to cover current account imbalances. Having posted a balanced current
account in 2001, Slovenia closed the year 2002 with the first surplus in years.
Mounting exports to the recovering markets of the neighboringWestern Balkans
and the CIS countries made this result possible. Except in Hungary (February
2003: 6.4%), unemployment rates remained unchanged at double-digit levels
in all Central European countries. According to the assessment of the OeNB,
growth in the euro area, whose acceleration is forecast by a number of institu-
tions, will strengthen economic expansion in accession countries in 2003 and
2004. This will happen through stimulation of net exports and investments.

Underpinned by healthy consumer demand and the sharp oil price increase
since mid-2002, Russia�s real GDP expanded by 4.3% in 2002, which may be a

Stephan Barisitz
Antje Hildebrandt
Pawel Kowalewski
Wolfgang Maschek
Thomas Reininger
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slightly lower rate than the one posted a year earlier (+5.0%), but which is in
fact quite remarkable, considering the weak global economic conditions. A series
of wage hikes stimulated private consumption. After years of shrinking real
export surpluses, Russia�s net exports stabilized in 2002. Substantial liquidity
flows from export revenues contributed to a modest drop in inflation over
the past few months (March 2003: 14.8% year on year). Russia again posted
a twin surplus in 2002. In early May 2003, the Bank of Russia�s gold and foreign
currency reserves rose to a new record level of some EUR 53 billion (or eight
months of import cover). The pace of structural reforms in Russia slackened
significantly in 2002. Especially in the banking sector and in the area of �natural
monopolies,� reform efforts have met with tenacious opposition. The most
important driving force of Russian economic growth in 2003 and 2004 is likely
to remain internal demand, in particular private consumption.

The process of EU enlargement has been running smoothly and according to
plan so far. At the Copenhagen European Council on December 12 and 13,
2002, the EU concluded its accession negotiations with the �Laeken 10,�
Cyprus, the Czech Republic, Estonia, Hungary, Latvia, Lithuania, Malta,
Poland, Slovakia and Slovenia. The financial implications of this round of
enlargement specified in the Council conclusions include annual maximum
enlargement-related appropriations for commitments between 2004 and
2006. The conclusions also refer to the system of monitoring and safeguard
clauses providing for measures to deal with unforeseen developments that
may arise during the first three years of accession, which was agreed upon in
October 2002. Finally, they also set out the road map for enlargement, the
key objectives of which have been met so far. The Accession Treaty was signed
in Athens on April 16, 2003; it must now be ratified by all old and new Member
States. Following the presentation of the results of the Convention on the Future
of Europe slated for the Thessaloniki European Council of June 19 and 20,
2004, an Intergovernmental Conference will take place in 2003—04 to draft
the new Constitutional Treaty with full participation of the ten new Member
States (and Bulgaria and Romania as observers). The ten countries of the Laeken
group will become EU Member States on May 1, 2004. The Copenhagen Euro-
pean Council set 2007 as the target date for Bulgaria and Romania to join the
EU, provided that the two countries make adequate progress in fulfilling the
accession criteria.

Table 1

Schedule of Referendums on EU Accession1)

Date Country Approval Turnout

in %

March 8 Malta 53.60 91.00
March 23 Slovenia 89.60 60.30
April 12 Hungary 83.80 45.60
May 10 to 11 Lithuania 91.00 63.30
May 16 to 17 Slovakia 92.50 52.20
June 7 to 8 Poland 77.502) 58.902)
June 13 to 14 Czech Republic 77.302) 55.202)
September 14 Estonia
September 20 Latvia

Source: European Commission.
1) The government of Cyprus does not plan to hold a referendum.
2) Data added after editorial close.
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2 Czech Republic:
Weaker Economic Growth as Inflation Recedes

After the Czech economy had continued to recover in 2001, the pace of growth
slowed down considerably in 2002. GDP growth went down from 3.1% in
2001 to 2.0% in 2002, essentially because of weak economic conditions in
the EU, especially in Germany — the Czech Republic�s most important trading
partner — and the adverse impact of the Czech koruna�s appreciation. Not only
did export growth lose momentum, but hesitant export-related investment also
affected overall growth.

It must be taken into account, however, that in 2001, a substantial amount
of military expenses had been recorded as investment instead of public con-
sumption, which would have been in line with common practice. Therefore,
(measured) investment growth accelerated sharply in 2001 and slowed down
considerably in 2002.1) The flood of August 2002 continued to weigh somewhat
on GDP growth (0.1 to 0.3 percentage points of GDP in 2002). Domestic
demand, both private and public, cushioned the slowdown. Stimulated by
national elections in August 2002, public consumption made a significant con-
tribution to this trend. The increase in household consumption is mostly attrib-
utable to higher public-sector wages, pensions and social benefits. The weaken-
ing pace of overall growth in the Czech Republic was accompanied by a rise in
unemployment (to 10.0% by March 2003). The OeNB is forecasting a stabili-
zation of real GDP growth (+2.1%) in 2003, and an export-driven acceleration
in 2004 (+3.0%).

Inflation decreased continually in the course of 2002 (from 3.7% in January
2002 to 0.6% in December 2002 year on year), with the average inflation rate
amounting to 1.8% in 2002. In March 2003, the price level sank by 0.4% year
on year for the third month in a row. The deceleration in price growth was
traceable to short-term factors (low food and energy prices) and falling import
prices, including the appreciation of the Czech koruna. Energy prices dropped
despite rising oil prices in the second half of 2002, which was attributable
chiefly to the ongoing liberalization of network industries. Inflation thus clearly
undershot the target. (The inflation target was 3% to 5% year on year in January

Table 2

Gross Domestic Product and Its Demand Components

1999 2000 2001 2002 2002

1st half 2nd half

Real year-on-year change in %

Gross domestic product 0.5 3.3 3.1 2.0 2.3 1.6

Private consumption 1.7 2.5 3.6 4.0 4.2 3.8
Public consumption 2.4 — 0.9 5.4 5.6 4.7 6.5
Gross fixed capital formation —1.1 5.3 5.5 0.7 1.3 0.1

Exports of goods and services 6.1 17.1 12.2 2.8 3.8 1.7
Imports of goods and services 5.3 16.9 14.0 4.3 3.0 5.5

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

1 According to OECD estimates, actual investment growth came to 2.1% in 2002 (instead of 0.7%), while public consump-
tion growth amounted to no more than 2.8% (instead of 5.6%).
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2002 and will ease gradually to 2% to 4% until December 2005.) On January
30, 2003, Ćeska« na«rodnı« banka (ĆNB), the Czech central bank, cut the key
interest rate by 25 basis points. At 2.5%, the two-week repo rate now equals
the ECB�s intervention rate.

Table 3

Labor Productivity, Wages, Producer Prices and the Exchange Rate

1999 2000 2001 2002 2002

1st half 2nd half

Year-on-year change of period average levels in %

Gross production of industry (real) —3.1 5.4 6.7 4.9 4.5 5.3
Labor productivity of industry (real) 3.6 9.1 6.1 6.7 5.7 7.6

Gross average wage of industry (nominal) 6.6 7.1 6.4 6.7 6.9 6.5

Unit labor cost of industry (nominal) 3.0 —1.8 0.3 0.0 1.1 —1.1
Producer price index (PPI) of industry 1.0 4.9 2.9 — 0.5 — 0.2 —0.9
Consumer price index (CPI) 2.1 3.9 4.7 1.8 3.0 0.6
Exchange rate (nominal):
CZK1) per 1 EUR, + = EUR appreciation 2.0 —3.4 —4.3 — 9.5 —10.0 —9.0
EUR per 1 CZK, + = CZK appreciation —1.9 3.6 4.5 10.6 11.2 9.9

Period average levels

Key interest rate per annum (in %) 6.8 5.3 5.1 3.5 4.1 3.0
Exchange rate (nominal):
CZK1) per 1 EUR 36.88 35.61 34.07 30.82 31.08 30.56
EUR per 1 CZK 0.0271 0.0281 0.0294 0.0324 0.0322 0.0327

Source: Bloomberg, Datastream, national statistical office, national central bank, OeNB, WIIW.
1) CZK: Czech koruna.

Table 4

Key Interest Rate, CPI Inflation and Nominal Exchange Rate

Changes against the Euro

1999 2000 2001 2002 2003

December December December March December March

%

Key interest rate (per annum) 5.3 5.3 4.8 4.3 2.8 2.5
CPI inflation (year on year) 2.5 4.0 4.1 3.7 0.6 —0.4
Nominal year-on-year change
of the exchange rate:
CZK1) per 1 EUR, + = EUR appreciation 2.0 —3.4 —6.4 — 9.3 —4.3 1.2
EUR per 1 CZK, + = CZK appreciation —2.0 3.6 6.8 10.2 4.5 —1.2

Source: Bloomberg, Datastream, national statistical office, national central bank, OeNB, WIIW.
1) CZK: Czech koruna.

Table 5

Monetary Developments

1999 2000 2001 2002

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

Broad money (incl. foreign currency deposits) 9.0 6.4 11.1 6.7

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

Net foreign assets of the banking system 13.2 7.8 8.1 7.8

Domestic credit (net) of the banking system — 4.8 —1.0 0.0 — 9.8
thereof: claims on households 0.2 0.3 1.1 1.8

claims on enterprises — 4.0 —5.3 —7.2 —13.6
claims (net) on general government 0.7 3.9 6.0 2.0

Other domestic assets (net) of the banking system 0.6 —0.4 3.1 8.7

Source: National central bank, OeNB.
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In spite of the devastating flood of August 2002 as well as the rising costs of
the social security system and national elections, the general government deficit
amounted to only 3.9% in 2002, down from 5.5% in 2001 (according to the
latest available data, which were compiled on the basis of the ESA 95 method-
ology wherever possible). Still, fiscal policies in the Czech Republic cannot be
considered to be tight. Rather, the low expenses of the National Property Fund
resulting from delays in privatization have helped keep the shortfall relatively
small. In 2003, the general government deficit is expected to expand noticeably.
Compared to levels in other acceding countries, with the exception of the Baltic
states and Slovenia, the gross debt ratio is still low (27.1% of GDP), but is
expected to rise over the next few years.

Both import and export growth lost considerable momentum in 2002. The
current account deficit ran to 5.4% of GDP in 2002, which marked a slight
improvement against the previous year (2001: 5.7%). The surplus on services

Table 6

Government Budget

1999 2000 2001 2002 2003
(Budget Act)

% of GDP

Central government
Revenues 29.8 29.5 28.8 29.6 28.3
Expenditures 31.4 31.9 31.9 32.4 32.9
thereof: interest payments 0.9 1.0 0.8 0.6 0.9
Balance — 1.6 — 2.3 — 3.1 — 2.8 — 4.6
Primary balance — 0.7 — 1.3 — 2.3 — 2.2 — 3.7

General government
Balance (national methodology) — 2.8 — 4.4 — 5.1 — 6.7 — 7.4
Balance (European Commission)1) — 3.7 — 4.0 — 5.5 — 3.9 — 5.8
Primary balance (European Commission)1) — 2.6 — 3.0 — 4.3 — 2.5 — 4.5

Gross debt (European Commission)1) 14.3 16.6 23.3 27.1 29.6

Source: European Commission, Eurostat, national ministry of finance, OeNB, WIIW.
1) Based on the Fiscal Notification of the Czech Republic in April 2003; data as far as possible according to ESA 95.

Table 7

Balance of Payments

1999 2000 2001 2002 2001 2002
2nd half 2nd half

EUR million

Merchandise exports 24,651 31,509 37,271 40,631 18,673 20,284
Merchandise exports: year-on-year change in % — 6.9 27.8 18.3 9.0 12.9 8.6
Merchandise imports 26,448 34,918 40,705 43,055 20,635 22,042
Merchandise imports: year-on-year change in % 4.1 32.0 16.6 5.8 9.7 6.8

Trade balance — 1,797 — 3,409 — 3,434 — 2,423 — 1,962 — 1,758
% of GDP — 3.5 — 6.1 — 5.4 — 3.3 — 5.9 — 4.6

Services balance 1,130 1,536 1,706 706 1,026 103
Income balance (factor services balance) — 1,265 — 1,490 — 2,450 — 3,168 — 1,303 — 1,613
Current transfers 552 403 524 934 341 748

Current account balance — 1,379 — 2,960 — 3,653 — 3,953 — 1,898 — 2,521
% of GDP — 2.7 — 5.3 — 5.7 — 5.4 — 5.7 — 6.6

Direct investment flows (net) 5,879 5,356 6,121 8,817 2,866 2,474
% of GDP 11.4 9.6 9.6 11.9 8.6 6.5

Source: National central bank, OeNB.
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shrank markedly in the second half of 2002, owing to the summer flood (less
income from tourism). Net FDI inflows climbed from 9.6% of GDP in 2001
to 11.9% in 2002. The ongoing privatization in the Czech economy was key
to this increase. The large inflow of foreign capital, however, put the Czech kor-
una under rising appreciation pressure. The ĆNB responded by cutting interest
rates and intervening in the foreign exchange market.

Like in the previous reporting period, structural changes involved essen-
tially privatization measures in 2002, which included the sale of the Czech
Republic�s largest natural gas supplier and largest steel manufacturer.
Announcements were again made of plans to privatize the state telecommuni-
cations company and the oil and chemicals group Unipetrol. In the medium
term, however, a greater focus is to be put on public finances. According to gov-
ernment plans, measures in public administration (moderate wage hikes, freez-
ing of staff levels) and cuts in social benefits are to keep the general government
deficit at or below 4% of GDP in 2006.

3 Hungary: Growth Carried by Expansive Fiscal Policies
After a mild slowdown in the first half of 2002, GDP growth picked up in the
course of the second half of the year. The marked increase in private consump-
tion by 10% year on year, which was triggered chiefly by wage hikes, provided
the impetus to this acceleration in growth. Owing to a lack of demand in the
main export markets and the nominal appreciation of the forint by an annual
average of 6%, making exports more expensive, the contribution of net exports
to GDP growth was negative in 2002.

Table 8

Gross Official Reserves and Gross External Debt

end-1999 end-2000 end-2001 end-2002

EUR million

Gross official reserves (excluding gold) 12,745 13,937 16,261 22,597
Gross external debt 22,473 22,671 25,153 25,048

% of GDP

Gross official reserves (excluding gold) 24.7 25.0 25.5 30.6
Gross external debt 43.6 40.7 39.4 33.9

Import months of goods and services

Gross official reserves (excluding gold) 4.8 4.1 4.2 5.4

Source: Eurostat, national central bank, OeNB, WIIW.

Table 9

Gross Domestic Product and Its Demand Components

1999 2000 2001 2002 2002

1st half 2nd half

Real year-on-year change in %

Gross domestic product 4.1 5.3 3.9 3.3 2.9 3.6

Private consumption 5.6 5.5 5.7 10.0 9.4 10.6
Public consumption 1.5 1.9 4.3 2.2 1.2 3.2
Gross fixed capital formation 5.9 7.5 3.6 6.1 6.9 5.4

Exports of goods and services 12.3 20.9 9.6 3.8 5.3 2.3
Imports of goods and services 13.3 19.1 7.0 6.1 4.6 7.6

Source: Eurostat, national statistical office, OeNB, WIIW.
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Joblessness climbed to 5.9% in the course of the second half of 2002. The
lack of skilled labor and pronounced regional disparities remain the most seri-
ous problems for the labor market. In the entire year of 2002, nominal wages
increased considerably more than labor productivity, which raised unit labor
costs. Inflation averaged 5.3% in 2002, and at 4.8% in December remained
within the target set by Magyar Nemzeti Bank (MNB), the Hungarian central
bank. The OeNB forecast provides for a slight increase of real GDP growth
in 2003 to 3.6% and for a further acceleration to 4.1% in 2004. This is mostly
explained by rising exports.

Hungary has recorded substantial portfolio capital inflows since late fall
2002, which expanded dramatically in January 2003. The inflows were stimu-
lated by a large interest rate gap between Hungary and the euro area as well as
other acceding countries, upcoming EU membership and a better rating. Not
even unfavorable macroeconomic factors (hefty general government and cur-
rent account deficits) could stop this trend. Subsequently, the forint appreciated
in mid-January 2003 to the upper limit of the fluctuation band of –15%. The

Table 10

Labor Productivity, Wages, Producer Prices and the Exchange Rate

1999 2000 2001 2002 2002

1st half 2nd half

Year-on-year change of period average levels in %

Gross production of industry (real) 10.1 18.5 4.0 2.7 0.5 4.8
Labor productivity of industry (real) 5.1 17.0 5.6 4.5 2.4 6.7

Gross average wage of industry (nominal) 13.4 15.0 14.5 12.4 13.1 11.8

Unit labor cost of industry (nominal) 7.9 — 1.7 8.4 7.6 10.5 4.8
Producer price index (PPI) of industry 5.1 11.6 5.2 — 1.8 — 2.2 — 1.4
Consumer price index (CPI) 10.0 9.8 9.2 5.3 5.9 4.7
Exchange rate (nominal):
HUF1) per 1 EUR, + = EUR appreciation 4.9 2.9 — 1.3 — 5.4 — 6.9 — 3.8
EUR per 1 HUF, + = HUF appreciation — 4.7 — 2.8 1.3 5.7 7.4 3.9

Period average levels

Key interest rate per annum (in %) 15.2 11.5 11.1 9.0 8.8 9.2
Exchange rate (nominal):
HUF1) per 1 EUR 252.78 260.06 256.65 242.88 243.50 242.25
EUR per 1 HUF 0.0040 0.0038 0.0039 0.0041 0.0041 0.0041

Source: Bloomberg, Datastream, national statistical office, national central bank, OeNB, WIIW.
1) HUF: Hungarian forint.

Table 11

Key Interest Rate, CPI Inflation and Nominal Exchange Rate

Changes against the Euro

1999 2000 2001 2002 2003

December December December March December March

%

Key interest rate (per annum) 14.3 11.8 9.8 8.5 8.5 6.5
CPI inflation (year on year) 11.2 10.1 6.8 5.9 4.8 4.6
Nominal year-on-year change
of the exchange rate:
HUF1) per 1 EUR, + = EUR appreciation — 0.5 4.2 —6.5 —8.2 —4.6 0.4
EUR per 1 HUF, + = HUF appreciation 0.5 — 4.0 7.0 8.9 4.9 —0.4

Source: Bloomberg, Datastream, national statistical office, national central bank, OeNB, WIIW.
1) HUF: Hungarian forint.
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Hungarian central bank first responded by intervening in the foreign exchange
market and later cut the key interest rate by a total of 200 basis points. The
overnight deposit rate was slashed from 7.5% to 3.5% for a short period of
time. Thus, the central bank successfully reduced the pressure to adjust the
fluctuation band. Since the intervention, the forint has remained broadly stable
at around HUF/EUR 245.

The general government deficit amounted to 9.1% of GDP in 2002 (ESA95).
It must be noted, however, that this high deficit level is also attributable to a num-
ber of one-off measures and reclassifications of budget items accounting for some
3% of GDP, which are not expected to feed through to the 2003 budget. The
public sector wage hikes, which preceded the parliamentary elections in April
2002, will put a strain on the budget for some time, though. Current develop-
ments make the finance minister�s goal of driving the general government deficit
for 2003 down to 4.5% of GDP seem ambitious; after all, a quarter of the esti-
mated deficit volume was incurred already in the first two months of 2003.

Hungary�s current account deficit came to 4.0% of GDP in 2002 (2001:
3.4% of GDP). Exchange rate developments and robust domestic demand
caused a marked expansion of the shortfall especially in the second half of

Table 12

Monetary Developments

1999 2000 2001 2002

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

Broad money (incl. foreign currency deposits) 17.7 17.4 13.7 16.8

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

Net foreign assets of the banking system 11.4 12.3 9.3 0.02

Domestic credit (net) of the banking system 4.8 14.5 9.6 14.3
thereof: claims on households 1.7 3.1 4.2 6.6

claims on enterprises 7.4 19.0 12.6 9.2
claims (net) on general government — 4.3 — 7.7 — 7.2 — 1.4

Other domestic assets (net) of the banking system 1.5 — 9.4 — 5.2 2.4

Source: National central bank, OeNB.

Table 13

Government Budget

1999 2000 2001 2002 2003
(Budget Act)

% of GDP

Central government
Revenues 28.3 28.0 27.4 25.7 27.3
Expenditures 31.3 30.8 30.2 34.4 30.5
thereof: interest payments . . 6.0 4.9 4.3 . .
Balance — 3.0 — 2.8 — 2.9 — 8.7 — 3.3
Primary balance . . . . 2.0 — 4.4 . .

General government
Balance (national methodology) — 3.4 — 3.4 — 3.1 — 9.5 . .
Balance (European Commission)1) — 5.6 — 3.0 — 4.7 — 9.2 — 4.5
Primary balance (European Commission)1) 1.9 2.7 0.2 — 5.3 — 0.5

Gross debt (European Commission)1) 61.2 55.5 53.4 56.3 56.8

Source: European Commission, Eurostat, national ministry of finance, OeNB, WIIW.
1) Based on the Fiscal Notification of Hungary in April 2003; data as far as possible according to ESA 95.
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the year. Having shrunk to 0.9% of GDP, net FDI inflows did not suffice to
offset more than a quarter of the current account deficit (in 2001, FDI had
fully compensated the deficit).

Hungary�s official foreign currency reserves shrank from EUR 12.1 billion
to EUR 9.9 billion between end-2001 and end-2002. At the same time, gross
foreign debt edged up from EUR 37.3 billion to EUR 38.5 billion. Owing to
the expansion of GDP measured in euro, which may also be attributable to the
nominal appreciation of the forint against the euro in 2002, the corresponding
ratios to GDP dropped even more sharply, from 20.9% to 14.1% and from
64.4% to 55.1%, respectively.

In mid-February, the government under Prime Minister Peter Medgyessy
presented a ten-point plan to establish Hungary as a hub of technology, services
and logistics in Central and Eastern Europe. Pressing ahead with privatization is
also on top of the agenda. Of the approximately 180 companies currently con-
trolled by the Privatization and State Holding Company APV Rt., around 100
are to be (partly) privatized within the next two years. Another 45 companies
are shortlisted for privatization in 2005 and 2006. The privatization of the
national power works MVM was postponed, though. Finance Minister La«szlo«

Table 14

Balance of Payments

1999 2000 2001 2002 2001 2002
2nd half 2nd half

EUR million

Merchandise exports 24,059 31,278 34,697 36,821 17,510 18,242
Merchandise exports: year-on-year change in % 14.3 30.0 10.9 6.1 2.9 4.2
Merchandise imports 26,102 34,457 37,193 39,024 18,603 19,741
Merchandise imports: year-on-year change in % 14.8 32.0 7.9 4.9 — 1.6 6.1

Trade balance — 2,044 — 3,180 — 2,496 — 2,203 — 1,093 — 1,499
% of GDP — 4.5 — 6.3 — 4.3 — 3.2 — 3.5 — 4.1

Services balance 834 1,230 1,643 636 1,168 396
Income balance (factor services balance) — 1,464 — 1,545 — 1,513 — 1,679 — 570 — 691
Current transfers 372 343 399 475 220 229

Current account balance — 2,301 — 3,152 — 1,967 — 2,771 — 274 — 1,565
% of GDP — 5.1 — 6.2 — 3.4 — 4.0 — 0.9 — 4.3

Direct investment flows (net) 1,658 1,215 2,518 633 1,246 192
% of GDP 3.7 2.4 4.4 0.9 4.0 0.5

Source: National central bank, OeNB.

Table 15

Gross Official Reserves and Gross External Debt

end-1999 end-2000 end-2001 end-2002
EUR million

Gross official reserves (excluding gold) 10,757 11,883 12,072 9,873
Gross external debt 29,010 32,093 37,286 38,523

% of GDP

Gross official reserves (excluding gold) 23.9 23.5 20.9 14.1
Gross external debt 64.4 63.4 64.4 55.1

Import months of goods and services

Gross official reserves (excluding gold) 4.2 3.6 3.3 2.5

Source: Eurostat, national central bank, OeNB, WIIW.
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Csaba plans to sell Postabank by a multi-stage tender procedure. The Hungarian
Land Credit and Mortgage Bank (FHB) is to be listed on the Budapest stock
exchange.

The Sze«chenyi plan launched by the previous government is to be continued
to be implemented as �Sze«chenyi plus.� In 2002, a total of HUF 330 billion
(EUR1.4 billion) were invested in road construction, subsidies for private home
construction, support for small and medium-sized companies, research and
development, information technology, tourism and regional development.

4 Poland: Slow Export-Led Recovery
In 2002, real GDP rose by 1.3%, after growing by 1.0% in 2001. Once again it
was gross fixed capital formation (which contracted by more than 7%) that
acted as a drag on the economy, due to still high, albeit slowly declining, real
interest rates and the impact of the previous slowdown in exports. On the other
hand, private consumption growth accelerated in comparison with 2001, which
can only be explained by nonwage household income; real export growth also
gathered momentum, despite the growth slowdown in the euro area. As a result
of augmenting private consumption and export growth, imports started to
expand again. Still, the change in net exports made a positive contribution to
GDP growth. The depreciation of the zloty against the euro that started in
May 2002 certainly boosted export performance. GDP growth accelerated
throughout the year, driven by faster export growth and the slower contraction
of investment. Investment started to stabilize on the back of a turnaround in
corporate sector profitability and higher exports. In the first quarter of 2003,
GDP growth is expected to have been between 2.0% and 2.5% (year on year).
Like the consensus forecast, the current OeNB forecast (of May 2003) expects
real GDP growth to reach 2.8% in the year 2003; on the other hand, the
government is more optimistic and aims at 3.5%. The OeNB reckons eco-
nomic expansion to accelerate to 3.9% in 2004. The weaker exchange rate of
the zloty, lower real interest rates and an improved business climate are thought
to contribute to the higher dynamics.

The unemployment rate based on the labor force survey was close to 20% in
the average of 2002, almost double the level of 1998; the unemployment rate
based on registrations reached a new high from the start of transition of 18.8%
in February 2003, against 18.2% a year earlier. The strong decline in employ-
ment increased labor productivity far above wage growth.

Table 16

Gross Domestic Product and Its Demand Components

1999 2000 2001 2002 2002

1st half 2nd half

Real year-on-year change in %

Gross domestic product 3.9 4.1 1.0 1.3 0.6 1.9

Private consumption 5.3 2.6 2.0 3.3 3.2 3.3
Public consumption 1.0 1.1 0.4 1.3 0.9 1.8
Gross fixed capital formation 8.9 — 2.9 —8.8 —7.2 —10.8 —5.2

Exports of goods and services —2.5 37.8 3.1 4.3 2.6 5.8
Imports of goods and services 1.0 15.5 —5.3 2.5 2.0 2.9

Source: Eurostat, national statistical office, OeNB, WIIW.
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Despite falling unit labor costs, the increase of industrial producer prices
accelerated to 2.9% year on year in the first quarter of 2003 as a result of
the currency depreciation and of higher oil prices. In contrast, consumer price
inflation has fallen continuously to only 0.3% in April 2003, as the impact of
industrial producer prices as well as higher energy prices on households was
more than offset by still weak domestic demand and falling agricultural and food
prices.

From December 2001 to March 2003, the key two-week intervention rate
was cut by many small steps totaling 5.25 percentage points, while year-on-year
inflation fell by 3 percentage points. As a result, real interest rates (calculated on
the basis of past inflation) declined from about 8% to 5.7%, implying a still
relatively high year-average level, in view of the weakness of the real economy.
On the other hand, monetary conditions have become more relaxed as the
zloty weakened against the euro on account of the ongoing reduction of the
nominal interest rate differential between the zloty and the euro. Bank credits
to households nearly stagnated in 2002, while loans to enterprises decreased.

Table 17

Labor Productivity, Wages, Producer Prices and the Exchange Rate

1999 2000 2001 2002 2002

1st half 2nd half

Year-on-year change of period average levels in %

Gross production of industry (real) 4.7 7.8 0.6 1.4 — 1.0 3.8
Labor productivity of industry (real) 9.6 17.9 6.0 7.4 5.8 9.0

Gross average wage of industry (nominal) 9.4 10.9 6.9 3.7 4.4 3.1

Unit labor cost of industry (nominal) — 0.1 — 5.9 0.8 —3.4 — 1.3 —5.4
Producer price index (PPI) of industry 5.6 7.9 1.6 1.0 0.4 1.6
Consumer price index (CPI) 7.3 10.1 5.5 1.9 2.8 1.1
Exchange rate (nominal):
PLN1) per 1 EUR, + = EUR appreciation 7.8 — 5.1 — 8.5 5.1 1.0 9.0
EUR per 1 PLN, + = PLN appreciation — 7.2 5.4 9.3 —4.8 — 1.0 —8.3

Period average levels

Key interest rate per annum (in %) 13.7 17.9 15.9 8.5 10.0 7.4
Exchange rate (nominal):
PLN1) per 1 EUR 4.23 4.01 3.67 3.85 3.67 4.04
EUR per 1 PLN 0.2365 0.2493 0.2726 0.2595 0.2726 0.2475

Source: Bloomberg, Datastream, national statistical office, national central bank, OeNB, WIIW.
1) PLN: Polish zloty.

Table 18

Key Interest Rate, CPI Inflation and Nominal Exchange Rate

Changes against the Euro

1999 2000 2001 2002 2003

December December December March December March

%

Key interest rate (per annum) 16.5 19.0 11.5 10.0 6.8 6.3
CPI inflation (year on year) 9.8 8.5 3.6 3.3 0.8 0.6
Nominal year-on-year change
of the exchange rate:
PLN1) per 1 EUR, + = EUR appreciation 3.0 — 8.1 — 7.7 — 1.8 11.3 19.1
EUR per 1 PLN, + = PLN appreciation — 2.9 8.8 8.3 1.8 —10.1 —16.0

Source: Bloomberg, Datastream, national statistical office, national central bank, OeNB, WIIW.
1) PLN: Polish zloty.
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The most recent data for the general government budget based on ESA 95
show that — contrary to the national data on the central government balance —
the deterioration of the fiscal balance from —1.8% of GDP in 2000 to —3.0% of
GDP in 2001 was nearly exclusively caused by the direct effect of the very
restrictive monetary policy on interest payments. The small surplus in the pri-
mary balance was held nearly constant, despite the revenue shortfall that was
caused by the fall in nominal GDP growth from 15.8% in 2000 to only
5.2% in 2001. However, the implied cuts in noninterest expenditure could
not be continued or even increased as nominal GDP growth fell further to only
2.7% in 2002. Thus, the primary balance became negative in 2002 (—1.0% of
GDP) and the fiscal deficit increased to 4.1% of GDP. For 2003, the general
government�s primary deficit is scheduled to be cut to 0.6% of GDP and the
fiscal deficit to 4.0% of GDP.

The increase of the public debt-to-GDP ratio by 4.5 percentage points to
41.8% at the end of 2002 can be attributed to the primary deficit (1 percentage
point), to the fact that the real interest rate level was above real GDP growth
(2.1 percentage points) and to the zloty�s depreciation effect on foreign cur-
rency-denominated debt (1.7 percentage points), while privatization revenues
mitigated the increase by 0.3 percentage points.

Table 19

Monetary Developments

1999 2000 2001 2002

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

Broad money (incl. foreign currency deposits) 24.5 15.1 12.0 1.6

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

Net foreign assets of the banking system 7.8 7.0 4.2 0.9

Domestic credit (net) of the banking system 23.2 10.9 6.8 6.7
thereof: claims on households 6.3 6.9 4.2 2.8

claims on enterprises 10.3 6.4 3.3 0.4
claims (net) on general government 6.6 — 2.4 —0.6 3.5

Other domestic assets (net) of the banking system — 6.6 — 2.9 1.0 —6.0

Source: National central bank, OeNB.

Table 20

Government Budget

1999 2000 2001 2002 2003
(Budget Act)

% of GDP

Central government
Revenues 20.5 19.0 18.8 18.7 19.7
Expenditures 22.5 21.2 23.1 23.8 24.7
thereof: interest payments 3.1 2.5 2.8 3.1
Balance — 2.0 — 2.2 — 4.3 — 5.1 — 4.9
Primary balance 1.0 0.4 — 1.5 — 2.0

General government
�Economic� balance (national methodology) — 2.9 — 2.0 — 4.9 — 5.8 — 6.4
Balance (European Commission)1) — 1.5 — 1.8 — 3.0 — 4.1 — 4.0
Primary balance (European Commission)1) 0.6 0.4 0.2 — 1.0 — 0.6

Gross debt (European Commission)1) 42.7 37.2 37.3 41.8 43.3

Source: European Commission, Eurostat, national ministry of finance, OeNB, WIIW.
1) Based on the Fiscal Notification of Poland in April 2003; data as far as possible according to ESA 95.
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In 2002, the current account deficit shrank to 3.6% of GDP, based on an
improvement in the trade balance that outpaced the deterioration in the income
balance. The depreciation of the zloty helps explain the developments in both
these subbalances. In the first quarter of 2003, the current account deficit
slightly exceeded USD 1.5 billion, compared to USD 2.3 billion in the same
period in 2002. On the other hand, net FDI inflows declined in 2002, which
can partly be explained by smaller privatization proceeds, and thus covered a
smaller part of the current account deficit than in 2001. The decline of foreign
exchange reserves (measured in euro) can be attributed mainly to the strength-
ening of the European currency against the U.S. dollar.

Public finance reform has been announced as a top priority of structural
reform. The government presented two drafts aimed at addressing the issue,
one by the Ministry of Finance and the other by the Ministry of Economy, Labor
and Social Policy. These documents provide for the reduction of income tax
rates, for example. They view higher economic growth as a key to the improve-
ment of public finances. In addition, they put a strong emphasis on the financial
transfers Poland is expected to get from the EU.

Table 21

Balance of Payments

1999 2000 2001 2002 2001 2002
2nd half 2nd half

EUR million

Merchandise exports 24,697 30,569 33,787 34,867 17,154 18,231
Merchandise exports: year-on-year change in % — 8.1 23.8 10.5 3.2 0.9 6.3
Merchandise imports 38,175 44,815 46,816 45,785 23,590 23,749
Merchandise imports: year-on-year change in % — 2.4 17.4 4.5 — 2.2 — 2.1 0.7

Trade balance —13,478 —14,246 —13,029 —10,918 — 6,436 — 5,519
% of GDP — 9.3 — 8.0 — 6.4 — 5.5 — 6.1 — 5.5

Services balance — 1,529 — 1,824 — 1,089 — 1,059 — 480 — 490
Income balance (factor services balance) — 745 — 821 — 1,000 — 1,731 — 477 — 830
Current transfers 1,513 1,819 2,216 2,304 1,332 1,302
Unclassified transactions (small cross-border
trade) 3,410 4,306 4,905 4,299 3,011 2,754

Current account balance —10,829 —10,767 — 7,997 — 7,104 — 3,050 — 2,782
% of GDP — 7.4 — 6.1 — 3.9 — 3.6 — 2.9 — 2.8

Direct investment flows (net) 5,954 8,838 7,732 3,957 4,622 1,891
% of GDP 4.1 5.0 3.8 2.0 4.3 1.9

Source: National central bank, OeNB.

Table 22

Gross Official Reserves and Gross External Debt

end-1999 end-2000 end-2001 end-2002

EUR million

Gross official reserves (excluding gold) 26,192 28,179 28,835 27,316
Gross external debt 64,962 73,687 80,668 78,103

% of GDP

Gross official reserves (excluding gold) 18.0 15.9 14.1 13.7
Gross external debt 44.6 41.5 39.5 39.1

Import months of goods and services

Gross official reserves (excluding gold) 7.3 6.7 6.6 6.4

Source: Eurostat, national central bank, OeNB, WIIW.
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5 Slovak Republic: Newly Elected Government
Pushes ahead with Reforms

The Slovak Republic remained broadly unaffected by the slowdown in the EU
economy, its main trading partner, posting a higher GDP growth rate in 2002
than in 2001 (4.4% compared to 3.3%). There were different reasons for this
upswing in these two years: While in 2001, vigorous investment provided a
major contribution to growth, in 2002, GDP growth was mainly carried by
increased private consumption (+5.3%) and continued strong public consump-
tion (+4.3%). In the election year of 2002, private consumption was to a great
extent fostered by a halt to administered price hikes and rising public sector
wages. Gross fixed capital formation contracted slightly in 2002 (—1.9%).

Compared to most other transition countries, Slovakia continued to feature
very high unemployment rates, which went back only slightly to 18.5%
(according to the ILO methodology) in 2002 despite solid economic growth.
The upcoming labor market reforms of the newly elected government notwith-
standing, it is unlikely that joblessness will drop markedly in the next few years,
considering that numerous enterprises still need to implement far-reaching
restructuring measures, which may involve layoffs.

Table 23

Gross Domestic Product and Its Demand Components

1999 2000 2001 2002 2002

1st half 2nd half

Real year-on-year change in %

Gross domestic product 1.3 2.2 3.3 4.4 3.9 4.8

Private consumption 3.4 — 1.8 3.9 5.3 5.5 5.0
Public consumption — 7.7 0.7 5.0 4.3 6.7 2.0
Gross fixed capital formation —18.3 2.0 9.9 —1.9 —0.3 —3.4

Exports of goods and services 5.3 13.8 6.7 5.9 0.5 11.2
Imports of goods and services — 6.3 10.2 12.1 5.1 —0.6 10.9

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

Table 24

Labor Productivity, Wages, Producer Prices and the Exchange Rate

1999 2000 2001 2002 2002

1st half 2nd half

Year-on-year change of period average levels in %

Gross production of industry (real) — 2.0 8.3 7.3 6.5 3.6 9.5
Labor productivity of industry (real) 1.0 11.8 6.2 6.3 3.8 8.8

Gross average wage of industry (nominal) 7.9 9.1 10.2 7.3 8.0 6.7

Unit labor cost of industry (nominal) 6.8 — 2.4 3.7 0.9 4.0 — 2.0
Producer price index (PPI) of industry 4.2 10.9 6.5 2.0 1.9 2.1
Consumer price index (CPI) 10.5 12.1 7.1 3.4 3.9 2.8
Exchange rate (nominal):
SKK1) per 1 EUR, + = EUR appreciation 11.4 — 3.4 1.7 — 1.4 — 1.9 — 1.0
EUR per 1 SKK, + = SKK appreciation —10.2 3.5 — 1.7 1.4 1.9 1.0

Period average levels

Key interest rate per annum (in %) 8.8 8.5 7.8 7.8 8.0 7.6
Exchange rate (nominal):
SKK1) per 1 EUR 44.10 42.59 43.31 42.69 42.61 42.76
EUR per SKK 0.0227 0.0235 0.0231 0.0234 0.0235 0.0234

Source: Bloomberg, Datastream, national statistical office, national central bank, OeNB, WIIW.
1) SKK: Slovak koruna.
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In 2002, Slovakia recorded a sharp decline in inflation. The CPI (annual
average) dropped from 7.1% in 2001 to 3.4% in 2002, mostly owing to the halt
to rises of administered prices in the 2002 election year. January 2003, however,
already saw hikes in administered prices, which translated into higher inflation.
In March 2003, the CPI increased by 8% year on year. Na«rodna« Banka Slovenska
(NBS), the Slovak central bank, has targeted an annual average inflation rate of
7.7% to 7.9% for 2003.

The NBS�s monetary policy strategy is based on inflation and monetary indi-
cators, but also takes into account exchange rate developments (managed float).
The latest interest rate change dates from the fall of 2002. Since then, the two-
week repo tender limit rate has been 6.5%. The exchange rate of the Slovak
koruna against the euro came to between SKK/EUR 41 and SKK/EUR 45
in the course of 2002; in April 2003, the koruna appreciated to a level below
SKK/EUR 41. As a consequence, the NBS intervened in the markets in early
May, stabilizing the exchange rate somewhat above SKK/EUR 41 (as of mid-
May 2003).

The general government deficit climbed from 5.4% of GDP in 2001 to
7.2% in the election year 2002 (on the basis of ESA 95). The government thus
clearly failed to reach the original deficit target of 4% of GDP. The center-right
government elected into office in September 2002 plans to launch a compre-
hensive fiscal reform, which is to reduce the shortfall in the budget and the debt

Table 25

Key Interest Rate, CPI Inflation and Nominal Exchange Rate

Changes against the Euro

1999 2000 2001 2002 2003

December December December March December March

%

Key interest rate (per annum) 8.8 8.0 7.8 7.8 6.5 6.5
CPI inflation (year on year) 14.2 8.4 6.4 3.6 3.4 8.0
Nominal year-on-year change
of the exchange rate:
SKK1) per 1 EUR, + = EUR appreciation 0.0 2.2 —0.9 —4.0 —3.1 —0.4
EUR per 1 SKK, + = SKK appreciation 0.0 —2.2 0.9 4.2 3.2 0.4

Source: Bloomberg, Datastream, national statistical office, national central bank, OeNB, WIIW.
1) SKK: Slovak koruna.

Table 26

Monetary Developments

1999 2000 2001 2002

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

Broad money (incl. foreign currency deposits) 8.6 15.0 11.9 8.3

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

Net foreign assets of the banking system — 4.7 6.6 2.3 14.1

Domestic credit (net) of the banking system 12.8 7.9 11.3 — 0.6
thereof: claims on households 1.8 1.9 1.2 1.4

claims on enterprises 0.4 0.0 —15.9 — 2.3
claims (net) on general government 7.6 6.4 24.7 0.2

Other domestic assets (net) of the banking system . . . . . . . .

Source: National central bank, OeNB.
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level. The reform package is to include the introduction of a flat income tax of
19% for both households and enterprises. It is also planned to introduce a sim-
plified VAT regime. All goods and services are to be taxed at a flat rate of 19%.
This rate is envisaged to be applied also to capital gains. The Slovak government
aims to introduce the new tax system in January 2004 and thus to cut the gen-
eral government deficit to 3.4% of GDP. For 2003, the deficit is expected to
come to 5.0%.

2001 and 2002 saw substantial external imbalances, mirrored by shortfalls
in the current account of 8.6% of GDP in 2001 and 8.2% in 2002, which were
caused first and foremost by deteriorating trade balances. The current account
deficit in 2002, however, was more than offset by a strong inflow of FDI, which
grew from 7.1% of GDP in 2001 to 16.9% in 2002. Ongoing privatization (for
instance the sale of 49% of the natural gas distributor SPP) was key to this
increase. Greenfield projects also attracted substantial FDI. Privatization is

Table 27

Government Budget

1999 2000 2001 2002 2003
(Budget Act)

% of GDP

Central government
Revenues 25.9 23.5 20.8 20.5 . .
Expenditures 27.7 26.5 25.2 25.3 . .
thereof: interest payments . . . . . . . . . .
Balance — 1.8 — 3.0 — 4.5 — 4.8 . .
Primary balance . . . . . . . . . .

General government
Balance (national methodology) — 3.5 — 3.3 — 3.9 7.2 — 5.0
Balance (European Commission)1) — 6.4 —10.4 — 7.3 — 7.2 — 4.9
Primary balance (European Commission)1) — 3.1 — 6.3 — 3.7 — 3.1 . .

Gross debt (European Commission)1) 43.8 46.9 48.1 42.6 41.8

Source: European Commission, Eurostat, national ministry of finance, OeNB, WIIW.
1) Based on the Fiscal Notification of the Slovac Republic in April 2003; data as far as possible according to ESA 95.

Table 28

Balance of Payments

1999 2000 2001 2002 2001 2002
2nd half 2nd half

EUR million

Merchandise exports 9,558 12,841 14,097 15,256 7,031 8,063
Merchandise exports: year-on-year change in % 0.4 34.4 9.8 8.2 4.3 14.7
Merchandise imports 10,592 13,833 16,479 17,519 8,447 9,342
Merchandise imports: year-on-year change in % — 8.4 30.6 19.1 6.3 12.9 10.6

Trade balance — 1,034 — 992 — 2,382 — 2,263 — 1,416 — 1,279
% of GDP — 5.5 — 4.6 — 10.4 — 9.0 — 12.0 — 9.8

Services balance 140 475 535 484 357 286
Income balance (factor services balance) — 282 — 382 — 349 — 485 — 145 — 224
Current transfers 162 127 236 205 116 125

Current account balance — 1,015 — 771 — 1,960 — 2,059 — 1,088 — 1,092
% of GDP — 5.4 — 3.6 — 8.6 — 8.2 — 9.2 — 8.4

Direct investment flows (net) 657 2,227 1,630 4,256 895 3,954
% of GDP 3.5 10.4 7.1 16.9 7.6 30.4

Source: National central bank, OeNB.
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expected to progress in the coming year, among others in the energy sector;
besides, EU enlargement will prompt an increasing number of enterprises to
invest in the region. (The automaker PSA Peugeot Citroe‹n, for instance,
announced in early 2003 that it would invest up to EUR 700 million in Slovakia
by 2006).

All in all, the Slovak government has pursued pro-reform, pro-EU policies.
It seeks to improve business confidence, to make the country attractive to
foreign investors and to prepare it for EU accession. The cornerstones of the
envisaged measures are the tax reform, as mentioned before, but also urgently
required improvements to the Slovak infrastructure. In mid-May 2003, the
majority of Slovaks voted for EU membership.

6 Slovenia: Persistent Inflation
Thanks to a marked increase in investment demand, Slovenia recorded real GDP
growth of 3.1% (2001: 3.0%) in 2002. Having contracted by almost 2% in
2001, gross fixed capital formation expanded by 3.3% in real terms in 2002.
Net exports also contributed to growth, although somewhat less than in 2001.
External trade was stimulated chiefly by strong demand from CIS countries
and the western Balkans as well as by clearly improving terms of trade. In the
second half of 2002, however, growing domestic demand also fueled import
growth.

Joblessness averaged 6.4% in 2002, according to the labor force survey. The
national method of calculation, however, yields a rate of registered unemploy-

Table 29

Gross Official Reserves and Gross External Debt

end-1999 end-2000 end-2001 end-2002

EUR million

Gross official reserves (excluding gold) 3,404 4,325 4,709 8,764
Gross external debt 10,453 11,461 12,415 12,570

% of GDP

Gross official reserves (excluding gold) 18.0 20.3 20.6 34.8
Gross external debt 55.2 53.7 54.3 50.0

Import months of goods and services

Gross official reserves (excluding gold) 3.3 3.3 3.0 5.3

Source: Eurostat, national central bank, OeNB, WIIW.

Table 30

Gross Domestic Product and Its Demand Components

1999 2000 2001 2002 2002

1st half 2nd half

Real year-on-year change in %

Gross domestic product 5.2 4.7 3.0 3.1 2.8 3.3

Private consumption 6.1 0.8 1.7 2.0 1.7 2.4
Public consumption 4.6 3.1 3.2 2.4 3.3 1.5
Gross fixed capital formation 19.1 0.2 —1.9 3.3 2.9 3.8

Exports of goods and services 1.7 12.7 6.2 6.6 4.9 8.2
Imports of goods and services 8.2 6.1 2.1 5.4 3.8 7.0

Source: Eurostat, national statistical office, OeNB, WIIW.
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ment of 11.3% (2001: 11.8%). The government is currently focusing on com-
bating inflation, which, at 7.5%, clearly exceeds the rates recorded in other
acceding countries. Rises in VATand excise taxes on tobacco and alcohol as well
as hikes in administered prices (telecommunications, public utilities) and high
monetary growth seem to have contributed to the steep inflation rate.

Banka Slovenije, the Slovenian central bank, has pursued an inflation target
since end-2001. In early November 2002, Banka Slovenije revised downwards
its inflation target, aiming at a rate of 5.3% for end-2003. By June 2004, infla-
tion is to be cut back to 4%. To reach this target, monetary policymakers will
most likely have to rely more heavily on the exchange rate instrument. The gov-
ernment, for its part, has pursued a strategy of freezing most administered pri-
ces, as long as there is a danger of overshooting the inflation target. Real wages
grew by a relatively moderate 2% in 2002, thus not posing a threat to the infla-
tion target. The tolar continued its recent trend of depreciating slightly against
the euro in nominal terms. Strong monetary growth in 2002 is attributable,
inter alia, to an increased inflow of foreign capital.

Table 31

Labor Productivity, Wages, Producer Prices and the Exchange Rate

1999 2000 2001 2002 2002

1st half 2nd half

Year-on-year change of period average levels in %

Gross production of industry (real) —0.5 6.3 3.1 2.5 2.2 2.7
Labor productivity of industry (real) 1.3 7.2 2.3 4.0 3.4 4.7

Gross average wage of industry (nominal) 9.3 11.7 10.8 9.9 8.8 10.8

Unit labor cost of industry (nominal) 7.9 4.2 8.3 5.6 5.3 5.8
Producer price index (PPI) of industry 2.2 7.6 9.0 5.2 5.7 4.6
Consumer price index (CPI) 6.2 8.9 8.4 7.5 7.8 7.1
Exchange rate (nominal):
SIT1) per 1 EUR, + = EUR appreciation 4.0 5.9 5.9 4.2 4.3 4.0
EUR per 1 SIT, + = SITappreciation —3.8 — 5.6 — 5.6 —4.0 —4.1 — 3.9

Period average levels

Key interest rate per annum (in %) 8.0 8.7 10.8 9.8 9.5 10.0
Exchange rate (nominal):
SIT1) per 1 EUR 193.63 205.03 217.19 226.22 224.10 228.35
EUR per 1 SIT 0.0052 0.0049 0.0046 0.0044 0.0045 0.0044

Source: Bloomberg, Datastream, national statistical office, national central bank, OeNB, WIIW.
1) SIT: Slovenian tolar.

Table 32

Key Interest Rate, CPI Inflation and Nominal Exchange Rate

Changes against the Euro

1999 2000 2001 2002 2003

December December December March December March

%

Key interest rate (per annum) 8.0 10.0 11.0 9.0 10.0 . .
CPI inflation (year on year) 8.0 8.9 7.0 7.6 7.2 6.3
Nominal year-on-year change
of the exchange rate:
SIT1) per 1 EUR, + = EUR appreciation 4.5 7.1 4.8 4.3 4.0 3.6
EUR per 1 SIT, + = SITappreciation —4.3 — 6.6 — 4.6 —4.1 — 3.9 —3.5

Source: Bloomberg, Datastream, national statistical office, national central bank, OeNB, WIIW.
1) SIT: Slovenian tolar.
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Table 33

Monetary Developments

1999 2000 2001 2002

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

Broad money (incl. foreign currency deposits) 16.1 14.0 20.8 23.6

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

Net foreign assets of the banking system 1.8 3.4 10.1 11.1

Domestic credit (net) of the banking system 16.9 15.3 15.5 14.1
thereof: claims on households 7.3 4.4 2.1 1.6

claims on enterprises 8.4 9.9 10.6 7.2
claims (net) on general government 1.2 1.0 2.9 5.3

Other domestic assets (net) of the banking system — 2.6 — 4.7 — 4.9 — 1.6

Source: National central bank, OeNB.

Table 34

Government Budget

1999 2000 2001 2002 2003
(Budget Act)

% of GDP

Central government
Revenues 25.8 24.6 25.1 23.1 24.7
Expenditures 26.4 25.5 26.2 25.8 25.9
Balance — 0.5 — 0.9 — 1.1 — 2.8 — 1.3

General government
Balance (national methodology) — 0.6 — 1.4 — 1.4 — 3.1 — 1.3
Balance (European Commission)1) — 2.2 — 3.3 — 2.8 — 2.6 — 1.4
Primary balance (European Commission)1) 0.2 — 0.9 — 0.5 — 0.1 0.4

Gross debt (European Commission)1) 26.4 27.6 27.5 28.3 27.8

Source: European Commission, Eurostat, national ministry of finance, OeNB, WIIW.
1) Based on the Fiscal Notification of Slovenia in April 2003; data as far as possible according to ESA 95.

Table 35

Balance of Payments

1999 2000 2001 2002 2001 2002
2nd half 2nd half

EUR million

Merchandise exports 8,082 9,529 10,427 11,075 5,136 5,567
Merchandise exports: year-on-year change in % — 0.4 17.9 9.4 6.2 4.6 8.4
Merchandise imports 9,249 10,761 11,118 11,332 5,464 5,697
Merchandise imports: year-on-year change in % 4.9 16.3 3.3 1.9 — 1.0 4.3

Trade balance —1,167 — 1,232 — 691 — 257 — 328 — 130
% of GDP — 6.2 — 6.3 — 3.3 — 1.1 — 3.0 — 1.1

Services balance 331 487 560 587 287 257
Income balance (factor services balance) — 23 — 27 — 83 — 76 36 15
Current transfers 115 125 143 142 79 90

Current account balance — 734 — 662 — 75 397 74 231
% of GDP — 3.9 — 3.4 — 0.4 1.8 0.7 2.0

Direct investment flows (net) 55 76 413 1,849 175 1,193
% of GDP 0.3 0.4 2.0 8.2 1.6 10.4

Source: National central bank, OeNB.
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The general government budget deficit calculated in accordance with the
Maastricht (ESA 95) methodology shrank to 1.8% of GDP in 2002 (2001:
2.5%). A supplementary budget for 2003 adopted by parliament in May allows
the targeted general government deficit for 2003 to come to 1.3% (instead of
the originally envisaged 1.0%) in view of weak global economic conditions.

Slovenia posted a current account surplus of 1.8% of GDP in 2002, after
having recorded a deficit of 0.4% of GDP in 2001. The surplus is the result
of increased exports to the CIS and the western Balkans. At the same time,
thanks to stepped-up privatization, FDI surged to 8.2% of GDP in 2002
(2001: 2.0%).

The high capital inflows of 2002 (including FDI) are mirrored also in the
sharply increased gross reserves of Banka Slovenije. In 2002, the social partners
agreed on a reindexation of transfer payments and wages in both the private and
the public sectors for the period 2003 to 2005. Since April 2003, the average
inflation rate as measured by the HICP (EU) has been used as the indexation
benchmark. It was also agreed that wage growth is to remain at least 1 percent-
age point below productivity growth. In mid-2002, the price indexation of
financial contracts was abolished.

The privatization of enterprises and banks has been progressing according
to plan. After the sale of Slovenia�s largest bank, Nova Ljubljanska Banka (NLB),
to mainly foreign investors and after the purchase of the country�s second-larg-
est pharmaceutical company, Lek, by Swiss Novartis, the new government at
the end of December 2002 adopted a program for the further privatization of
state-owned enterprises. According to this plan, between 2003 and 2004, parts
of the country�s basic industry, such as the aluminum manufacturer Talum or
the oil supplier Nafta, are to be sold. Negotiations are currently under way for
the sale of Slovenska Investicijska Banka (SIB). Nova Kreditna Banka Maribor
(NKBM) and Abanka Vipa are the main prospective buyers. The intention is
to create a major Slovenian-owned banking group as a counterweight to NLB.

7 Russia: Continued Benefit of High Oil Price against
the Background of a Fragile Economic Structure

Fueled by solid private consumption, Russian GDP expanded by 4.3% in real
terms in 2002. This growth rate may be lower than the one recorded in
2001 (5.0%), but the cooling of the global economy and the corresponding fig-
ures posted by other transition economies make the Russian result seem quite

Table 36

Gross Official Reserves and Gross External Debt

end-1999 end-2000 end-2001 end-2002

EUR million

Gross official reserves (excluding gold) 3,148 3,390 4,868 6,653
Gross external debt 5,367 6,595 7,551 8,386

% of GDP

Gross official reserves (excluding gold) 16.7 17.2 23.2 29.6
Gross external debt 28.5 33.5 35.9 37.3

Import months of goods and services

Gross official reserves (excluding gold) 3.5 3.3 4.6 6.1

Source: Eurostat, national central bank, OeNB, WIIW.
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good. The generous wage hikes of the past few years stimulated household con-
sumption. However, gross fixed capital formation — a vital factor in Russia�s
catching-up process — expanded by a rather disappointing 3.0%.

In the second half of 2002 and in particular in the first quarter of 2003, ris-
ing oil and commodity prices as well as increasing export volumes stimulated
overall growth. The aggregate output of five major sectors of the Russian econ-
omy (construction, retail trade, transport, industry and agriculture) expanded
by over 6% year on year in the first three months of 2003. During the same
period, investment went up by approximately 10%; yet, the strong focus of
investment activities on the energy and metals sectors did not correspond to
the Russian government�s efforts toward greater diversification. The OeNB is
forecasting economic expansion to continue at approximately the same speed
in 2003 (+4.3%) as in 2002. Despite the expected recovery of the euro area
and the world economy, we believe Russian growth will be only slightly higher
in 2004 (4.5%), given the likelihood of the oil price to weaken.

Unemployment remained broadly unchanged, coming to 8.6% in March
2003. Real unit labor costs have climbed sharply since 2000 and may thus ham-
per the competitiveness of various sectors in manufacturing.

Table 37

Gross Domestic Product and Its Demand Components

1999 2000 2001 2002 2002

1st half 2nd half

Real year-on-year change in %

Gross domestic product 6.4 10.0 5.0 4.3 3.6 4.9

Private consumption — 2.9 7.3 9.9 8.6 8.5 8.8
Public consumption 3.1 2.0 — 1.7 2.4 1.8 2.9
Gross fixed capital formation 6.4 18.1 10.5 3.0 2.7 3.1

Exports 11.2 9.5 3.6 10.2 9.1 11.3
Imports —17.0 32.4 18.0 19.1 17.2 21.0

Source: National statistical office.

Table 38

Labor Productivity, Wages, Prices and the Exchange Rate

1999 2000 2001 2002 2002

1st half 2nd half

Year-on-year change of period average levels in %

Gross value added of the economy (real) 5.4 9.1 5.0 4.0 3.8 4.2
Labor productivity of the economy (real) 5.0 8.3 3.9 2.3 2.7 2.0

Gross averagewageof the economy (nominal) 42.6 42.5 45.7 34.5 37.8 31.8

Unit labor cost of the economy (nominal) 35.9 31.6 40.2 31.4 34.2 29.3
GDP deflator 59.1 40.7 23.3 15.2 12.7 17.3
Consumer price index (CPI) 85.7 20.8 21.6 16.0 16.9 15.1
Exchange rate (nominal):
RUR1) per 1 EUR, + = EUR appreciation 137.2 — 0.8 0.4 13.5 7.8 19.0
EUR per 1 RUR, + = RUR appreciation — 57.8 0.8 — 0.4 —11.9 — 7.2 —16.0

Period average levels

Key interest rate per annum (in %) 57.1 32.0 25.0 22.7 24.0 21.3
Exchange rate (nominal):
RUR1) per 1 EUR 26.24 26.03 26.13 29.65 27.86 31.43
EUR per 1 RUR 0.0381 0.0384 0.0383 0.0337 0.0359 0.0318

Source: Datastream, national statistical office, national central bank, OeNB, RECEP, WIIW.
1) RUR: Russian ruble.

Developments in Selected Countries

up to May 2003

32 Focus on Transition 1/2003�



Monetary policy continued to be contractionary. Yet, in light of a strong
inflow of foreign exchange, a loosening fiscal stance and the continued lack
of efficient sterilization instruments, in the first few months of 2003 the Bank
of Russia failed to keep monetary growth fully under control. In the past few
years, it was the federal budget that posted — at times high — surpluses, and car-
ried out crucial sterilized interventions, thus supporting monetary policy.
Annual CPI inflation remained at a relatively high level (14.6%) in April
2003. The substantial inflow of liquidity and falling risk premia on Russian
assets prompted a sharp drop in interest rates. Banks and financial intermedia-
ries continued to step up their activities, which, however, are still quite modest.
In 2002, both bank deposits and loans expanded by around a fifth in real terms.
Experts point out, though, that owing to the still limited risk analysis capacities
of the banking sector, the new loans may be of comparatively low quality and
may thus constitute a risk factor in a future downturn.

Following the nominal depreciation of the U.S. dollar against the euro in the
second half of 2002, the exchange rate of the ruble, which is subject to a man-
aged float with the U.S. dollar as the anchor currency, stopped trending
upwards in real terms. In 2002, the real effective exchange rate of the Russian
currency fell by a total of some 2%. In early 2003, the central bank somewhat
loosened the ruble�s link to the U.S. dollar, allowing the currency to appreciate
in nominal terms against the dollar. In February, the Bank of Russia announced
that it intended to put a stronger focus on reducing inflation. Accordingly, mon-

Table 39

Key Interest Rate, CPI Inflation and Nominal Exchange Rate

Changes against the Euro

1999 2000 2001 2002 2003

December December December March December March

%

Key interest rate (per annum) 55.0 25.0 25.0 25.0 21.0 18.0
CPI inflation (year on year) 36.6 20.1 18.8 17.0 15.1 14.8
Nominal year-on-year change
of the exchange rate:
RUR1) per 1 EUR, + = EUR appreciation 15.6 — 7.4 6.9 4.2 20.8 24.8
EUR per 1 RUR, + = RUR appreciation —13.5 8.0 — 6.5 — 4.1 —17.2 —19.9

Source: Datastream, national statistical office, national central bank, OeNB, RECEP, WIIW.
1) RUR: Russian ruble.

Table 40

Monetary Developments

1999 2000 2001 2002

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

Broad money (incl. foreign currency deposits) 56.7 58.4 43.4 1.2

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

Net foreign assets of the banking system 32.3 63.5 39.9 18.5

Domestic credit (net) of the banking system 57.4 17.8 23.6 30.8
thereof: claims on households 29.5 —17.3 5.7 4.5

claims on enterprises 23.1 32.3 28.8 24.5
claims (net) on general government 4.9 2.8 —10.9 1.8

Other domestic assets (net) of the banking system —33.0 —22.8 —20.1 —18.1

Source: National central bank, OeNB, RECEP.

Developments in Selected Countries

up to May 2003

Focus on Transition 1/2003 33�



etary policymakers now seem somewhat more willing to give in to the market�s
upward pressure on the currency, even if this compromises the competitiveness
of Russian industrial enterprises.

In 2002, the central government budget surplus shrank to 1.4% of GDP.
The general government surplus also contracted. The central government pri-
mary surplus went down to 3.5% of GDP. Rising government spending (e.g.
public sector wage hikes) fostered this development, which was broadly in line
with the budget outline. For 2003, the central government budget plan envi-
sages a surplus of merely 0.6% of GDP. Still, difficulties in meeting debt service
requirements, which are relatively high in 2003, should not arise, as advance
payments have already been made and, furthermore, Russia�s gold and foreign
currency reserves came to EUR 53 billion in early May 2003, an amount that
should suffice to ensure debt servicing even if the oil price slumped.

This growing �foreign exchange cushion� is the result of Russia�s continuous
trade and current account surpluses. In 2002, the current account surplus
amounted to EUR 33.5 billion (some 9% of GDP). The favorable terms of trade
contributed to increasing the surplus by more than a third in the first quarter

Table 41

Government Budget

1999 2000 2001 2002 2003
(Budget Act)

% of GDP

Central government
Revenues 12.7 15.4 17.6 20.3 18.5
Expenditures 13.8 13.0 14.7 18.9 18.0
thereof: interest payments 3.4 2.3 2.6 2.1 2.1
Balance — 1.2 2.4 2.9 1.4 0.6
Primary balance 2.2 4.7 5.5 3.5 2.7

General government
Balance (national methodology) — 1.2 2.8 3.2 1.5 . .

Source: OeNB, RECEP, Russian Economic Expert Group (Ministry of Finance of the Russian Federation), WIIW.

Table 42

Balance of Payments

1999 2000 2001 2002 2001 2002
2nd half 2nd half

EUR million

Merchandise exports 70,861 113,598 113,386 113,045 55,834 59,628
Merchandise exports: year-on-year change in % 6.7 60.3 — 0.2 — 0.3 — 11.7 6.8
Merchandise imports 37,024 48,577 60,041 64,190 32,225 33,742
Merchandise imports: year-on-year change in % — 28.5 31.2 23.6 6.9 16.3 4.7

Trade balance 33,743 65,129 53,456 49,067 23,497 25,886
% of GDP 18.4 23.1 15.4 13.4 12.5 13.4

Services balance — 4,030 — 7,249 — 9,263 — 9,200 — 5,259 — 4,835
Income balance (factor services balance) —15,091 — 40,787 — 27,565 — 24,322 — 8,839 — 9,569

Current account balance 23,058 50,632 38,837 33,522 15,217 16,821
% of GDP 12.6 18.0 11.2 9.2 8.1 8.7

Direct and portfolio investment
flows (net) 1,968 — 7,790 1,897 5,922 783 4,935
% of GDP 1.1 — 2.8 0.5 1.6 0.4 2.6

Source: National central bank, OeNB, RECEP, WIIW.

Developments in Selected Countries

up to May 2003

34 Focus on Transition 1/2003�



of 2003 compared to the same period one year earlier. However, this trend will
not continue, since the oil price is expected to go down in the course of the
year. Foreign direct investment activities remained subdued in 2002; yet in Feb-
ruary 2003, British Petroleum announced an investment of EUR 6.3 billion,
which would be the largest single foreign investment in Russia since the end
of the Communist regime. Stimulated by the increased attractiveness of Russia
as a business location, in April 2003 the RTS index of the Moscow stock
exchange rose to the highest level since 1997.

By September 2002, Russia�s gross external debt had contracted to
EUR 152.7 billion (some 43% of GDP). Moody�s and Standard & Poor�s
upgraded their ratings of the country�s long-term sovereign foreign currency
liabilities to Ba2 and BB, respectively (valid since December 2002).

Compared to 2001, the pace of structural reforms slowed down in 2002,
which is most likely attributable to the upcoming parliamentary and presidential
elections (December 2003 and spring 2004). In December 2002, the sales of
the government�s stakes in Lukoil (EUR 790 million) and Slavneft (EUR 1.95
billion) yielded substantial revenues. In preparation for WTO membership,
the Russian authorities simplified import regimes and cut import tariffs. Only
little progress was made in reforming and liberalizing so-called �natural monop-
olies� (electricity sector, natural gas supply, railroad), community services and
the banking industry. While the authorities undertook efforts to increase the
effectiveness of banking supervision and inspection, the introduction of the
International Accounting Standards (IAS) for credit institutions, scheduled
for 2004, was once more postponed (to 2006 or 2007).

Cutoff date for data: mid-May 2003.

Table 43

Gross Official Reserves

end-1999 end-2000 end-2001 end-2002

EUR million

Gross official reserves (excluding gold) 8,406 25,739 36,585 41,988

% of GDP

Gross official reserves (excluding gold) 4.6 9.1 10.6 11.5

Import months of goods and services

Gross official reserves (excluding gold) 2.7 6.4 7.3 7.8

Source: National central bank, national statistical office, OeNB, RECEP, WIIW.

Developments in Selected Countries

up to May 2003
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F i s cal Pol icy Monitor ing

in the EU —

Per s p ect i v e s

for the Acce s s ion Countr i e s



Following the conclusion of the accession negotiations at the Copenhagen Euro-
pean Council of December 12 and 13, 2002, the EU Member States and ten
acceding countries (Cyprus, the Czech Republic, Estonia, Hungary, Latvia,
Lithuania, Malta, Poland, Slovakia and Slovenia) signed the legal treaty for
EU enlargement on April 16, 2003, at the EU summit in Athens. Formal mem-
bership is scheduled for May 1, 2004, after all 25 countries have ratified the
Accession Treaty. Whereas all acceding countries fulfill the political criterion
of stable economic democratic institutions now, they are expected to fully meet
the economic criterion of a functioning market economy and to introduce the
necessary institutional reforms to comply with the acquis communautaire upon
entry.

Although the acceding countries will enter EMU as Member States with a
derogation from the single currency upon accession, accession implies the full
acceptance of the actual and potential rights and obligations which constitute the
third stage of EMU as well as its institutional framework. The new Member
States will have to consider their economic policies a matter of common con-
cern and as such have to participate in the economic policy coordination and
fiscal surveillance procedures with the Broad Economic Policy Guidelines and
the stability and convergence programs as the main coordination and surveil-
lance instruments. They are required to adhere to the numerical rules set by
the Maastricht Treaty, i.e. the general government deficits must not exeed
3% of GDP and general government debt must not exceed 60% of GDP, or
if above this limit, must be decreasing. As the Stability and Growth Pact (the
Pact) will apply to the new EU Member States, these states will have to imple-
ment sound fiscal policies and will be committed to the medium-term targets of
budgets close to balance or in surplus so as to allow them to respect the 3%
threshold even during normal economic downturns. However, as nonpartici-
pating Member States, the sanctions and fines of the excessive deficit procedure
cannot be imposed on them.

This issue puts together papers presented at the Workshop of the Oesterrei-
chische Nationalbank on �Fiscal Policy Monitoring in the EU — Perspectives for
the Accession Countries� held November 6, 2002. A key aim of the workshop
was to discuss with fiscal experts of the accession country central banks the EU
fiscal framework and, more specifically, the principles governing the fiscal
policy of the EMU member states as well as to give the ESCB fiscal experts
the opportunity to obtain a first-hand analysis of the basic fiscal policy trends
and challenges accession countries face.

The first contribution, which is by Daniele Franco, Fabrizio Balassone and
Maura Francese (The Debate on European Fiscal Rules), discusses the economic
and political rationale of the rules-based fiscal policy in EMU. As sound fiscal
policies are a precondition for monetary and financial stability, fiscal rules were
deemed necessary to reconcile the single currency with multiple independent
fiscal policies. The authors examine the current fiscal policy debate in the
EU, in particular the main points directed against the Stability and Growth Pact,
such as the assertion that there is no need for fiscal rules or that in principle
the Pact may well be sensible, but in the current context is just an obstacle
to appropriate stabilization policies. The authors also discuss the request for
more intelligent rules, as it is argued that the current rules reduce budget

Walpurga
Ko‹hler-To‹glhofer
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flexibility, discourage public investment, disregard the aggregate fiscal stance
and work asymmetrically over the cycle. They conclude that not all these criti-
cisms are warranted and that there is no clear alternative; in fact, the enlarge-
ment of the EU will even increase the need for a rules-based approach. The
authors wind up with a discussion of the long-term fiscal challenges, which
they suggest European economies may be underestimating and caution that
the ongoing debate about the Pact might divert attention from the underlying
issues.

The second paper, written by Hedwig Ongena and Bernhard Winkler (Fiscal
Policy in EMU), is dedicated to the details of the institutional framework
adopted under the Maastricht Treaty and the Pact to promote sound public
finances and policy coordination among EU and EMU member states. The
paper provides an overview of the framework for fiscal policymaking inside
EMU as established in the Maastricht Treaty, subsequent amendments to the
Treaty and the Pact. It analyzes the procedural issues of the European fiscal
framework and the multilateral surveillance mechanism, the role of the stability
and convergence programs, the early warning system and the excessive deficit
procedure. The authors discuss the preventive as well as the dissuasive function
of the Pact. Subsequently, they examine some of the fiscal policy issues that have
arisen since the beginning of EMU, because the debate on policymaking in EMU
and on the interpretation of the new rules did not subside with the start of
monetary union. In the view of the authors, four main issues came to the
forefront of the policy debate, namely the debate about (deficit) financing of
government investment, the interpretation of safe medium-term budgetary
positions that countries have to attain under the Pact, the need for coordinated
budgetary policies in EMU, and the debate about whether and when to intro-
duce tax cuts in order to reduce the tax burden. The authors conclude that the
experience with the Maastricht framework for fiscal stability can be judged to
be broadly satisfactory.

The European fiscal policy framework will apply to the new Member States
of the EU upon their accession. The third contribution, written by Walpurga
Ko‹hler-To‹glhofer, Peter Backe« und Franz Schardax (Fiscal Developments in
Central and Eastern European EU Accession Countries — An Overview One-
and-a-Half Years before the May 2004 Enlargement of the European Union),
focuses on the analysis of public finance developments in the Central and
Eastern European acceding countries, which started their transformation to
market economies at the beginning of the 1990s. These countries will experi-
ence fiscal challenges in the near and medium run which are associated with the
accession to the European Union and, in a few cases, still with the completion
of transition. The paper reviews the development of key fiscal indicators and
explores the implications that result from the prospective inclusion of Central
and Eastern European acceding countries in economic and fiscal policy co-
ordination and surveillance upon accession, with a particular focus on the con-
solidation challenges arising in this setting. The authors show that the challenges
the accession countries face have become increasingly similar to those of the
current Member States of the EU. In the coming years the control of overall
government expenditure levels will be essential to avoid excessive deficits, to
restructure and reform tax systems to reduce incentives for tax evasion and
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avoidance, and to implement appropriate policies to spur private sector devel-
opment and productivity growth. However, EU accession will very likely add to
the fiscal strains of accession countries in the short run, while being broadly
neutral or slightly positive in the medium run.

The next three contributions are detailed investigations of country-specific
developments in the Czech Republic, Poland and Slovenia. The paper by Ivan
Matalı«k and Michal Slavik (Fiscal Policy in the Czech Republic) analyzes the
Czech Republic�s fiscal developments to date. The authors explain the charac-
teristics of fiscal policy during the transformation period since the beginning of
the 1990s. According to the authors, this period has to be divided into two
phases, with the first phase from 1993 to 1998 characterized by a conservative
fiscal policy aiming at achieving a balanced state budget and a reduction of the
role of the state in the economy, and the second phase from 1998 up to the
present dominated by a fiscal strategy that aims at strengthening the role of
the state again; this is accompanied by steadily increasing budget deficits. As
the authors emphasize, the Czech Republic still has a comparatively low debt
level, even though the level has been on the rise since 1998. However, given
the steadily growing deficit ratio, upon EU accession fiscal consolidation will
become a pressing issue. The authors conclude that there is a need for structural
reforms, in particular of public expenditures as well as with regard to (extra-
budgetary) state funds.

The contribution by Ma�gorzata Golik and Tomasz Je�drzejowicz (Fiscal
Policy Challenges in the Face of Poland�s Integration with the European Union)
highlights the causes behind the current fiscal problems in Poland and the chal-
lenge of implementing fiscal adjustments in a period of low economic growth.
Increasing deficit ratios and a slowdown in privatization have led to a rapid surge
of the debt ratio. As upon accession Poland has to fulfill the Maastricht criteria,
fiscal reforms to reduce the deficit ratio to below 3% of GDP and to stabilize the
debt ratio are imperative. The authors point out that over the last decade Poland
has implemented many reforms, in particular on the revenue side. However,
they come to the conclusion that adequate reforms on the expenditure side
to permanently and successfully curb the rise of specific expenditure categories
are still missing or, if expenditure reforms have been implemented — such as
pension reform, decentralization reform, the reform of the health care sector
and education reform — they are prone to specific unexpected problems. The
paper shows that Poland will have to implement reforms on the expenditure
side as well as reforms to rationalize management of off-budget state funds to
prevent excessive deficits upon accession.

Mojca Roter (Public Finance in Slovenia: General Information) analyzes
fiscal developments in Slovenia. Slovenia is the only country of the group of
Central European accession countries that seems to have fewer problems
meeting the fiscal requirements upon EU accession. However, the author
focuses on two specific problem areas of Slovenian public finances, namely
the financing of the pension system and the implications of public sector
wage growth. She points out that although the country has implemented
reforms aimed at reducing expenditure growth in both areas, further efforts
are necessary to tackle in particular the problem of too high a share of
mandatory expenditure.
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The last contribution, written by Ga«bor P. Kiss (Framework of Fiscal
Analysis Employed at Magyar Nemzeti Bank), is a separate analysis that is not
comparable to the three country studies published in this volume, as it aims
at presenting an overview of the framework of Magyar Nemzeti Bank�s fiscal
analysis.

Walpurga Ko‹hler-To‹glhofer

Workshop Editorial

Focus on Transition 1/2003 41�



1 Introduction
Since the early 1990s, the development of Economic and Monetary Union
(EMU) has deeply influenced the European fiscal policy debate. Fiscal rules
were deemed necessary to reconcile a single currency with multiple independ-
ent fiscal policies.

In 1992, the Treaty of Maastricht set the fiscal criteria to be met for joining
EMU. In 1997, the Stability and Growth Pact (SGP) introduced permanent fis-
cal rules for countries participating in EMU. They were expected to make fiscal
discipline consistent with stabilization policies.

The rules were successful in securing a reduction in deficits in the run-up to
EMU up to 1997. However, in the late 1990s tax cuts gained prominence in
policymaking in several countries, and the consolidation process slowed down.
In 2002, widespread problems appeared in sticking to the targets.

The SGP is now criticized as being inflexible, discouraging investment, dis-
regarding the aggregate fiscal stance and working asymmetrically over the cycle.
However, not all these criticisms are warranted. Given the multinational con-
text, no alternative solution clearly dominates present rules. The debate risks
diverting attention from other, probably more important, fiscal issues, such
as the role and size of the public sector and the long-term fiscal challenges stem-
ming from demographic changes.

This paper examines the current fiscal policy debate in the EU and points to
differences to and similarities with the United States. Section 2 briefly outlines
the structure and rationale of EMU fiscal rules. Section 3 describes budgetary
trends in the EU since the early 1990s. Section 4 summarizes the main criti-
cisms of EMU fiscal rules. Section 5 discusses fiscal stabilization, fiscal coordi-
nation and public investment in the European context. Section 6 considers tax
reforms and long-term fiscal prospects. Section 7 concludes.

2 EMU Fiscal Rules
Sound fiscal policies are a precondition for monetary and financial stability. High
deficits and rising public debt ratios usually lead to high inflation. In a monetary
union stability is a public good. It results from prudent budgetary policies
enacted by all member states. However, each country has an incentive to free
ride by undertaking undisciplined policies while benefiting from the others�
proper behavior. This incentive is reinforced by the fact that governments indi-
vidually face a less steep interest rate schedule in a monetary union than under
flexible exchange rates.

Generalized free-riding would rapidly undermine a monetary union. Free-
riding by some member states may undermine the credibility of the central
bank�s commitment to monetary stability. Fiscal misbehavior may induce pres-
sure by high debt countries for both ex ante bail-out (refraining from raising
interest rates under inflationary tensions) and ex post bail-out (debt relief
through unanticipated inflation).

These considerations particularly apply to EMU, which already includes
12 countries and might gradually extend to the 25 prospective members of

1 Banca d�Italia, Research Department. The views expressed in this paper are those of the authors and should not be attributed
to the institution they are affiliated with.
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the EU. When monetary union was devised, the need for rules counteracting
undisciplined fiscal behavior was widely recognized.1) Several of the founding
members of the monetary union had a bad fiscal record. Moreover, monetary
union was to be started over a relatively short period of time and there was
a need to rapidly build up the credibility of its commitment to stability.

The Treaty of Maastricht was signed at a time when public finances in a
number of EU countries showed large imbalances. Between 1989 and 1993
public deficits in the European Union as a whole increased by 3.8 percentage
points to 6.0% of GDP. Over the same period the primary balance swung from
a surplus of 2.4% of GDP to a deficit of 0.8%. Debt-to-GDP ratios were also
on an upward path in most countries; for the EU as a whole the debt ratio
rose from 54% in 1989 to 72% in 1996. The design of EMU fiscal rules was
therefore driven by the need to quickly spur national policies towards fiscal
soundness.

In this context, there was wide consensus on the use of simple numerical
rules for the selection of countries to be admitted to monetary union (Buti
and Sapir, 1998; Stark, 2001). Procedural rules, institutional reforms and
market-based mechanisms were considered too slow and less transparent.
The benefits of lower deficits were evident. Fiscal discipline was recognized
as a precondition for lower interest rates and as a condition to allow the use
of fiscal policy for stabilization purposes. Even arbitrary targets were deemed
desirable, as they forced countries to undertake adjustments.

EMU fiscal rules were developed gradually. The Treaty of Maastricht set
numerical limits for the deficit and debt to be met by countries wanting to join
EMU. The Treaty indicated that: (1) general government deficits must not
exceed 3% of GDP, except under exceptional circumstances, for a limited
period and by a limited amount; (2) general government debt must not exceed
60% of GDP or, if above this limit, must be decreasing sufficiently and
approaching the threshold at a satisfactory pace. The rules for admission became
the rules for the steady state. This decision also depended on the open nature of
EMU: other countries could join in the future.

In 1997, the SGP complemented these criteria with a view to permanently
restraining deficit and debt levels while allowing room for fiscal stabilization.2)
Countries were required to achieve a budgetary position close to balance or in
surplus and to maintain it over the medium term.3)

The SGP also strengthened the monitoring procedures complementing the
quantitative rules. EMU countries are required to submit stability programs
indicating their medium-term budgetary targets. Data are based on a common
statistical framework, and protocols to verify accounting practices are defined.4)
Violations of either the deficit or the debt rule determine an �excessive deficit,�

1 See Committee for the Study of Economic and Monetary Union (1989), European Commission (1990) and Emerson and
Huhne (1991).

2 See Artis and Winkler (1997), Buti and Sapir (1998), Eichengreen and Wyplosz (1998), Buti, Franco and Ongena (1998),
Brunila, Buti and Franco (2001) and references therein.

3 The SGP also specified that recessions implying a reduction of real GDP by more than 2% are considered exceptional (milder
recessions with real GDP decreasing by at least 0.75% may also be considered exceptional if abrupt and prolonged).

4 Even if EMU fiscal indicators and the underlying statistical framework (the European System of Accounts, 1995 version) are
not flawless (Balassone, Franco and Zotteri, 2002), this represents a major advantage in a multinational context.
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which triggers a procedure intended to induce the adoption of corrective meas-
ures. Lacking corrections, financial sanctions can be imposed.

Further decisions were taken in the following years concerning the actual
implementation of the rules. According to European Council guidelines, com-
pliance with the SGP should be assessed by taking into account the cyclical
position of the economy.1) Even though not explicitly phrased in these terms,
EMU rules may therefore be interpreted as requiring that each Member State
chooses a budgetary target in cyclically adjusted terms and lets automatic
stabilizers or discretionary action operate symmetrically around it without
bringing the nominal deficit above the 3% limit. Time paths to bring nominal
budgets into balance were also agreed upon.

EMU rules reflect the interaction between the multinational nature of EMU
and the lack of a political authority of federal rank. While the debate on budget-
ary rules at the national and subnational level has been quite long (Balassone and
Franco, 2001), with EMU for the first time the need for fiscal rules arises in a
multinational context. This novel feature has guided the choice between alter-
native solutions.

All in all, the approach taken by the EU can be characterized as stricter than
the solutions adopted in some federally structured countries (Balassone and
Franco, 1999): (1) ex post compliance with the deficit ceiling is required each
year; overshoots must be rapidly dealt with; (2) no special provision is made for
investment expenditure; (3) margins of flexibility are allowed only in connec-
tion with predefined exceptional cyclical conditions or, in any case, with events
beyond governments� control; (4) in the event of persistent deficits, preestab-
lished pecuniary sanctions are envisaged; (5) monitoring procedures and recom-
mendations to national governments are intended to increase peer pressure.

3 Have They Worked?
Over the 1990s, EMU fiscal rules were quite successful in inducing all EU coun-
tries to improve their budget balances in the run-up to the decision concerning
the countries that would immediately participate in monetary union. Between
1993 and 1997, the EU-wide deficit-to-GDP ratio fell by 3.5 percentage points
to 2.5%, the first time in the 1990s it had been below the 3% limit laid down by
the Maastricht Treaty (chart 1). The debt-to-GDP ratio also reversed its rising
trend (chart 2). The euro area deficit declined further to 1% in 2000. However,
in recent years the issue of tax reform has gained prominence and tax cuts were
introduced in several countries. Together with the slowdown of the economy in
2002, these cuts reversed the deficit reduction process.

Over the period 1993 to 2000, the improvement in the budget balance in
the EU came from a sizeable reduction in primary expenditure (5.2 percentage
points) and an increase in current receipts (0.4 percentage point). Over the
same period the U.S.A. also undertook a fiscal adjustment. In this case, the
improvement in the budget balance was also obtained mainly by a reduction
in primary expenditure (3.1 percentage points), but current receipts increased
more substantially than in Europe (2.4 percentage points) (chart 3).

1 See the Opinion of the Monetary Committee on 26 September 1998 endorsed by the Council on October 12. It confirms that
�the time frame for interpreting the medium term is the length of the business cycle.�
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The decision concerning the countries admitted to monetary union from the
start was taken in spring 1998. In January 1999, the exchange rates of 11 coun-
tries were irreversibly locked. Greece joined in 2001. In January 2002, euro
coins and banknotes replaced old national currencies.

In 1998, the EU governments agreed to reach budgetary positions close
to balance or in surplus by the year 2002. In the event of a downturn, a quick
transition to these positions would have allowed EU countries to carry out
stabilization policies without the risk of breaching the 3% limit.

However, once monetary union was started, other targets became more
relevant for policymakers, such as reductions in the tax burden and, in general,
a more expansionary fiscal stance. Sizeable tax cuts were introduced in several
countries. In a situation of relatively sustained growth, France, Germany, Italy
and Portugal failed to seize the opportunity to reduce their fiscal imbalances
(European Commission, 2002a).

Between 2000 and 2002 the consolidation process went into reverse. In
2002, the euro area deficit increased to 2.2% of GDP. The above-mentioned
four countries recorded budget deficits which were clearly inconsistent with
the close-to-balance clause of the SGP (table 1). In 2001, the Portuguese deficit
largely exceeded 3% of GDP, the �hard ceiling� for the deficit under the SGP. In
2002, both Germany and France exceeded the 3% limit.

Moreover, one-off measures have been extensively used to meet budgetary
targets. New accounting and financial operations have also been used, which,
even if formally consistent with EMU rules, do not improve the underlying pub-
lic finance conditions.

4 Critical Issues
The SGP has been the subject of heated controversy ever since its inception
(Canzoneri and Diba, 2001). It was noted that rules may have costs in terms
of stabilization policies and may hamper the achievement of allocative and
distributive objectives. Moreover, excessively stringent rules may be counter-
productive. It was also noted that the multiplicity of fiscal authorities does
not provide strong argument in favor of permanent constraints on the deficit,
as it may actually alleviate the pressure on the central bank.

In 2002, the intensity of the debate grew under the influence of negative
public finance developments in a number of countries. The effectiveness and
wisdom of the SGP have been questioned.

There are three main arguments against the SGP:
1. There is no need for fiscal rules. Rules lead to suboptimal solutions. It

would be better to rely on discretionary ad hoc decisions (De Grauwe,
2002).

2. The SGP may be fine in principle, but in the current context it is an obstacle
to adequate stabilization policies.

3. Rules are necessary, but the EU could have more intelligent rules than the
SGP.
The idea underlying the first argument is that financial market mechanisms

would constrain fiscal misbehavior. High deficits would increase interest rates.
This would put pressure on governments to reduce imbalances. However, this
process may work if markets have sufficient information, if the reaction of
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markets is timely and if governments respond quickly to market signals. In some
federal countries these mechanisms seem to work, but they are often comple-
mented by fiscal rules. Moreover, the effectiveness of market-induced discipline
in the European context may be questioned, given the bad fiscal record of several
EU countries. Risks would probably increase with the enlargement of EMU.

The second argument reflects the current context, in which four countries
are constrained by the 3% deficit limit. These countries may be forced to adopt
procyclical policies or, at least, not to implement discretionary anticyclical pol-
icies. Alternatively, widespread neglect of rules (i.e. significant and repeated
breaches of the 3% limit) would de facto lead to repealing them. To reduce
the risk of such an outcome, in October 2002, European governments agreed
to spread over the coming years the adjustment still needed to get to a budget-
ary position close to balance. The cyclically adjusted deficit of the four countries
should be reduced by no less than 0.5% of GDP each year until a balanced
budget is achieved. On the one hand, this may still call for some fiscal tightening
also in an unfavorable cyclical context. On the other hand, restricting the
adjustments only to favorable years would risk delaying the adjustment indefi-
nitely. Procyclical policies during the transition phase are a price worth paying if
the present rule-based framework leads to a steady state which is considered
valuable.

This takes us to the third argument, i.e. the design of the EMU rules. Are
there rules clearly superior to the SGP? The criticisms of the SGP design can be
classified under five main headings (Buti, Eijffinger and Franco, 2003):
1. The SGP reduces budgetary flexibility. The 3% of GDP reference value can be

breached only in exceptional circumstances and for a limited period. Coun-
tries may be forced to adopt procyclical policies or at least not to implement
discretionary anticyclical policies.

2. The SGP disregards the aggregate fiscal stance. The aggregation of national fis-
cal policies may not result in an optimal fiscal stance for the euro area. In
turn, the aggregate fiscal stance may not be suitable to ensure an adequate
policy mix. An inappropriate stance may also occur without formally violat-
ing the rules of the SGP.1) Conversely, the rule-based coordination envisaged
by the SGP may not be adequate to respond to large common shocks that
would require a coordinated response.

3. The SGP treats countries in different fiscal conditions equally. The SGP imposes
the same limit on the yearly deficit on all countries, irrespective of differ-
ences in medium and long-term budgetary prospects and debt levels. This
may imply that the SGP is too demanding for countries in sound fiscal posi-
tions. It also implies that the public debt of low-debt countries will quickly
decline below the level that might be considered appropriate for reasons
such as the management of monetary policy or the provision of risk-free
assets to pension funds. The SGP may also prevent countries from imple-
menting policies — such as pension and tax reforms — which improve sustain-
ability over the medium and long term or achieve allocative objectives at the
price of a short-term deficit worsening.

1 For instance, a shift from surplus to balance in several countries at the same time may lead to an overexpansionary fiscal
stance while remaining within the boundary of the SGP.
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4. The SGP discourages public investment. The requirement to run a balanced
budget over the cycle implies that capital expenditure has to be funded from
current revenues. Hence, it is no longer possible to spread the cost of an
investment project over all the generations of taxpayers who benefit from
it. This may imply a disincentive to undertake projects, producing deferred
benefits and entailing a significant gap between current revenues and current
expenditures. The disincentive is stronger during consolidation periods
(Oxley and Martin, 1991; De Haan et al., 1996; Balassone and Franco,
2000b).

5. The SGP works asymmetrically. There is nothing in the SGP to prevent coun-
tries from undertaking procyclical expenditure increases and tax reductions
during periods of strong growth (Bean, 1998; Buti and Martinot, 2000;
Korkman, 2001). While headline budget figures may not deteriorate, the
underlying budgetary position will, thereby leaving the countries exposed
in the event of a slowdown in economic activity. As pointed out in
section 3, evidence of a procyclical bias still affecting budgetary policies
in euro area countries is provided by fiscal behaviors in the year 2000.

5 Stabilization, Coordination, Investment
The criticisms concerning the lack of flexibility and the disregard for the aggre-
gate fiscal stance suggest that the SGP is an unsuitable tool for managing the
European economy. The criticism concerning public investment suggests that
the SGP focuses too much on stability and may prevent countries from imple-
menting growth-enhancing policies. This section considers these criticisms in
turn and concisely examines alternative solutions.

5.1 Fiscal Stabilization
According to the theory of fiscal federalism, stabilization policies should be run
by central governments: if run locally, they would lose effectiveness due to
spillovers (Musgrave and Musgrave, 1984). However, EMU has no federal
government and the size of the EU budget does not allow effective stabilization
policies.1) While U.S. federal government expenditure, which amounts to
nearly one-fifth of GDP, represent more than half of total government outlays,
EU expenditure, at 1% of GDP, accounts for about 2.5% of total public spend-
ing (table 2). Therefore, in EMU the responsibility for fiscal stabilization falls
on national budgets.

The debate on EMU fiscal rules has clearly recognized that national budget-
ary policies have to perform a shock-absorption function at the national level
and to allow the establishment of an optimal budgetary stance at the euro area
level (Lindh and Ohlsson, 2002; Buti and Sapir, 1998). In order to meet the
first objective, a degree of flexibility has to be left to national budgets. Greater
margins may be needed than in a situation in which monetary policy is still a
national responsibility. Meeting the second objective raises the issue of budget-
ary policy coordination.

1 See Goodhart and Smith (1993) and Majocchi and Rey (1993). The possibility of giving the EU a larger federal budget
for stabilization purposes was discussed in the McDougall Report (European Commission, 1977). See also Italianer and
Vanheukelen (1993).
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The SGP has been designed with the goal of ensuring that national policies
keep a sound fiscal stance while allowing sufficient margins for budgetary flex-
ibility in recessions. Once the steady state of a budgetary position close to
balance or in surplus is reached, the margins around this target should provide
sufficient leeway for both the automatic stabilizers to operate fully and for some
discretionary action to be undertaken. Thus, contrary to strict balanced-budget
rules such as those enforced in several U.S. states, the SGP allows the automatic
stabilizers to operate and in this way to contribute to the stabilization of cyclical
fluctuations in economic activity.

Furthermore, it can be argued that by achieving sound budgetary positions,
the constraints set by high public finance imbalances to national stabilization pol-
icies would be removed. In past decades, high-debt countries frequently had no
room for their automatic stabilizers to operate (European Commission, 2001).

Several studies have noted that for most EU countries, achieving close-to-bal-
ance budgets would allow them to fend off the risk of breaching the 3% threshold
without resorting to procyclical policies in bad times.1) The 3% limit would be
breached only in the case of very large recessions and adverse shocks. However,
as mentioned in section 2, the SGP foresees exceptions for these circumstances.

Obviously, this framework works only if, in favorable cyclical conditions,
the budget is balanced or in surplus. The asymmetric structure of incentives
is quite problematic in this regard. It has been widely recognized that, ideally,
the SGP should be complemented by fiscal policy guidelines encouraging EMU
members to avoid fiscal laxity in periods of upswing and buoyant activity (Bean,
1998; Korkman, 2001).

Recent budgetary trends are quite telling in this regard. The eight EU coun-
tries which rapidly reached a balanced budget or surplus position are now able
to allow the stabilizers to operate fully. The four countries which did not are
now constrained by the 3% limit.2)

The fact that the U.S.A. reacted with a sizeable fiscal expansion to the cur-
rent slowdown while the major EU economies did not has been often used to
argue that the SGP is too rigid. However, the fiscal expansion implemented by
the U.S.A. would have been largely in line with the SGP: before the expansion,
the budget balance was in surplus (over 1% of GDP). Subsequent expansionary
measures have brought the U.S. deficit above 3% of GDP. However, while there
was consensus over the initial fiscal loosening, the following further easing of
the fiscal stance has been met with some criticism.

5.2 Fiscal Coordination
The SGP does not envisage explicit coordination between governments. It was
considered that behaving according to its principles — i.e. bringing the cyclically
adjusted budget close to balance and letting automatic stabilizers work freely in

1 See Buti, Franco and Ongena (1997) and Dalsgaard and de Serres (2001). Based on budgetary elasticity with respect to the
cycle and on past cyclical outcomes, the European Commission estimated for each country the safety margin required to avoid
breaching the 3% threshold while allowing full operation of automatic stabilizers; according to those estimates, for the main EU
economies cyclically adjusted deficits in the 1% to 1.5% of GDP range would be adequate (European Commission, 2000).

2 The European Central Bank (2002), while defending the usefulness and necessity of current rules for EMU, points out that
the four countries currently constrained by the 3% limit find themselves in such a position also because they failed to imple-
ment the needed adjustment in previous years when macroeconomic conditions were more favorable.
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line with tax-smoothing theory — would help achieve an optimal fiscal stance
both at the euro area and at the national level and hence be an effective form
of policy coordination.

It was also considered that supranational coordination of national fiscal pol-
icies is rather difficult to implement. For such a solution to work, the cyclical
behavior of the economies and the nature of shocks must be similar, the effects
of fiscal policy actions must be relatively similar and predictable, different coun-
tries must share the same policy view (in terms of the instruments and objec-
tives), and policy commitments must be enforceable in different countries.1) It
is clear that some of these requirements are currently not met in the euro area
and that they will not be met in the foreseeable future. Hence, it is likely that
active fiscal coordination will be the exception rather than the rule.

Moreover, if the norm for budgetary behavior in EMU is that of relying on
automatic stabilizers, the likelihood that the aggregation of the national fiscal
stances gives rise to an inappropriate stance at the aggregate level is probably
negligible.

In this context, some form of coordination may be required if, under excep-
tional circumstances, discretionary action is needed on top of automatic stabi-
lization. In the absence of coordination, each member country might refrain
from taking the initiative, hoping to freeride on other countries� policies.

Another problematic issue is that of large asymmetric shocks. The possibility
of introducing a mechanism of fiscal transfers managed at the Community level
to help countries deal with the consequences of these shocks has been repeat-
edly discussed (Wyplosz, 1991; Majocchi and Rey, 1993). Korkman (2001)
notes that such a scheme would risk giving wrong incentives to economic agents
and policymakers and could therefore be counterproductive.2)

5.3 EMU Rules and Public Investment
In order to avoid the risk that EMU rules reduce the public sector contribution
to growth, the adoption of a golden rule has been suggested. The rule would
exclude investment spending from the computation of the deficit relevant to
EMU fiscal rules. It has also been argued that, in the current context, this would
allow Member States to loosen their fiscal stance, with benefits in terms of
short-run stabilization.

Short-run and long-run issues should be dealt with separately. Concerning
the former, the main issue is whether investment expenditure is the best
budgetary item from the point of view of stabilization. In this respect, the lags
between the decision to undertake a project and the actual start-up of the work
and of the related payments would seem to suggest a negative answer.

As to long-run issues, before calling for the exemption of investment outlays
from budgetary discipline, one should check: (1) whether the SGP affects
investment, (2) whether this effect indeed entails a reduction in the public sec-

1 Moreover, forecasts and the assessment of the current situations must be sufficiently accurate and the effectiveness of coor-
dinated policy actions must be much larger than uncoordinated actions. See Vire«n (2001).

2 The issue of coordination of fiscal and monetary policies has also been extensively discussed. It has frequently been noted that
ex ante coordination would face information, incentive and enforcement problems and blur the responsibilities of the different
institutions (Issing, 2002).
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tor contribution to growth, (3) and whether the golden rule would be consistent
with the objectives underlying present European fiscal rules.

Concerning the first point, a balanced budget reduces the possibility of
spreading investment costs over the generations benefiting from them.This can
affect the investment level. Actually, the reduction in deficit levels recorded
in EU countries in recent years largely benefited from cuts in investment spend-
ing. In relative terms, these cuts have often been higher than the corresponding
cuts in other items. This tendency came to a halt after 1997. No such pattern
can be detected for the U.S. fiscal adjustment, which occurred over a period of
sustained GDP growth (table 3).

As to point (2), there are some reasons not to worry too much about a
reduction in investment as measured in the general government accounts. First,
most infrastructure expenditure is not under the responsibility of the general
government, so that a fall in general government investment does not necessa-
rily entail a reduction in outlays related to major infrastructure networks (roads,
railroads, energy, water, telecommunications). Second, there are other bud-
getary items, such as those related to human capital formation, which may
have a stronger impact on growth.1) Third, the evidence on the role of public
investment is not unambiguous (Holtz-Eakin, 1994; Garcia-Mila‘ et al., 1996;
Kelejian and Robinson, 1997).

Coming to the third point, the golden rule would increase opportunistic
behavior and monitoring problems since national governments would have
strong incentives to include as many expenditure items as possible in the capital
account.

It should also be pointed out that a consistent application of the golden rule
would require the exclusion from the deficit of net investment expenditure,2)
which is in the range of 1% of GDP in the major EU economies.3) So for these
countries, a well-defined golden rule would not imply a budget very far from
balance.

For these reasons, in order to ensure an adequate level of investment in pub-
lic infrastructures, it is perhaps better to look for other solutions than the golden
rule. First, during the transition to lower deficit levels, one may consider the
introduction, at the national level, of safeguard clauses to avoid that fiscal con-
solidation efforts translate into investment cuts. Second, in order to ensure a
larger flow of resources for public investment, private capital could be involved
in funding projects of public interest. Third, more attention should be paid to
the selection of projects so as to obtain a stronger impact for a given level of
outlays.

1 Excluding from the deficit all items believed to contribute to human and physical capital accumulation would not be feasible.
Estimates by Modigliani and Padoa Schioppa Kostoris (1998) clearly show how large the deficit could become.

2 This would require the use of amortization estimates, which would introduce a certain degree of arbitrariness in the evalua-
tion of the deficit.

3 For Germany see Wendorff (2001). It should be considered that catching-up countries, which need higher investment levels,
benefit from intra-EU transfers, which fund part of infrastructure development.
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5.4 Are there Alternative Solutions?
Several proposals have been put forward in recent years to replace the SGP.
They include institutional reforms, such as attributing the management of sta-
bilization policies to an independent Fiscal Policy Committee (Wyplosz, 2002),
the creation of a market for deficit permits (Casella, 2001), the specification of
different deficit rules for low-debt countries (as in the Debt Sustainability Pact
suggested by Pisani-Ferry, 2002), and the introduction of a Permanent Balance
rule (Buiter and Grafe, 2002).

While each proposal tackles some of the problems highlighted in the debate,
none solves all of them. In some cases, while solving one problem, the sug-
gested reforms may aggravate other problems (Buti, Eijffinger and Franco,
2002). Some proposals present the same element of inflexibility of the current
regime (golden rule); others require estimates which may turn out problematic
in a multinational context (debt sustainability pact, permanent balance rule);
others again require a decisive leap forward in the integration of fiscal policy
(procedural reforms).

Some of the suggested reforms (the procedural reforms, the introduction of
an independent Fiscal Policy Committee, the definition of a budgetary target for
the euro area) would allow tackling the transition problem by removing the 3%
limit. But, without a preliminary period in which their effectiveness is tested,
this would represent a leap in the dark. Also, from a political perspective,
attempting to rewrite the rules from scratch may lead to a vacuum in which
the current rules are suspended while none of the alternative options is sup-
ported by a sufficiently large political constituency.

6 Tax Reforms and Long-Term Fiscal Prospects
The debate on the SGP risks diverting attention from other structural fiscal
issues, such as those concerning the role and size of the public sector and the
long-term fiscal challenges stemming from demographic changes.

6.1 Tax reforms
Over the 1990s the major European economies were characterized by relatively
low growth rates and high levels of unemployment both by historical standards
and as compared with the U.S.A. (Jacquemin and Pench, 1997) (table 4). One
of the proposed explanations refers to the size of the public sector, which in
Europe is much larger than in the U.S.A. Inter alia, the tax-induced distortions
of labor supply appear to be higher in the EU than in the U.S.A. The empirical
evidence on the efficiency and growth effects of taxes is somewhat ambiguous.
However, high tax rates and the incentives provided by pension and welfare
schemes, coupled with labor market rigidities, can reasonably be expected to
limit employment and the ability to innovate (Greenspan, 2000). Estimates
by the European Commission (2001) suggest that a tax cut accompanied by a
reduction in government consumption may have a positive impact in the long
run.

In 1999, the tax burden in the euro area was 43% of GDP, some 14 points
higher than in the U.S.A. This reflects the different expenditure levels. A fur-
ther difference between the euro area and the U.S.A. lies in the structure of
revenues: the high share of social security contributions in the former contrasts
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with direct taxes being the most important component of tax revenues in the
U.S.A. In the euro area the effective tax rate on labor amounts to 40% of
the wage bill. In the U.S.A. the effective tax rate on labor is 24% of the wage
bill, and nonwage labor costs account for only 12% of the gross wage. Accord-
ing to estimates by OECD (1999), the marginal implicit tax rate individuals face
when moving from unemployment (and in receipts of benefits) to employment
is significantly higher in Europe than in the U.S.A.

During the past three decades the overall tax burden rose by about 11 points
of GDP in the euro area and 2.5 points in the U.S.A. Labor taxation accounted
for almost 70% of the overall tax increase in Europe. The substantial increase in
the tax rates on labor income was probably related to the growing integration of
European economies: governments have been taxing the less mobile productive
factors more strongly. Taxation on capital grew much less than taxation on labor
and remained about constant in recent years (Martinez-Mongay, 2000). Indeed,
capital tax rates have become increasingly similar across the EU over the last
30 years.

The growing integration of European economies is now creating pressure
for reforms aimed at reducing the tax burden. There is growing concern about
the effects of taxation and regulation on the competitiveness of these econo-
mies. It is argued that high marginal effective tax rates distort incentives and
hamper the functioning of the labor market. They may have a nonnegligible role
in the scale and persistence of European unemployment.

As stated in section 3, the issue of tax reforms gained prominence after the
start-up of EMU. From 1999, tax cuts were introduced in several countries.
The reforms vary in coverage and depth, but most of them provide for reducing
the tax burden on labor, especially at the lower end of the wage scale, and for
enhancing incentives for venture and risk capital (European Commission,
2000). The ensuing reduction of the tax burden was not compensated by spend-
ing cuts. While the reforms did not substantially change the overall tax burden
differential between the euro area and the U.S.A., they affected the budget
balances in several European countries.

This episode seems to confirm that, after the run-up to EMU, European fis-
cal rules have been lacking the incentives necessary to ensure fiscal discipline.
Member States seem to be likely to undertake procyclical discretionary policies
in favorable macroeconomic circumstances.

However, tax cuts are not constrained by EMU fiscal rules per se (Balassone,
Franco and Staderini, 2003). Rising deficits and debts would anyway be an
obstacle to any reform process involving revenue losses uncompensated by
expenditure restraint. EMU fiscal rules did not alter the basic medium-term
issue (tax cuts are sustainable only if expenditure is reduced), but made the con-
straint immediately binding for countries with deficits close to or above the 3%
limit. EMU fiscal rules make even more explicit that tax cuts have to be
matched with structural reforms on expenditure programs. Quite apart from
EMU fiscal rules, there are economic arguments suggesting that it may be wise,
in the short run, to compensate tax cuts by expenditure reductions. �The evi-
dence of labour supply responses to tax cuts is that [. . .] if they are to occur,
it is likely to be in the long run when economic actors can adjust to the new
situation. In the short run it is usually argued that tax cuts will simply stimulate
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aggregate demand and, with aggregate supply largely unaffected, will be infla-
tionary� (Cullis and Jones, 1992, p. 284).

While the structure of taxation can be improved in order to reduce distor-
tions,1) the tax burden in European countries will basically depend on the struc-
ture and size of their welfare states. Several factors lie behind the limited prog-
ress so far achieved in expenditure reduction. First, social protection systems
have been relatively effective in limiting poverty and inequality. Second, surveys
show widespread support by public opinion for the essential features of the
European welfare states: universal rights to basic health and educational serv-
ices, support for poor, sick, unemployed and disabled citizens, and an adequate
level of intergenerational redistribution guaranteed by a public pension system.
It is widely felt that reforms should not impair these achievements and fun-
damental features. Finally, there is no simple relation between the size of the
welfare state and economic performance.

However, economic integration, demographic trends and family changes are
putting an increasing pressure on the sustainability of welfare schemes. For
instance, the creation of an integrated European market increases revenue losses
due to the movement of tax bases towards countries with lower tax rates. A
situation of fiscal degradation could be made worse by fiscal competition among
countries and regions, which may reduce tax rates in order to attract productive
factors. These trends would primarily affect capital income taxation and corpo-
rate taxation, but labor and consumption taxes may also be influenced. While
no race to the bottom seems to be under way, there are pressures to limit the
size of the public sector and to reconsider its role.

6.2 Long-Term Fiscal Prospects
Europe is aging fast. In the coming 50 years, the old-age dependency ratio will
double from 24% in 2000 to 49% in 2050 (Economic Policy Committee,
2001). These changes are increasing the demand for transfers and services
directed to the elderly. Public pension schemes will bear much of this pressure
(chart 4).

According to projections of European institutions, spending on public pen-
sions will increase by between 3% and 5% of GDP in most Member States
between 2000 and 2050. Demographic changes are by far the main driving
force. On its own, the increase in the old-age dependency ratio will push up
public spending on pensions by over 6% of GDP in the coming decades for
the EU as a whole. However, almost one third of this increase is offset by a fall
in the average level of pensions, as measured by the benefit ratio. This is mainly
due to the reforms undertaken in the 1990s which curtailed pension entitle-
ments. In addition to public spending on pensions, spending on health care
and long-term care in most countries is projected to rise by some 2% to 3%
of GDP up to 2050 (table 5).

According to OECD (2002c), age-related public expenditure in the EU
would increase from 18.1% of GDP in 2000 to 23.5% in 2050. In the
U.S.A. it would increase from 11.2% to 16.7% (table 6). The change is about

1 The role of benefit taxation (user charges, etc.) is bound to increase, while that of ability-to-pay taxation is likely to be
restrained.
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the same, but EU spending would remain significantly higher than U.S spending.
While in the EU pensions would account for most expenditure growth, in the
U.S.A. health and long-term care would be by far the most relevant factor. In
both areas the ratio to GDP of family benefits and education outlays would
decline.

These trends would imply a substantial increase in the resources devoted
to social protection systems. Further increases in tax rates would affect labor
supply, employment and the long-term performance of European economies.
They would also conflict with pressures towards lower tax rates stemming from
economic integration.

There is a widespread consensus among experts that population aging
requires further changes in European pension, health and welfare policies. In
the case of pensions, there is a need to raise the retirement age and to increase
the role of supplementary pension funds. The average effective retirement age
for men in the EU is about 61.5 as against 65 in the U.S.A. The employment
rate of male workers at age 55 to 64 is about 51% in the EU and 66% in the
U.S.A. (Scherer, 2002).

Reforms are not only necessary to avoid unsustainable spending growth in
the long term. They are also important for balancing budgets in the current
decade. This result would allow EU countries to meet the worsening of the
demographic situation after the year 2010 with smaller public debts and lower
interest burdens. By carrying out the consolidation process over the demo-
graphic �breathing space,� governments would be able to meet on a sounder fis-
cal position the aging of the baby-boom generation (Franco and Munzi, 1997).

Nevertheless, the long process of debt reduction determined by EMU fiscal
rules and the attainment of budget flexibility and soundness brings significant
costs in terms of primary surpluses to current generations. Moreover, as
pointed out in the previous section, it could determine a reduction in capital
outlays. The problem may be more serious for countries and regions with a
lower stock of public capital (Cronin and McCoy, 2000).

The process of debt reduction should not divert attention from structural
reforms; the two should rather be seen as complements (Brunila, 2000; Hautala
and Tuukkanen, 2000). There is a need to adjust European social policies to new
demographic, economic and social conditions while safeguarding their essential
achievements (Buti, Franco and Pench, 1999). Traditional solidarity and social
protection objectives need to be better reconciled with the dictates of economic
efficiency and the long-term viability of welfare systems.

7 Conclusions
The virtues of a balanced budget have been at the core of the long-lasting debate
on budgetary rules. The need for exceptions with respect to cyclical factors,
investment projects and exceptional events has long been recognized.1)

The roots of EMU fiscal rules can be traced to this debate. Balancing the
budget over the cycle is a precept derived from the Keynesian approach. Pru-

1 This position is already summarized in the writings of Pigou (1929). For a review of the debate see Balassone and Franco
(2001).
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dence in fixing the average target to be achieved over the cycle (�close to
balance or in surplus�) has a classical flavor.

However, the concern over the issue of moral hazard in a multinational con-
text is clear in the design of the fiscal rules to be followed by the Member States.
The EMU architecture is characterized by the asymmetry between the mone-
tary regime with the single currency and a single monetary authority and the
fiscal policy framework, lacking an authority of federal rank. The stress on
moral hazard and the need for monitoring in a multinational context motivates
the rejection of the golden rule. Setting a predetermined upper bound for the
deficit can be seen as a simple pragmatic solution (Balassone and Franco,
2000a).

The SGP is criticized as being inflexible, discouraging investment, disre-
garding the aggregate fiscal stance and sustainability, and working asymmetri-
cally over the cycle. We have argued that not all these criticisms are warranted.

First, EMU fiscal rules are sufficiently flexible in the steady state, i.e. when
Member States have completed the process of fiscal consolidation. The difficul-
ties some European countries meet in connection with unfavorable cyclical cir-
cumstances do not stem from the presence of fiscal rules; rather, they are typical
of any consolidation process.

Second, the implementation of policies seen as growth-friendly is not ham-
pered by fiscal rules per se; rather, rules make explicit that expenditure control
is a precondition for revenue reductions.

Third, while the SGP does not provide incentives for limiting fiscal loosen-
ing in good times, the absence of rules would not represent an improvement in
this respect.

With the enlargement of the European Union, the tradeoff between the sim-
plicity of rules and their adaptability to different circumstances will be height-
ened. The heterogeneity of countries� economic conditions will increase, and
the issue of financing net capital accumulation in the public sector will become
more relevant. At the same time, the larger number of countries will increase
monitoring needs and affect the effectiveness of cooperative mechanisms and
peer pressure. In the end, enlargement will enhance the need for a rule-based
approach and will call for an effort to fully implement the fiscal framework
developed over recent years.

It would be unwise to base the design of permanent arrangements on needs
arising from transient circumstances. However, both the poor performance of
the European economies in the 1990s in terms of growth and employment,
which probably depends on structural factors, and the problems posed by the
enlargement of the EU remained marginal in the recent debate on the SGP.

The decision whether to retain, modify or even abolish the SGP should be
taken by primarily considering the implications of each alternative solution with
respect to the major fiscal challenges facing European countries, i.e. the role
and size of the public sector and the aging process.

In this respect, a tight budget constraint over the cycle stimulates the search
for an efficient allocation of resources and the implementation of structural
reforms. Some refinement may be introduced in order to differentiate the rules
applying to countries whose debt levels and medium- to long-term fiscal pros-
pects are different.
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The arithmetic of EMU fiscal rules may be somewhat arbitrary. The need for
the attainment of a sound fiscal position is not, especially not in view of the
demographic challenges ahead.
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Appendix

Table 1

General Government — Net Lending (+) or Net Borrowing (—)

2002 2002
nominal balance cyclically adjusted

% of GPD

France —3.1 —3.3
Germany —3.6 —3.3
Italy —2.3 —2.1
Portugal —2.7 —2.5
Euro area —2.2 —2.2
European Union —1.9 —1.8

Source: European Commission (2003).

Table 2

Government Expenditure

1985—1990
average

1991—1995
average

1996—2000
average

2001

% of GDP

U.S.A.
Federal government1)
Current receipts 18.1 18.1 19.9 19.9
(% of government receipts) 65.7 64.7 66.9 67.1
Current expenditures (net of grants-in-aid
to state and local goverments) 19.5 19.4 17.2 16.5
(% of government expenditure) 64.0 61.3 59.0 56.2
Gross investment 1.7 1.3 1.0 1.0
(% of government gross investment) 44.3 37.9 31.4 30.0

% of GNP
EU-15
EU budget
Appropriations for payments2) . . . . . . 1.1
(% primary expenditure) . . . . . . 2.6

Source: 1) Bureau of Economic Analysis (2002), 2) Eurostat (2002).

Table 3

Investment Expenditure

General government — gross fixed capital formation expenditures
ESA 95 classification

1992 1997 2000

% of GDP % of primary
expenditure

% of GDP % of primary
expenditure

% of GDP % of primary
expenditure

Germany 2.9 6.5 1.9 4.2 1.9 4.5
Spain 4.01) 9.91) 3.1 8.3 3.2 8.8
France 3.7 7.4 3.0 5.8 3.0 6.0
Italy 3.0 6.8 2.2 5.3 2.4 5.9
United Kingdom 2.3 5.4 1.2 3.2 1.1 3.2
Euro area 3.01)2) 6.71) 2.4 5.3 2.5 5.8
European Union 2.91)2) 6.51) 2.2 5.0 2.2 5.3
United States 2.6 8.2 2.6 8.9 2.7 9.5

Source: European Commision (2002b).
1) Former definition.
2) Excluding Luxembourg.
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Table 4

Comparison of U.S. and EU Data

U.S.A EU-15 Euro-12

million

Population
20001) 282 379 305

%

GDP growth rate
1985—1990 average2) 3.4 3.2 3.1
1991—2000 average2) 3.3 2.1 2.0

Unemployment rate
19912) 6.8 8.1 8.1
19952) 5.6 10.5 11.1
20002) 4.0 8.1 8.8

Labor force participation rate (persons aged 15 to 64)
1990 77.83) 67.43) . .
1995 77.93) 67.14) 65.14)
2000 78.23) 68.94) 68.94)

General government financial balances
Surplus (+), Deficit (—), net of UMTS proceeds
1985—1990 average2) — 4.3 — 4.1 — 4.6
1991—1995 average2) — 4.5 — 5.5 — 5.2
1996—2000 average2) — 0.1 — 2.0 — 2.3

Source: 1) European Commision (2002b), 2) OECD (2002a), 3) OECD (2002b), 4) Banca d�Italia (2002a).

Table 5

Pensions, Health and Long-Term Care Spending

Old-age pensions Health care and long-term care

level
2000

change
2000 peak

change
2000—2050

level
2000

change
2000 peak

change
2000—2050

% of GDP

France 12.1 4.0 3.8 6.9 2.6 2.5
Germany1) 11.8 5.0 5.0 5.7 2.0 2.0
Italy 14.2 1.7 —0.3 5.5 2.2 2.2
United States 4.4 1.8 1.8 2.6 4.4 4.4

Source: Dang. Antolin and Oxley (2001), Economic Policy Committee (2001).
1) Long-term care not included.

Table 6

Overall Age-Related Spending1)

Projections

2000 2050

% of GDP

Euro area 18.0 24.5
European Union 18.1 23.5
United States 11.2 16.7

Source: OECD (2002c).
1) Including pensions, health and long-term care, education, family allowances.
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1 Introduction
The decision taken by the European Council on December 10, 1991, at
Maastricht to form an Economic and Monetary Union (EMU) represented a
milestone in the long process of European integration. On January 1, 1999,
eleven Member States of the European Union (EU) adopted a single currency,
the euro, and entrusted monetary policy to a new institution, the European
Central Bank (ECB). The adoption of the euro means that there is a single
unified European monetary and exchange rate policy for the participating coun-
tries. At the same time the responsibility for most other areas of economic
policy has largely remained at the national level. Nevertheless, it was recognized
that monetary union also has repercussions on other policy areas. Most notably,
a new framework for fiscal policymaking was established in parallel with the
new monetary arrangements.

The relationship between fiscal policy and monetary union has been the sub-
ject of a long-standing debate. When proposals for a monetary union in Europe
were first discussed in the 1960s and 1970s there was a widely held view, most
prominently exposed in the McDougall report commissioned in 1977, that
monetary union would also require a significant centralization of fiscal policy
and, in particular, a sizeable Community budget.

By the time the second — and ultimately successful — attempt to achieve a
monetary union in Europe was launched in the late 1980s, the angle on the
implications for fiscal policy had shifted almost entirely. The Delors report, set-
ting out a blueprint for the road to monetary union in 1989, quite on the con-
trary, placed more emphasis on the need to discipline national fiscal policies and
to put constraints on government deficits and debts. Compared to the earlier
period, concerns over macroeconomic stabilization of income and demand took
the backstage. Instead, overriding importance was attached to the goal of price
stability for monetary policy and the need for sound public finances on the fiscal
side. These concerns were later reflected in the convergence criteria included in
the Maastricht Treaty and in the rules and regulations on fiscal policy contained
in the Stability and Growth Pact (the Pact) adopted by the Amsterdam summit
(European Council, 1997).

One explanation for this shift in emphasis can be found in the policy experi-
ences of the 1970s and 1980s. These called into question the earlier confidence in
the ability of monetary and fiscal policymakers to fine tunemacroeconomic devel-
opments. The shift in emphasis from concerns over short-term macroeconomic
stabilization to the need for institutional mechanisms to safeguard stability over
the medium to longer term also reflects developments in economic theory. At
the risk of oversimplifying, broadly speaking Keynesian economics has been asso-
ciatedwith a more optimistic view on the desirability and ability of �activist� mac-
roeconomic policy interventions to stabilize economic fluctuations and address
market failures. By contrast, new classical economics as well as public choice

1 This article is a condensed version of the chapter �Fiscal Policy in EMU� by Hedwig Ongena and Bernhard Winkler published
in: Mike Artis and Frederick Nixson (eds.), The Economics of the European Union,Oxford University Press, 3rd edition, 2001.
It is reprinted by permission of Oxford University Press. This article draws on previous work by the authors, in particular Artis
and Winkler (1998) and Buti, Franco and Ongena (1998). The views expressed in this chapter are those of the authors and
do not necessarily reflect those of the European Central Bank.

Hedwig Ongena
Bernhard Winkler
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or political economy approaches to economic policymaking have tended to
espouse a more pessimistic view, stressing the potential for government failure
and the virtue of �nonactivist� or rule-based policymaking.

Against this background, section 2 sets out in more detail the institutional
framework that has been adopted under the Maastricht Treaty and the Stability
and Growth Pact in order to promote sound public finances and policy coordi-
nation among Member States in the euro area. Section 3 looks at some of the
fiscal policy issues that have arisen since the beginning of monetary union. Sec-
tion 4 offers concluding remarks on how the Maastricht setup for fiscal policy
can be seen as reconciling the requirements for flexibility and credibility and
includes some thoughts on future challenges.

2 Institutional Framework
The requirement of achieving fiscal discipline to join the single currency and of
maintaining it as an EMU member is at the core of the Treaty on European
Union (the Treaty). Article 104 of the Treaty states that, in EMU, �Member
States shall avoid excessive government deficits� (see box 1 for extracts from
Article 104 of the Treaty on European Union). More specific requirements
are set out in Protocol No. 5 on the excessive deficit procedure annexed to
the Treaty.

Compliance with the Treaty�s fiscal discipline requirement is assessed, inter
alia, on the basis of the behavior of the general government budget deficit in
relation to the reference value of 3% of GDP and of the evolution of the gov-
ernment debt ratio with respect to the 60% of GDP threshold. The deficit cri-
terion is satisfied when the government deficit ratio remains below the 3% of
GDP threshold or has fallen substantially and continuously and comes close
to that level. All the eleven countries joining EMU on January 1, 1999, had
a deficit at or below the 3% reference value in 1997.

The Treaty allows the 3% ceiling to be exceeded without causing an exces-
sive deficit, but only under a highly restrictive set of conditions. The original
cause of the rise of the deficit above the 3% ceiling must be �exceptional�;
the deficit must, in any case, remain close to this threshold, and must return
promptly below it once the initial driving force is over. The range of events
not giving rise to an excessive deficit depends on the degree of restriction with
which these conditions are interpreted, but the Treaty does not provide any
further indications to guide this interpretation.

The government debt ratio has to remain below 60% of GDP or has to be on
a clearly downward path towards that level. Government debt is defined as
gross debt at nominal value outstanding at the end of the year and consolidated
between and within the sectors of general government. Data availability and
definitional problems as well as the fact that financial instability concerns are
usually linked to gross rather than net debt motivated this choice.

When a country is subject to a Council decision on the existence of an exces-
sive deficit, a procedure aimed at correcting this situation is initiated. This pro-
cedure includes several steps involving increasing pressure on the Member State
through recommendations and notice to take effective measures to reduce the
deficit. If such correction does not take place, the Maastricht Treaty foresees that
sanctions may be applied to EMU members. Amongst the sanctions cited in the

Fiscal Policy in EMU
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Treaty are non-interest-bearing deposits and fines. The Treaty, however, leaves a
certain discretion to the Council on the application and the content of these
sanctions and does not set time limits on the various steps of the procedure.

Gradually it became clear that the provisions of the Maastricht Treaty still
left some leeway for interpretation. Moreover, the fear existed that countries,
once admitted to monetary union, would be less inclined to maintain fiscal dis-
cipline thereafter. In November 1995, German Finance Minister Theo Waigel
put forward a proposal for a �Stability Pact for Europe.� Waigel�s pact presented
a number of proposals to nail down a strict interpretation of the provisions
regarding fiscal policy in the Treaty, but did not envisage a renegotiation of
the Maastricht criteria for participation in EMU.

Box 1

Extracts from the Maastricht Treaty

Article 104 (ex Article 104c) of the Treaty on European Union
1. Member States shall avoid excessive government deficits.
2. The Commission shall monitor the development of the budgetary situation and of the stock of

government debt in the Member States with a view to identifying gross errors. In particular it
shall examine compliance with budgetary discipline on the basis of the following two criteria:
(a) whether the ratio of the planned or actual government deficit to gross domestic product

exceeds a reference value, unless:
— either the ratio has declined substantially and continuously and reached a level that

comes close to the reference value;
— or, alternatively, the excess over the reference value is only exceptional and temporary

and the ratio remains close to the reference value;
(b) whether the ratio of government debt to gross domestic product exceeds a reference

value, unless the ratio is sufficiently diminishing and approaching the reference value
at a satisfactory pace.

The reference values are specified in the Protocol on the excessive deficit procedure annexed
to this Treaty.

3. If a Member State does not fulfil the requirements under one or both of these criteria, the
Commission shall prepare a report. The report of the Commission shall also take into account
whether the government deficit exceeds government investment expenditure and take into
account all other relevant factors, including the medium-term economic and budgetary posi-
tion of the Member State. [�]

6. The Council shall, acting by a qualified majority on a recommendation from the Commission,
and having considered any observations which the Member State concerned may wish to
make, decide after an overall assessment whether an excessive deficit exists.

11. [�] the Council may decide to apply or, as the case may be, intensify one or more of the
following measures:
— to require the Member State concerned to publish additional information, to be specified

by the Council, before issuing bonds and securities;
— to invite the European Investment Bank to reconsider its lending policy towards the

Member State concerned;
— to require the Member State concerned to make a non-interest-bearing deposit of an

appropriate size with the Community until the excessive deficit has, in the view of the
Council, been corrected;

— to impose fines of an appropriate size.
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The Stability and Growth Pact was adopted in Amsterdam in July 19971)
(see box 2 for extracts from the Stability and Growth Pact). It includes a Coun-
cil Regulation on strengthening the surveillance of budgetary positions — the
preventive arm of the Pact — and one on speeding up and clarifying the imple-
mentation of the excessive deficit procedure — the dissuasive arm. These two
legal texts were complemented by a European Council resolution on the
commitments by all the actors to move swiftly and allow the use of sanctions
in the event of budgetary misbehavior.

Under the Pact, EU countries are obliged to adhere to country-specific
�medium-term objectives of budgetary positions close to balance or in surplus,� so
as to allow them to respect the 3% ceiling even during economic downturns.
In the event of a harsh and persistent recession, the budgetary room for maneu-
ver between close to balance and a deficit of 3% of GDP may not be sufficient to
cushion the negative effects of the shock on economic activity. If the deficit
overshooting takes place in the presence of a severe economic downturn, an
�exceptionality clause� can be called in.

An excess over the 3% of GDP deficit limit is considered �exceptional� if
there is an annual fall of real GDP of at least 2%. An annual fall of GDP of less
than 2% could nevertheless be considered exceptional in the light of further
supporting evidence, such as the abruptness of the downturn or the accumu-
lated loss of output relative to past trends. In any event, in evaluating whether
the economic downturn is severe, the Member States will, as a rule, take an
annual fall in real GDP of at least 0.75% as a reference point. The excess of
the deficit over 3% of GDP will be considered temporary and thus allowed
by the Pact only insofar as the �exceptional� conditions mentioned above persist.
Therefore, the deficit has to move back below the 3% threshold in the year fol-
lowing that during which these �exceptional� circumstances occurred.

The Pact put in place an early-warning mechanism under which Member
States participating in the euro area have to submit stability programs, while
those not adopting the single currency have to present convergence programs.
The key feature of both types of program is the specification of the national
medium-term budgetary objectives. The Council will regularly examine both
sets of programs. It can issue a recommendation urging the Member State con-
cerned to take adjustment measures, should significant slippage from the targets
set in the programs be identified. The Pact applies to all EU countries, but it
does not impose sanctions on non-EMU members.

The Pact speeds up the excessive deficit procedure, which is set out in
Article 104 of the Treaty. In order to avoid the imposition of sanctions, the
Member State which has been put into excessive deficit needs to take imme-
diate action and completely correct the deficit in the year following the identi-
fication of the excessive deficit. Thus, in order to avoid sanctions, the Member

1 The Stability and Growth Pact consists of:
— Council Regulation (EC) no. 1466/97 of 7 July 1997 on the strengthening of the surveillance of budgetary positions and

the surveillance and co-ordination of economic policies, published in the Official Journal L209 of 2 August 1997, p. 1;
— Council Regulation (EC) no. 1467/97 of 7 July 1997 on speeding up and clarifying the implementation of the excessive

deficit procedure, published in the Official Journal L209 of 2 August 1997, p. 6;
— Resolution of the European Council on the Stability and Growth Pact of 17 June 1997, published in the Official Journal

C236 of 2 August 1997, p. 1.
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State concerned should bring back its deficit below the reference value within
two years of the occurrence of an excessive deficit and one year after its
identification, unless special circumstances are given. The Pact does not specify
what these special circumstances are, but it seems to be widely accepted that
this clause could be relied upon in the case of protracted or very severe reces-
sions.

Box 2

Extracts from the Stability and Growth Pact

Council Regulation (EC) no. 1466/97 of 7 July 1997 on the strengthening of the surveillance of
budgetary positions and the surveillance and co-ordination of economic policies

Article 3:
1. Each participating Member State shall submit to the Council and Commission information

necessary for the purpose of multilateral surveillance at regular intervals [�] in the form
of a stability programme, which provides an essential basis for price stability and for strong
sustainable growth conducive to employment creation.

2. A stability programme shall present the following information:
(a) the medium-term objective for the budgetary position of close to balance or in surplus

and the adjustment path towards this objective for the general government surplus/deficit
and the expected path of the general government debt ratio;

(b) the main assumptions about expected economic developments and important economic
variables which are relevant to the realisation of the stability programme such as govern-
ment investment expenditure, real gross domestic product (GDP) growth, employment
and inflation;

(c) a description of budgetary and other economic policy measures being taken and/or pro-
posed to achieve the objectives of the programme, and, in the case of the main budgetary
measures, an assessment of their quantitative effects on the budget;

(d) an analysis of how changes in the main economic assumptions would affect the budgetary
and debt position.

Article 5: [�]
1. Based on assessments by the Commission and the Committee set up by Article 109c of the

Treaty [i.e. the Economic and Financial Committee], the Council shall, within the framework of
multilateral surveillance [�], examine whether the medium-term budget objective in the
stability programme provides for a safety margin to ensure the avoidance of an excessive def-
icit, whether the economic assumptions on which the programme is based are realistic and
whether the measures being taken and/or proposed are sufficient to achieve the targeted
adjustment path towards the medium-term budgetary objective.

Article 6: [�]
2. In the event that the Council identifies significant divergence of the budgetary position from

the medium-term budgetary objective, or the adjustment path towards it, it shall, with a view
to giving early warning in order to prevent the occurrence of an excessive deficit, address [�],
a recommendation to the Member State concerned to take the necessary adjustment
measures.
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Council Regulation (EC) no. 1467/97 of 7 July 1997 on speeding up and clarifying the implemen-
tation of the excessive deficit procedure

Article 11:
Whenever the Council decides to apply sanctions to a participating Member State [�], a non-
interest-bearing deposit shall, as a rule, be required. [�]

Article 12:
1. When the excessive deficit results from non-compliance with the criterion relating to the gov-

ernment deficit ratio [�], the amount of the first deposit shall comprise a fixed component
equal to 0.2% of GDP, and a variable component equal to one tenth of the difference between
the deficit as a percentage of GDP in the preceding year and the reference value of 3% of
GDP.

2. Each following year, until the decision on the existence of an excessive deficit is abrogated, the
Council shall assess whether the participating Member State concerned has taken effective
action in response to the Council notice [�]. In this annual assessment the Council shall
decide, [�], to intensify the sanctions, unless the participating Member State concerned
has complied with the Council notice. If an additional deposit is decided, it shall be equal
to one tenth of the difference between the deficit as a percentage of GDP in the preceding
year and the reference value of 3% of GDP.

Any single deposit referred to in paragraphs 1 and 2 shall not exceed the upper limit of 0.5%
of GDP.

The Pact also specifies the sanctions that may be applied in the event of persis-
tent excessive deficits. The amount of the non-interest-bearing deposit in the
first year of application of the sanctions is composed of a fixed component equal
to 0.2% of GDP and a variable component equal to one tenth of the difference
between the deficit and the 3% reference value. A ceiling of 0.5% of GDP is set.
The fixed component aims at providing an incentive not to incur an excessive
deficit, while the variable component represents an incentive to limit the excess
over the 3% threshold. In each subsequent year, until the excessive deficit deci-
sion is abrogated, only the variable component will be applied. As a rule, a
deposit is to be converted into a fine after two years if the excessive deficit
persists. If no action is taken to correct the excessive deficit, sanctions can
be imposed within the calendar year in which the decision on the existence
of the excessive deficit is taken.

However, the Pact did not clarify all the uncertainties surrounding the
implementation of the excessive deficit procedure. It did not specify when def-
icits are �close to the reference value� of 3% of GDP. The Pact only provides more
specifications on the interpretation of the deficit criterion and does not address
the debt criterion.

The Pact demands that EU countries present �medium-term objectives of
budgetary positions close to balance or in surplus� in their stability and conver-
gence programs. In identifying a �safe� budgetary position allowing the deficit
to be kept below the 3% of GDP reference value, the influence of cyclical
fluctuations in economic activity on the budget balance needs to be examined.
This influence depends on the size of cyclical fluctuations in output as well as on
the sensitivity of the budget to the cycle. The influence of the cycle on budget
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balances can be removed by cyclically adjusting budget balances (see box 3 for a
discussion and illustration).

Box 3

The Cyclical Adjustment of Government Budget Balances

Fluctuations in economic activity significantly affect government budget receipts and expen-
diture: tax receipts weaken and social transfers increase during recessions and show reverse
movements during expansions. When government balances are cyclically adjusted, the effects
of cyclical fluctuations on government budgets are filtered out and an underlying structural balance
is identified. Cyclical fluctuations are determined by subtracting output trend estimates from actual
output. The effects of these output gaps on the budget are then deducted to obtain the cyclically
adjusted budget balance. When no active discretionary policy is undertaken, the government
budget balance will automatically worsen during periods of economic hardship and improve during
good periods, and these automatic fluctuations in the budget will have a stabilizing impact on the
economy.

Chart 1 below presents a simplified illustration of the working of the automatic stabilizers. In
this chart, the overall budget balance and its cyclical and discretionary components are pictured
against the output gap. Here it is assumed that the government maintains a balanced budget
position when the output gap is zero. The figure is drawn by assuming a neutral discretionary
policy and a cyclical sensitivity of the budget of 0.5, which, according to the Commission services�
calculations, is the average for the countries of the euro area (Buti et al., 1997).

In the Commission services� cyclical adjustment method, the production function is applied to
calculate potential output over the cycles. Potential output is defined as the level of real GDP
attainable with full employment of all production factors and sustainable over the medium term
at a stable rate of inflation. This production function approach has a firm basis in economic
theory, but there are significant problems with the estimation of its inputs. Under this approach,
trend factor productivity, capital input and full employment labor input are determined separately
and plugged into the production function to obtain potential output estimates. The Hodrick-
Prescott filter is used to detrend the main inputs in the production function. Trend estimates
are calculated by minimizing the fluctuations in actual output around the trend, subject to a
constraint on the variation of the trend growth rates. This method is widely used at present as
a simple technique of detrending time series. In common with all moving average-based methods,
the Hodrick-Prescott filter is sensitive to the lack of data at the extremes of the actual series.

Therefore, the actual output time series are extended with forecasts in order to ensure a sym-
metric filtering of the trend at the end of the actual series and to avoid endpoint bias problems.
The OECD and the IMF also use a Cobb-Douglas production function for the estimation of poten-
tial output.

Revenue and expenditure elasticities are applied to the output gap to estimate the impact of
the cycle on government budget receipts and expenditure. The revenue elasticity is an average of
specific elasticities per revenue category, weighted by the relative share of these categories in total
revenue. Corrections for lags in the collection of corporate taxes have been introduced. The sensi-
tivity of the budget balance to the cycle for the European Union as a whole lies around 0.5. This
means that each widening of a negative output gap by 1 percentage point increases the govern-
ment deficit by 0.5 percentage points of GDP.
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The stability and convergence programs are the main instrument for mon-
itoring whether EU countries have attained such sustainable medium-term
budgetary positions (European Central Bank, 1999). EU countries have to sub-
mit medium-term budget plans to the Council and the Commission, in which
they set out their budgetary policies for the coming years. The programs have to
be updated every year.

The procedures for the submission and assessment of these programs are
spelled out in the Pact. The Pact explicitly specifies the information that needs
to be included in the stability and convergence programs. Member States have
to present their �medium-term objectives for budgetary positions close to
balance or in surplus� in the programs. The programs also have to include infor-
mation on the adjustment path towards these targets, on expected economic
developments, on budgetary and economic policy measures envisaged to reach
these targets as well as a sensitivity analysis. Countries submitting convergence
programs also have to set out their medium-term monetary policy objectives.
Member States also agreed, on an informal basis, to include more specific tech-
nical information in the programs.

The programs have to be assessed both by the Commission and the Eco-
nomic and Financial Committee (formerly the Monetary Committee). To pre-
pare these assessments, a technical evaluation of each program is drawn up by
the Commission services. For the new programs that were submitted at the end
of 1998 and the beginning of 1999, a detailed examination of each program was
undertaken by the Council. The Council examined whether the medium-term
budgetary objectives set in the program provided sufficient room for maneuver
to ensure the avoidance of an excessive deficit, whether the underlying eco-
nomic assumptions were realistic, whether the measures announced in the
program would be effective in reaching the budgetary targets and whether
the policies presented in the programs were consistent with the Broad Eco-
nomic Policy Guidelines. Following this examination, the Council adopted an
opinion on each program on the basis of a Commission recommendation and
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after consulting the Economic and Financial Committee. The whole procedure
had to be completed within tight time constraints: the Council has to carry out
its examination and adopt its opinion within at most two months after the sub-
mission of the program.

The assessment procedure for the updated programs is less heavy. The
updated programs have to be assessed by the Commission and the Economic
and Financial Committee, but a formal Commission recommendation and
Council examination and opinion may not always be necessary. However, if
an updated program sets out a new strategy because there has been significant
slippage from the targets set in the previous program or because there has been
a change in government, recourse to the full procedure may be needed.

The Pact introduced an early warning system in order to remind Member
States of their obligation to respect budgetary discipline. In case Member States
deviate from the budgetary targets set out in their stability and convergence
programs, a warning is issued by the Council that they should take measures
to correct this deviation. Countries can only deviate from the figures of their
programs when this is attributable to the operation of the automatic stabilizers.
In case there is a structural deviation from this path, a new program has to be
submitted that shows how the country plans to attain the initial target. At the
first sign that budgetary positions tend to deviate from the safe level indicated in
the programs, pressure is exercised on the country concerned to correct this.

The new system set up under the Pact penalizes �bad� behavior rather more
than that it rewards �good� behavior. The Stability and Growth Pact foresees
sanctions when the budget deficit exceeds the 3% of GDP reference value. It
does not foresee a reward when Member States achieve a balanced budget or
a surplus during expansions. The EU countries often conducted procyclical pol-
icies in the past. In particular, countries with high deficits and debts found it
easier to take measures to prevent their budgets from getting out of hand during
recessions than to make further progress in budgetary consolidation during
periods of vigorous economic growth (Buti et al., 1998). In practice, the
new system does not restrain the tendency of many Member States to conduct
procyclical policies.

A certain adjustment fatigue is taking place (Eichengreen and Wyplosz,
1998). Whilst this follows a period in which substantial reforms and consoli-
dation took place, most countries have backloaded the structural adjustment
efforts that are necessary to reach safe budgetary positions. In addition, many
countries have implemented important reductions of the tax burden. This
halted the pace of the further budgetary consolidation.

3 Policy Debates
The debate on policymaking in EMU and on the interpretation of the new rules
did not subside with the start of monetary union. On the contrary, pressure
increased on policymakers with the slowdown in economic growth that took
place in this period, and the debate on the appropriate policy mix in EMU
was reopened. Many of these debates were followed closely by the financial
markets. The proposals initiating these debates were often interpreted as an
attempt to weaken the rules for budgetary discipline and thus as a threat to
the credibility of the new system. The outcome of these debates was, however,
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that a strict interpretation of the rules of the Stability and Growth Pact needed
to be maintained. These debates helped in this way to clarify the new rules and
to improve the functioning of the new system.

Four main issues came to the forefront of the policy debate: whether, under
the Stability and Growth Pact, a country can be allowed to finance its govern-
ment investment fully via deficits; what the safe medium-term budgetary posi-
tions are that countries have to attain under the Pact; whether a coordination
of budgetary policies in EMU is necessary; and whether and when to introduce
tax cuts.

The debate as to whether the EU budget needs to take over a number of
functions from the national level took place some years before the start of mon-
etary union. The question was raised in this debate whether a stabilization or
transfer mechanism needs to be put in place at the EU level in order to dampen
the asymmetric shocks that can take place in monetary union (Italianer and
Vanheukelen, 1993). The consensus on the political unfeasibility of such a
transfer system was so large among EU countries that the debate on this issue
was not reopened.

3.1 The �Golden Rule�
In a letter of October 1998 to the then Commission President Jacques Santer,
Mario Monti — at that time the Commissioner responsible for the internal mar-
ket and for tax coordination — raised the question whether the Commission
should not encourage Member States to increase their government investment
spending when they carry out their budgetary policies at the national level. The
letter received a lot of attention in the press and was discussed in the European
Parliament and the Ecofin Council. The letter was widely interpreted — unjus-
tifiably so, to some extent — as calling for a more flexible interpretation of the
rules of the Stability and Growth Pact and for a revival of the �golden rule.�

Under the �golden rule� of deficit financing, governments are only allowed
to borrow in order to finance government investment. This implies that current
expenditure cannot be financed via borrowing, but must be funded directly out
of tax receipts and other current revenue. The rule thus assumes that it is less
imprudent for governments to borrow in order to finance investment than for
them to incur deficits in order to fund government consumption and current
transfers. The rule is based on the fact that, unlike government consumption,
government investment spending leads to the accumulation of a stock of assets,
which yield a stream of future returns (OECD, 1998).

During the negotiations on the Maastricht Treaty, the �golden rule� was not
retained as a primary criterion for assessing the budgetary position of a Member
State. The Maastricht Treaty only implicitly refers to the �golden rule� as an
auxiliary criterion. The Treaty only specifies that the Commission, when initiat-
ing the excessive deficit procedure and drawing up its report, is required �to
take into account whether the government deficit exceeds government invest-
ment expenditure1). The �golden rule� is thus only taken into consideration
when the Commission is determining whether or not a Member State is in a

1 The Protocol on the excessive deficit procedure — Protocol No. 5 — defines government investment as corresponding to gross
fixed capital formation, as defined in the European System of Accounts (ESA).
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situation of excessive deficit. In such a case, the Commission has to examine not
only whether the country in question complies with the �golden rule,� but also
has to take into account �all other relevant factors, including the medium-term
economic and budgetary position of the Member State.�

The �golden rule� is disregarded in the Stability and Growth Pact. While the
Pact explicitly specifies what the exceptional circumstances are that may allow
an overshooting of the 3% of GDP limit, no mention is made of the �golden
rule� in this respect. The Maastricht negotiators also decided to exclude the
�golden rule� as the main budgetary criterion for EMU membership. The main
objections that were raised against the �golden rule� during these negotiations
were that it could constitute an incentive for spending ministers to increase
their demands for expenditure and that it could create the impression of an
encouragement for investment expenditure to be debt financed, leading to
excessive borrowing in the case of nonproductive expenditure.

There has been a tendency in recent years for government investment
spending to be reduced relative to GDP. This fall in government investment
is partially due to the fact that a disproportionate share of the budgetary
retrenchment that took place in the run-up to EMU fell on investment spend-
ing. Indeed, while government investment only makes up 5% of total primary
expenditure in the EU as a whole, around one fourth of the improvement in the
structural primary balance in the run-up to EMU fell on investment spending.

Numerical budget rules, such as the Maastricht rules, often result in the
reduction of expenditure falling predominantly on government investment dur-
ing periods of budgetary consolidation. This has to do with the fact that it is
politically easier for governments to cut down investment spending than expen-
diture resulting from legal or contractual commitments. The empirical evidence
shows, however, that budget consolidations tend to be more successful if gov-
ernment investment is maintained (Alesina and Perotti, 1996).

However, the appropriateness of government investment spending as a sta-
bilization tool to stimulate demand is questionable. There is a lack of flexibility
in the timing and implementation of this type of spending. In addition, unlike
the operation of the automatic stabilizers, investment spending may be difficult
to unwind during periods of economic expansion. There is ample evidence that
in the past EU countries have not used government investment as a stabilization
tool to sustain the cycle. If anything, investment behavior over the past decades
has been procyclical. In the majority of the recession episodes that occurred in
EU countries, and especially during protracted multiyear recessions, cuts in
government investment spending took place. Government investment has
shown procyclical behavior especially in high-debt countries. In these countries,
the level of government investment was reduced during periods of negative out-
put gaps, while it was increased during periods of positive output gaps.

The Stability and Growth Pact, by inserting a medium-term objective of
�close to balance or in surplus,� could deter government investment. The Pact
entails a transition from debt to tax financing of investment. The current gen-
eration of tax-payers will have to shoulder fully the cost of new projects while
also having to service past debts. Debt financing will no longer be available
under the Pact to smooth the burden of investment over the generations of
tax-payers receiving its benefits (Buti et al., 1998). The generation that profits
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from government investment is not the same as the generation that carries the
costs. It is mainly the current generation that shoulders the costs to the advant-
age of future generations. The outcome could be that the present generation
decides to reduce government investment. There is indeed evidence that gov-
ernment investment remains higher under a �golden rule� than under stringent
balanced-budget restrictions. U.S. states that are allowed to borrow to finance
investment have a higher level of both capital and current expenditures than
states that are not (Poterba, 1995).

The outcome of the debate on the �golden rule� that took place at the end of
1998 and the beginning of 1999 was that a strict interpretation of the rules of
the Pact needs to be maintained. It became clear that no consensus could be
found for new and looser budgetary rules in EMU. Deficits higher than 3%
of GDP are no longer accepted, not even to finance government investment.
The attention paid to government investment in this debate led most Member
States to announce in their stability and convergence programs that they plan to
increase their spending on investment again or at least not decrease it further.

3.2 Safe Medium-Term Budgetary Positions
The Pact obliges Member States to achieve a medium-term budgetary position
of �close to balance or in surplus.� The resolution of the European Council on
the Stability and Growth Pact confirms that �sound budgetary positions close to
balance or in surplus will allow all Member States to deal with normal cyclical
fluctuations while keeping the government deficit within the reference value of
3% of GDP.�

The reference value of 3% of GDP is a ceiling that is the same for all Mem-
ber States. The safe budgetary positions that are imposed by the Pact differ from
country to country. Lengthy discussions took place on the question what these
safe budgetary positions are for each individual country and how large the safety
margins should be.

The Commission calculated minimal benchmark positions that would allow
countries to cope with the effects on their budgets of cyclical fluctuations in
economic activity without breaching the 3% of GDP limit (European Commis-
sion, 1999). The necessary safety margin depends on the size of the cyclical
fluctuations in output and on the sensitivity of the budget to these fluctuations.
The Commission calculated that the maximum output gap that occurred in the
euro area and in the EU on average over the past decades amounted to around
4% of GDP. The average sensitivity of the budget to cyclical fluctuations is
around 0.5 for the euro area and the EU as a whole; this means that a reduction
in economic growth of 1 percentage point increases the government deficit in
the euro area and the EU by 0.5 percentage point of GDP on average. Thus, a
minimal government deficit of 1% of GDP and a corresponding safety margin of
2 percentage points are necessary on average for the euro area and the EU to
deal with the consequences of normal cyclical fluctuations, whilst staying within
the 3% of GDP limit.

The Pact says that EU countries need to aim for safe budgetary positions in
order to limit the danger of being put into excessive deficit. The Pact only
points out that when countries have reached such safe positions, they will be
able to cope more easily with normal cyclical fluctuations; it does not mention
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other factors that need to be taken into account. However, Member States have
committed themselves to aim for larger safety margins, which allow them also
to deal with other setbacks without breaching the 3% reference value. The fac-
tors that need to be taken into account are: unexpected fluctuations in the
budget due to interest rate shocks or tax shortfalls, the burden of population
aging and a rapid reduction of the debt ratio for high-debt countries.

After a long debate, there is now a consensus that �close to balance� means
budgetary positions that are literally almost in balance. In fact, the interpreta-
tion that is currently used is that only cyclically adjusted deficits of 0.5% of GDP
or less are considered to be �close to balance.� An error margin of 0.5% of GDP
was deemed necessary, since cyclically adjusted budget balance estimates are
surrounded by uncertainty. Countries that wish to implement active budgetary
policies will have to foresee additional margins. These strict budgetary positions
will have to be attained in the coming years. The rapid reduction of the debt
ratio that will follow when more ambitious budgetary positions are maintained
will lead to a reduction in interest payments and in this way will create some
budgetary room to cope with population aging.

3.3 Coordination of Budgetary Policies
An important policy debate took place on the question whether the budgetary
policies that are conducted by the EU Member States at the national level need
to be coordinated at the level of the euro area or the EU as a whole. The debate
centered in particular on the question of how budgetary policies that are deter-
mined independently at the national level can lead to a global stance that is
appropriate for the euro area as a whole. If each Member State sets its budgetary
policy in accordance with the economic situation at the national level, will the
outcome at the aggregate level then be automatically appropriate? Or should a
specific coordination mechanism be put into place that forces countries to take
into account the overall economic situation of the euro area as a whole when
setting their budgetary policies?

The EMU institutional setup implicitly assumes the following typology of
shocks and related policy instruments (Buti and Sapir, 1998):
— Supply shocks need to be addressed via structural measures while demand

shocks, especially if they are of a temporary nature, can be met by macro-
economic stabilization policies;

— If the shock affects only one country — i.e. it is country-specific or asymmet-
ric — the proper instrument is national budgetary policy and there is little or
no case for a monetary response;

— If, on the other hand, the shock affects several countries at the same time —
i.e. it has a high degree of symmetry — the appropriate instrument is mon-
etary policy. In addition, if Member States let their budgetary stabilizers
work, the system would have a considerable degree of built-in stabilization
(OECD, 1999);

— In the event of a particularly severe common shock, however, there might
also be a need for discretionary budgetary policy beyond automatic stabili-
zation in addition to the monetary policy reaction.
Table 1 shows the type of policy instrument that would be the most appro-

priate to deal with different types of shocks:
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Within the EMU framework it is assumed that EU countries can let their
automatic stabilizers operate fully in order to stabilize �normal� cyclical fluctu-
ations once they have reached their medium-term budgetary position of �close
to balance or in surplus.� Under this �automatic pilot� approach there is no need
for an assessment of the budgetary stance at the level of the euro area as a whole,
nor is there any need for an ex ante coordination of budgetary policies. Such an
ex ante coordination only makes sense when discretionary policy is imple-
mented. Thus, underlying the EMU setup is the presumption that discretionary
policy action is unnecessary during periods of �normal� cyclical fluctuations,
and this is why a formal mechanism to coordinate budgetary policies has not
been worked out in the Treaty.

However, the EMU framework does not prevent Member States from using
discretionary budgetary policies to deal with exceptionally severe common
shocks, such as harsh recessions or expansions. During such periods, monetary
policy could be insufficient to stabilize the shock and may therefore have to be
supplemented by budgetary policy interventions. Given the low frequency of
such extreme shocks, however, no formal arrangements were included in the
Treaty to deal with these circumstances, and such discretionary policies should
therefore be undertaken on an ad hoc basis.

In EMU, disincentives to implementing discretionary relaxation policies
during recessions may, however, be particularly strong. There are several rea-
sons why countries may refrain from giving a budgetary stimulus during reces-
sions. There are the traditional counterindications to discretionary budgetary
fine tuning. Indeed, while active budgetary policymaking to sustain the cycle
may be useful under particular circumstances, a number of undesirable features
cannot be ignored: timing problems, nonreversibility of budgetary expansions,
model uncertainty, delay of structural reforms and the like (Allsop and Vines,
1998).

In addition to these arguments, there exist a number of EMU-specific coun-
terindications. First, the effectiveness of budgetary policy is likely to be reduced
in EMU because of increasing demand leakages. Second, countries might be
unwilling to aim for more ambitious medium-term budget targets and to create
the necessary room for maneuver since the latter would only seldom be used.
Lack of room for maneuver and fear of sanctions under the Pact may lead to a
wait-and-see attitude by each country. Thirdly, the system has a built-in pressure
for tightening but not for expanding.

Table 1

Type of Shocks and Associated Policy Instruments

Type of shock Small shock Large shock

Asymmetric — Monetary policy: no response by the ECB — Monetary policy: no response by the ECB
— Budgetary policy: operation of automatic

stabilizers in affected country
— Budgetary policy: in addition to letting auto-

matic stabilizers play, the affected country
could undertake discretionary budgetary
action

Symmetric — Monetary policy: response by the ECB — Monetary policy: response by the ECB
— Budgetary policy: operation of automatic

stabilizers
— Budgetary policy: discretionary budgetary

policies possibly needed

Source: Buti and Sapir (1998).
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The need for coordination in monetary union crucially depends on whether
or not budgetary policy affects the economies of the other countries and leads to
spillovers (see box 4). Budgetary policy in one country affects other countries
via direct demand leakages and through the impact on interest rates and the euro
exchange rate. If a country stimulates demand via an expansionary budgetary
policy, its trading partners benefit from such a policy through increased
exports. If a large country carries out this budgetary stimulus, the danger of
inflationary pressures in the euro area resulting from this increase in demand
may, however, induce the ECB to tighten monetary policy and thus to raise
interest rates.

If the actions of the budgetary authorities do not lead to an increase of the
common interest rate, then the demand effect dominates. This could be the case
especially if a small Member State carries out such a discretionary relaxation
since such a policy action is less likely to create inflationary pressures in the euro
area as a whole. The expected deepening of trade integration in EMU increases
the external leakages of budgetary policies, and the demand effects can there-
fore be expected to become larger.

Box 4

Spillover Effects

There is no agreement on the empirical size of spillover effects. As the effects go in opposite direc-
tions, the net effect is ambiguous. Most econometric simulations indicate that, whatever their sign,
these spillover effects are likely to be small in size in EMU.

Simulations with the Commission services� QUEST model (Ro‹ger and In�t Veld, 1997) show
that if the three largest countries of the euro area — Germany, France and Italy — introduce a
reduction in labor taxes amounting to 1% of GDP, to which the ECB reacts by increasing its interest
rate, real GDP growth for the euro area as a whole will increase by barely 0.1 percentage point.
Real GDP in the euro area also increases by only 0.1 percentage point if the budgetary stimulus
is given in the form of an increase in government consumption, equally amounting to 1% of GDP.
The effects are significantly higher if, notwithstanding the budgetary relaxation carried out by the
three largest countries, the ECB does not tighten its monetary policy. In such a case, real GDP
growth in the euro area increases by 0.4 percentage point.

When the budgetary relaxation is assumed to take place in the smaller euro area countries,
the spillover effects are even smaller. If a 1% of GDP tax reduction is implemented by the remain-
ing eight countries — Belgium, Spain, Ireland, Luxembourg, the Netherlands, Austria, Portugal and
Finland — and the ECB keeps interest rates unchanged, then real GDP in the euro area increases
by less than 0.1 percentage point. Real GDP growth increases by around 0.1 percentage point
if these countries raise government consumption by 1% of GDP. The effects are even lower in
the case that the ECB decides to raise interest rates as a response to the budgetary relaxation
undertaken by these eight countries. As the relative size of these countries is much smaller than
that of the three large countries, the effects of their budgetary actions on the euro area as a whole
are correspondingly smaller.

All scenarios show that the spillover effects could remain small in EMU. The question can then
be raised whether countries will find it worthwhile to undertake a budgetary relaxation for the
common good if the effects on the other countries in the euro area remain so small.

Fiscal Policy in EMU

78 Focus on Transition 1/2003�



An overall assessment of the budgetary stance at the level of the euro area as
a whole is certainly a useful exercise. However, such a judgment of budgetary
policies at the euro area level should not imply that there is no longer any
responsibility to meet the requirements of the Stability and Growth Pact at
the national level. It does not imply either that the 3% of GDP deficit criterion
would only apply to the average deficit for the euro area as a whole or that indi-
vidual Member States could be permitted to overshoot the 3% deficit ceiling as
long as there are other countries with deficits well below 3%. Thus, a �compen-
sation� between Member States cannot take place and countries with deficits
that are still close to the 3% threshold cannot be allowed to exploit the larger
room for maneuver enjoyed by other countries (therefore, a system of tradable
deficit permits as proposed by Casella, 1999, is not compatible with the
requirements of the Pact).

In addition, the action that each individual country would need to undertake
for the common good can never go against its own interest. In the case of a
severe recession, a country will only be willing to undertake a discretionary
relaxation if it does not violate the Pact in doing so and if this does not go against
its own interests by worsening the policy mix at the national level. Moreover,
there is a risk that such debates lead to demands for coordination between mon-
etary and fiscal policies. There is a clear allocation of responsibilities in the
Treaty. The Treaty says that the primary objective of the ECB is to maintain
price stability. Therefore, the ECB�s monetary policy cannot be made condi-
tional on the policies carried out by the other policy actors. It is clear that
the ECB neither seeks nor takes outside instructions, and therefore there can
be no question of coordinating policies ex ante.

3.4 Tax Reforms and Tax Harmonization
As government budget balances were approaching balanced positions or even
surpluses in the first years of EMU, EU countries turned their attention to
new policy challenges. Many countries started to introduce significant tax cuts.
These tax cuts were mainly geared towards reductions in labor and corporate
income taxation and social security contributions. The aim of these tax cuts
was to enhance the noninflationary growth potential in the European Union.
The tax burden in most countries is still far in excess of that of the main indus-
trialized countries outside the EU. The tax cuts that are being introduced will
therefore help to bring down these high tax burdens.

The tax reforms followed a common pattern. Most countries introduced
significant corporate and personal income tax cuts, with the latter typically
benefitting mainly the low- and middle-income earners. The objective of pro-
moting employment was also behind the social security contribution cuts.
Overall, countries made some progress in making tax systems more employ-
ment friendly. However, labor taxation still remains very high by international
standards in many EU countries.

However, the danger exists that these tax cuts lead to a weakening of fiscal
discipline if they are not offset by spending reductions to prevent government
deficits from rising again. In order to avoid a reversal of the fiscal consolidation
process, the Commission proposed that the tax cuts need to satisfy the following
four criteria: (1) for countries not yet �close to balance or in surplus� tax cuts
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need to be fully compensated by expenditure cuts, (2) tax cuts must not be pro-
cyclical, (3) when implementing tax cuts, countries need to take into account the
level of public debt and long-term sustainability, and (4) tax reductions should
form part of a comprehensive reform package (European Commission, 2000).

There was general agreement that these reforms should thus not jeopardize
the achievement of a budgetary position consistent with the Pact and that they
should not lead to a procyclical fiscal policy stance. Moreover, these reforms
should not slow down the debt reduction process in the high-debt countries.
Revenues arising from higher than expected economic growth should not be
used to finance structural tax cuts. A strict control of expenditure growth is
needed to ensure further progress in fiscal consolidation in a period of eco-
nomic expansion. In this way, room is also created for supply side-oriented
reforms to taxes and social security contributions.

The spurt of tax reforms and tax cuts in the early years of monetary union
can be interpreted as governments� reaping the first fruits of the previous phase
of budgetary consolidation which was necessary to regain some room for maneu-
ver. At the same time, such reforms are required to address longer-term struc-
tural challenges. These challenges, in particular, arise from the implications of
aging populations for pension and health-care systems and from the need to
reduce tax burdens and improve conditions for profitable investment in Europe.

However, the spurt of tax reforms and tax cuts can also be seen as the result
of increased tax competition between different jurisdictions inside monetary
union. Such increased tax competition and intensified pressures for reforms
are widely regarded as beneficial, but in some areas they have also prompted
a debate about a countervailing need for tax harmonization. One example of this
is the debate over the taxation of capital income, which has differed widely
across Europe. This is thought to have contributed to tax evasion or distorting
capital flows away from higher tax regimes. Thus some balance will have to
be struck between allowing for healthy tax competition while ensuring a mini-
mum set of ground rules. Such a balance would be consistent with the general
Maastricht approach to fiscal policy coordination. It stops short of fully fledged
harmonization; it retains national responsibility but tends to provide some com-
mon minimum standards or constraints where needed. However, as the mobility
of tax bases to migrate across Europe (and, indeed, beyond) increases, calls for
greater harmonization may intensify and the balance may shift over time.

4 Conclusions and Outlook
The Maastricht framework for economic policymaking under EMU features a
basic asymmetry. On the one hand, there is a single, unified monetary policy
for the euro area; on the other hand, the basic responsibility for most other eco-
nomic policies — including, in particular, fiscal policy — remains at the national
level. This gives rise to three sets of concerns. First, are market mechanisms and
the policy instruments remaining at the national level sufficiently flexible to ful-
fill a stabilizing role and compensate for the loss of national monetary and
exchange rate policy? Second, to what extent is there a need to coordinate
national fiscal policies within a single currency area? Third, how can it be
ensured that national fiscal policies are consistent with the single monetary pol-
icy both individually and in the aggregate?
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This paper has provided an overview of the framework for fiscal policy-
making inside EMU as established in the Maastricht Treaty, taking account of
subsequent amendements to the Maastricht Treaty and the Stability and Growth
Pact. This framework essentially preserves decentralized, national responsibility
for fiscal policy choices, but within a clearly defined set of common ground
rules, constraints and procedures. This setup can be seen to represent an appro-
priate institutional response to the challenges for the conduct of fiscal policy in a
single currency area composed of a union of nation-states, where the principal
locus of democratic accountability remains with national parliaments and
national electorates. Thus the coexistence of a single independent monetary
authority at the European level with a plurality of national fiscal policy actors
on the one hand reflects the — to date — limited advances in European political
integration. On the other hand, there are also good economic arguments for
taking the view that the �economic constitution� adopted at Maastricht provides
a sound basis for the longer term.

In particular, the rules-based and procedural approach to cooperation in the
field of fiscal policy combines the need for credibility with the benefits of flex-
ibility. Inside monetary union it is even more important that the economic pol-
icy instruments remaining at the national level can be geared to the particular
prevailing local economic conditions. By stabilizing the national economy, pol-
icymakers can also make their best contribution to economic stability across the
euro area as a whole, as long as spillover effects remain limited. At the same
time, the deficit ceilings introduced in the Maastricht Treaty (and backed up
by the sanction mechanism included in the Stability and Growth Pact) provide
a safeguard against potentially significant spillovers which could arise from
undisciplined fiscal policies. As in the context of monetary policy, placing con-
straints on fiscal policy can be helpful for credibility. By providing incentives for
sound and sustainable public finances, constraints can be desirable even in the
absence of a monetary union. Inside monetary union, constraints on national
fiscal policies also reduce the scope for gross inconsistencies and major tensions
with the single monetary policy.

The experience with the Maastricht framework for fiscal stability to date can
be judged to be broadly satisfactory. The Maastricht fiscal criteria were a crucial
device in promoting policy convergence in the run-up to monetary union
despite much initial criticism among academics (e.g. Buiter and Roubini,
1993). The multilateral budgetary surveillance procedure is being refined fur-
ther. Progress in deficit reduction has, however, slowed in many countries after
their entry into monetary union, despite the favorable economic conditions in
1999 and 2000. The credibility of the fiscal framework is now being tested in
the current adverse circumstances even though the sanctions procedure has not
yet been applied. So the real stress-test for rules-based coordination is yet to
come.

It is also too early to tell how far recurrent efforts to move to more ambi-
tious forms of economic policy coordination will go. In particular, the hopes of
those pushing for enhanced economic governance, if not a fully fledged eco-
nomic government, to accompany (if not to counterbalance) the European
Central Bank on the European scene are pinned on a gradual upgrading of
the informal Eurogroup of euro area finance ministers. The widely diverging
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responses of European governments to a common external shock as repre-
sented by the rapid rise in oil prices in 2000 provide some food for thought.
It could be argued that the episode showed that greater coordination would
be desirable. One could also conclude that it shows that any such ambitions
remain premature.

References
Allsopp, C. and D. Vines. 1996. Fiscal Policy and EMU. National Institute Economic Review 158 (April).

91—107.

Allsopp, C. and D. Vines. 1998. The Assessment: macroeconomic policy after EMU. Oxford Review of

Economic Policy 4(3). 1—23.

Artis, M. and M. Buti. 2000. Close to Balance or in Surplus. In: Journal of Common Market Studies 38.

563—592.

Artis, M. and B.Winkler. 1998. The Stability Pact: Safeguarding the Credibility of the European Central

Bank. National Institute Economic Review (January). 87—98.

Buiter,W., G. Corsetti and N. Roubini. 1993. Excessive Deficits: Sense and Nonsense in the Treaty of

Maastricht. Economic Policy 16 (April). 57—100.

Buti, M., D. Franco and H. Ongena. 1997. Budgetary Policies during Recession — Retrospective

Application of the �Stability and Growth Pact� to the Post-War Period. In: European Commission, DGII,

Economic Papers 121 (May).

Buti, M., D. Franco and H. Ongena. 1998. Fiscal discipline and flexibility in EMU: The implementation

of the Stability and Growth Pact. Oxford Review of Economic Policy 14(3). 81—96.

Buti, M. and A. Sapir (eds.). 1998. Economic Policy in EMU — A Study by the European Commission

Services. Oxford: Oxford University Press.

Casella, A. 1999. Tradable deficit permits: efficient implementation of the Stability Pact in the European

Monetary Union. In: Economic Policy 29. 321—347.

Dalsgaard, Th. and A. de Serres. 1999. Estimating prudent budgetary margins for 11 EU countries: a

simulated SVAR model approach. OECD Economics Department Working Paper 216.

Eichengreen, B. 1997. Saving Europe�s Automatic Stabilizers. National Institute Economic Review 159

(January). 92—98.

Eichengreen, B. and C. Wiplosz. 1998. The Stability Pact: More than Minor Nuisance? In: Economic

Policy 26. 65—115.

European Central Bank. 1999. The implementation of the Stability and Growth Pact. Monthly Bulletin

(May). 45—72.

European Commission. 1995. Technical note: the Commission services� cyclical adjustment method. In:

European Economy 60. 35—90.

European Commission. 1998. Euro 1999 — Report on progress towards convergence and recommen-

dation with a view to the transition to the third stage of Economic and Monetary Union (March).

European Commission. 1999. Budgetary surveillance in EMU: the new stability and convergence pro-

grammes. In: European Economy, Supplement A(3).

European Commission. 2000. Public Finances in EMU — 2000 (May).

European Council. 1997. Presidency Conclusions. Amsterdam European Council 16 and 17 June 1997

(reprinted in European Economy 64).

IMF. 1997. World Economic Outlook. Washington, D.C.: International Monetary Fund. (October).

Italianer, A. and M. Vanheukelen. 1993. Proposals for Community Stabilization Mechanisms: Some

Historical Applications. In: European Economy 5. Reports and Studies: The Economics of Community

Public Finance.

OECD. 1999. EMU: Facts, Challenges and Policies. Paris: OECD.

Fiscal Policy in EMU

82 Focus on Transition 1/2003�



Poterba, J. M. 1995. Capital Budgets, Borrowing Rules and State Capital Spending. Journal of Public

Economics 56. 165—187.

Ro‹ger, W. and J. In�t Veld. 1997. Quest II — A multi country business cycle and growth model.

In: Directorate-General for Economic and Financial Affairs of the European Commission. Economic

Papers 123.

Winkler, B. 1999. Co-ordinating Stability: Some Remarks on the Respective Roles of Monetary and Fiscal

Policy under EMU. Economica 26. 287—295.

Woodford, M. 1995. Price Level Determinacy Without Control of a Monetary Aggregate. Carnegie-

Rochester Conference Series on Public Policy.

Woodford, M. 1998. Control of the Public Debt: A Requirement for Price Stability? In: Calvo, G. and M.

King (eds.). The Debt Burden and its Consequences for Monetary Policy. International Economic

Association Conference Volume 118. New York: St. Martin�s Press. London: Macmillan Press.

117—154.

Fiscal Policy in EMU

Focus on Transition 1/2003 83�



1 Introduction
Budgetary developments have moved to the center of policy discussions in
Central and Eastern European accession countries. This largely depends on
the approaching EU membership, which accords economic and fiscal policy
coordination and surveillance a major importance. Attention is also warranted
by the rising budget deficits in Central Europe, which are partly caused by the
costs of structural reforms being more explicitly included in fiscal accounts.
Furthermore, deficits have widened as a consequence of the working of auto-
matic stabilizers in a below-potential growth phase and, in a few cases, due to
discretionary fiscal measures taken to stabilize the economy in the face of weak
external demand. Finally, as a number of accession countries intend to intro-
duce the euro fairly soon after EU accession, fiscal issues have attracted added
attention against the backdrop of the deficit and debt criteria of the Maastricht
Treaty.

The transformation process from centrally planned to market economies
started in Central Europe in the fall of 1989, in Southeastern Europe a few
months later and in the Baltic countries in 1991. The early stage of the process
was characterized by a deep transformational recession. In Central and Eastern
Europe the slump in output was caused by both demand and supply factors. On
the demand side, restrictive policies were applied to correct external and inter-
nal imbalances that were inherited from the socialist era or that had resulted
from the breakdown of trade relations among the former socialist countries
with the demise of the CMEA in 1990—91. On the supply side structural
changes toward a market economy, in particular substantial price and trade
liberalization, led to the disruption of a sizeable share of production.

The transformational recession lasted for two to three years in Central
Europe and in the Baltics. Between 1993 and 1996, real GDP growth in the
Central and Eastern European accession countries substantially outpaced growth
in the European Union. A more moderate gap persisted thereafter. A number of
Central and Eastern European accession countries reached and surpassed the
GDP per capita levels of 1989 in the latter part of the 1990s or in 2000, with
Poland leading this process (chart 1). However, the growth pattern of Bulgaria
and Romania was more complex: temporary recoveries in the mid-1990s were
followed by renewed substantial downturns in the second half of the 1990s.
The diverging growth trends depend on the initial conditions, in terms of macro-
economic imbalances and structural distortions, and more importantly on the
features of the stabilization and reform policies implemented during the early
stage of transition. Temporary setbacks in the second half of the 1990s were
caused because initial pickups in growth were not sufficiently underpinned by

1 Walpurga Ko‹hler-To‹glhofer is Head of Unit in the Economics Division of the Oesterreichische Nationalbank, Peter Backe«
is Adviser in the Directorate General Interational and European Relations of the European Central Bank, Franz Schardax is
Fund Manager at Bank Austria Capitalinvest. The study was prepared for a workshop of ESCB fiscal experts with their
counterparts from accession country central banks in November 2002 in Vienna. At the time, Peter Backe« was a Special
Adviser in the Foreign Research Division of the OeNB, while Franz Schardax worked as an economist in the same OeNB
division. The editorial close for the study was end-October 2002. This paper makes reference to three subsets of Central
and Eastern European EU accession countries: the Central European countries (the Czech Republic, Hungary, Poland,
Slovakia and Slovenia), the Baltic countries (Estonia, Latvia and Lithuania) and the Southeastern European accession
countries (Bulgaria and Romania).
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microeconomic reforms and overly expansive macroeconomic policies had to be
corrected subsequently.

In fact, all accession countries faced similar needs to rectify macroeconomic
imbalances stemming from the transition to market economies and in particular
from the redefinition of the role of the state in this process. This had profound
implications for their fiscal performance. In the early stages of the transition
process, large budget deficits arose from the big drop in the tax base, which
was associated with a decline in the real output and a changing ownership struc-
ture. Empirical evidence shows that countries that were able to limit their fiscal
deficits and stabilize their economies subsequently enjoyed faster economic
recovery and growth.1) Public finance reforms directed towards strengthening
the fiscal balances and improving financial discipline were also instrumental
for promoting disinflation in the early transition stages, as fiscal restraint was
necessary to bring down inflation in a context in which debt markets were
underdeveloped.

As accession countries have progressed in their transformation, the chal-
lenges they face have become increasingly similar to those policymakers in
the European Union face. Key fiscal issues in the years ahead — in conjunction
with consolidation needs stemming from EU fiscal rules — will be to contain
overall government expenditure levels, mainly by improving the cost-effective-
ness of social spending, to improve the quality and efficiency of government, to
reform the expenditure as well as the revenue structure, to implement appro-
priate policies to spur private sector development and productivity growth, and
to implement improvements in the institutional framework that supports the
budgetary process and the transparency of fiscal accounts. EU accession is
anchoring fiscal policies, thus ensuring sustainable and sound public finances.

The paper is organized as follows. Section 2 reviews the development of key
fiscal indicators in Central and Eastern Europe. Section 3 explores the implica-
tions of the prospective inclusion of Central and Eastern European EU accession
countries into the EU economic and fiscal policy coordination and surveillance
framework, with a particular focus on the consolidation challenges arising in
this setting. Section 4 concludes. The annex contains tables and charts.

2 Key Fiscal Developments in Central and Eastern
European Accession Countries to Date

The analysis of public finance developments in accession countries focuses on in
trends in fiscal balances and revenue and expenditure ratios at the general gov-
ernment level.2) In doing so, the main interest is on the expenditure side, since
changes in the structure of expenditures are the core challenge for fiscal policies

1 See Coricelli (1997) and Pirttila‹ (2000).
2 At the outset, data problems have to be addressed. Currently, the transition from national and GFS 86 to ESA 95 method-

ology is under way. Budget balances and debt figures more or less in line with ESA 95 have been published, but these data
series only begin in the second half of the 1990s. Moreover, ESA 95 figures for the past are not available in a disaggregated
fashion. For the analysis of budget balance and public debt developments, this section draws on Eurostat (ESA 95) data,
whereas the analysis of the general government revenue and expenditure developments is based on UNECE (GFS 86) data.
Obviously, this raises data quality and comparability issues which can, however, not be addressed in a satisfactory way. For a
detailed but still concise account of methodological issues and changes in Central and Eastern European accession countries�
fiscal accounts, see UNECE (2002) and European Commission (2002).
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in Central and Eastern Europe. Issues related to the comparatively big size of
the public sector in a number of accession countries will also be discussed
briefly. The analysis then moves on to public debt developments. The section
finally concludes by examining briefly the interlinkage between fiscal policy
and external developments.

2.1 General Government Budget Balances
According to the notifications of April 2002, in 2001general government ESA 95
deficit ratios were close to or above 3% of GDP. The only exceptions were
Bulgaria and Estonia, which recorded a balanced budget, and Slovakia and
the Czech Republic, which had a deficit of about 5.5% (table 1).

Fiscal developments in Central European countries (with the exception of
Slovenia) and in the Baltic countries have shown diverging paths. Deficit ratios
have been relatively high in the former countries and relatively low in the latter.
Estonia even reached a surplus in 2001.

In Central Europe the phase of buoyant growth in recent years was not used
to reduce deficit-to-GDP ratios. Any positive cyclical impact was offset or even
overcompensated by a worsening of structural balances. This conclusion is sub-
stantiated by the analysis of primary fiscal deficits. The European Commission
(2002) and Coricelli and Ercolani (2002) highlight the procyclicality of budget
balances. They also show that a large share of the Central European deficits are
of a structural nature. Central European accession countries did not manage to
reduce their primary expenditure ratios.

This contrasts with the developments in the Baltic countries. These coun-
tries faced a rapid increase in deficit ratios in 1999 attributable to the Russian
crisis, which caused a substantial growth dip. However, fiscal positions were
brought under control very quickly, as growth regained momentum, both as
a consequence of cyclical effects and discretionary measures. Consolidation
was mainly achieved through reductions of the primary expenditure ratio.

A particular problem in analyzing the public finance indicators of these
countries relates to the existence of quasi-fiscal activities.1) According to
Markiewicz (2001), the magnitude of quasi-fiscal operations of central banks
in transition countries, such as lending below market rates, the infusion of
capital to a troubled institution, the assumption of nonperforming loans, guar-
antees or bank rescue operations and the like, has been significant, at least until
recently. In contrast to expectations, these activities are not only connected
with slow reform; comparatively high quasi-fiscal deficits were found also for
Hungary and Slovakia. This indicates an underestimation of fiscal deficit figures,
thus underlining the importance of current efforts in increasing transparency in
the context of EU accession preparations.2)

1 Montanjees (1995) defines quasi-fiscal activities as operations undertaken for public policy reasons by units outside of the
definition of the government. The ESA 95 definition of the general government sector excludes the central bank, the state-
owned enterprises and the public financial institutions. All these institutions have been involved to some degree in such quasi-
fiscal activities in accession countries.

2 Fiscal balances are becoming more reliable as the classification of public entities and their activities according to ESA 95
progresses.
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2.2 Government Revenues
General government revenue as a share of GDP was on a declining trend in the
1990s, caused by advances in economic liberalization, restructuring of the econ-
omy and reductions of tax rates. Most transition countries had to face a double
challenge in the area of tax policy and tax administration, as they had to imple-
ment a variety of new taxes, and in view of the expansion of the private sector,
they had to develop means to classify new categories of taxpayers and new types
of economic activities. However, reforms to improve tax collection and tax
compliance and to limit tax arrears are ongoing and ought to be stepped up
in order to reduce outstanding tax and social security contribution arrears in
cases where they are still sizeable.

The tax base of the countries considered was falling amid the severe reces-
sion that occurred at the beginning of the 1990s. In addition, the shift away from
public to private sector activity also resulted in a decline in collected taxes
because of the inadequate coverage of private sector activities by the tax admin-
istration. The shortfall of revenues was intensified by the rapid trade liberaliza-
tion that caused a drop in tariff revenues, which had previously represented a
considerable share of total tax revenues. Finally, corporate taxes were reformed
drastically in most countries with, as a consequence, a reduction of the tax
burden on profitable enterprises.

As chart 2 highlights, the overall revenue-to-GDP ratios have remained
remarkably stable in Central European accession countries since 1997. There
was more volatility in Bulgaria and Romania and in the Baltic countries, mainly
as a result of the effects of the Russian crisis. The notable increase of revenues in
Bulgaria after 1997 is largely due to the beneficial effects of macroeconomic sta-
bilization under the currency board arrangement introduced in mid-1997.

According to the European Commission (2002), the current revenue-to-
GDP ratios in Central and Eastern European countries are higher than the ratios
(35% to 40%) that would be predicted on the basis of a sample of comparable
countries. This suggests that higher revenues have been raised to accommodate
the comparatively high spending levels.

In spite of some significant differences for individual countries and items,
the composition of revenues (table 2) resembles that of the EU countries. This
may confirm that accession countries have made considerable progress in
designing tax systems suited to a market economy. They have introduced per-
sonal and corporate income taxes. They have abolished most trade taxes early
on during transition and have generally replaced complex turnover taxes with
value added taxes.

Notwithstanding the similarities in tax structures, some important differ-
ences can still be identified. Compared to the EU average, the contribution
of personal income taxes (PIT) is relatively low, whereas social security contri-
butions are relatively more important.1) This revenue mix may cause adverse
consequences for the cost of labor and the demand for labor. A high tax wedge

1 Most of the analyzed countries have implemented mandatory, payroll-based social security contributions, which generally
cover pension, unemployment and health insurance contributions, with contribution rates that are high compared to EU
average rates. This reflects labor market and social policy measures that have encouraged both early retirement (there is little
difference between net wages and pension incomes) and provide for generous disability benefits.
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resulting in rather low wages paid to the employees may also affect labor supply
and shift activities to the informal sector. In order to mitigate such adverse
effects, most accession countries have started to reduce social security contri-
butions, especially for employers. Reforming the tax structures as part of the
medium-term agenda of these countries may support the long-run growth rate
of per capita income, as distortions are being removed.1)

Reforms are essential in the area of personal income taxation, since revenue
generation is often hampered by a system of numerous deductions and exemp-
tions. The Central European countries are characterized by a progressive rate
structure (table 3). The top marginal tax rates are about 40% (in Slovenia
50%) and are in line with the EU average. However, a comprehensive system
of deductions and exemptions implies that effective tax collection is still low
compared with the EU. In recent years several countries implemented income
tax reforms aimed at reducing the marginal tax rates while broadening the tax
base. This contributed to a moderate rise of the ratio of personal income taxes
to GDP. However, there seems to be scope for further moves in this direction to
improve the efficiency of the tax systems, to lower the overall tax burden on the
private sector and to lessen the incentives for shifting activities into the untaxed
informal economy.

Notwithstanding the rise in the share of the personal income taxes to GDP, the
ratio of tax revenue to GDP declined largely because of a fall in corporate income
taxation in the course of the 1990s. The increased role of personal income taxa-
tion apart, these developments go in a direction opposite to that observed in poor
countries as they get richer. Corporate tax rates differ significantly across theCen-
tral European countries (table 3): they vary from 18% in Hungary to 31% in the
Czech Republic. This compares with an average of about 33% in the EU. Wide
divergences in company taxation between these countries partly reflect different
strategies to attract foreign direct investment, either generally or in specific
regions or sectors, with some governments offering special treatment and nontax
incentives and others relying more strongly on tax incentives to offset locational
disadvantages.2) Not surprisingly, effective tax rates, which includes incentives,
are much lower, pointing to a fair degree of exemptions. Some acceding countries
plan to reduce corporate income tax rates further.

Alignment with EU standards on indirect taxation has progressed consid-
erably, with rates being mostly on the high side. VAT systems have been designed
or adapted to follow EU guidelines, and, with the exception of rates in the Baltics,
the standard rates exceed the EU average of 19.7%. VAT rates in most accession
countries are significantly above the minimum rates of the EU. However, some
countries provide significant exemptions from VAT. Excise taxes are partly below
and partly above EU minimum levels; the former is particularly true for energy,
fuel and cigarettes in a number of accession countries. Adjustments of excise tax
regimes to EU standards is under way. In some areas, such as tobacco taxation,
transition arrangements are envisaged in a number of countries.

1 Comparatively high and growing tax burdens on labor have raised concerns in EU countries, too; in particular in connection
with the efforts to raise employment and growth performance as part of the Lisbon strategy the European Union adopted in
2001.

2 These incentive systems are being brought in line with EU requirements in the run-up to accession.
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2.3 Government Expenditures
Expenditure-to-GDP levels declined significantly in the early stages of transi-
tion, when the Central and Eastern European countries emerged from a posi-
tion of state dominance in the economy. However, since the mid-1990s the
share of government total expenditures in GDP broadly stagnated in the Central
and Eastern European EU acceding countries. Expenditure-to-GDP ratios were
particularly stable in the Central European countries. In the Czech Republic
they even displayed an upward trend. There was more volatility in the Baltic
countries, explained mainly by the effects of the Russian crisis, and in Bulgaria
and Romania. After having started to grow again after the Russian crisis, the
Baltic countries substantially reduced their total expenditure ratios as well as
their primary expenditure ratios.

When examining aggregate expenditure-to-GDP levels, the question arises
of where accession countries stand with respect to the size of government in the
European Union countries.1) According to Funck (2002), by 2000 the Central
and Eastern European EU accession countries� average of general government
expenditure as a percentage of GDP at 40.6%2) was on a par with the average of
EU cohesion countries and also with that of the OECD countries, but approx-
imately 5 percentage points lower than the EU average. Among Central and
Eastern European accession countries, there is considerable variation in the size
of the public sector. In 2001 the difference between Hungary and Lithuania, i.e.
the countries with the highest and the lowest expenditure ratios, was more than
15 percentage points of GDP (chart 3).

Compared with the EU average, public expenditure levels in most accession
countries appear to be rather high at first sight, considering that the size of gov-
ernment is positively related to GDP per capita (Wagner�s law)3) and that the
latter is significantly lower than the EU average in most accession countries.
However, chart 4 indicates that there is considerable variation in government
expenditures as a percentage of GDP for a given income level. This applies both
to accession countries and to the current EU members.

Based on the coefficients of Begg and Wyplosz (1999) and Martinez-Mongay
(2002)4) for the four variables described above, the European Commission
(2002) projects the size of government sectors in the Central and Eastern
European accession countries for 2000 by multiplying these coefficients with
the respective variables. It concludes that the actual size of the public sector
in Central and Eastern European accession countries is generally close to
the projected values, as a high degree of openness, low government debt
and a fairly high share of elderly people in the population are also responsible
for rather sizeable public sectors relative to GDP per capita. The deviation

1 The size of government may be measured either by the share of expenditures or of revenues in GDP.
2 These numbers, however, do not include spending outsourced from the scope of the budget in the form of implicit and con-

tingent liabilities, which softened budget constraints.
3 This law implies that public goods are luxury goods, with an income elasticity in excess of unity, at least over the range of per

capita incomes recently observed.
4 According to Begg and Wyplosz (1999), Martinez-Mongay (2002), Alesina and Wacziarg (1998) and Rodrik (1998), per

capita GDP is not the only determinant of the size of government; a number of other indicators are statistically significant
explanatory variables, such as trade openness, country size, government debt and demographic variables.
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between predicted and actual values is largest for Poland, where the actual
level of expenditure is more than 5 percentage points of GDP above the pre-
dicted one.

2.4 Expenditure Composition
The composition of spending (excluding interest payments) has changed mark-
edly over the past decade. The biggest changes regarded subsidies and capital
investment, which declined, and social expenditures, which gained in impor-
tance. In fact, social expenditure outlays have increased as a share of GDP in
almost all accession countries under review.

Public investment was sharply reduced in the early years of transition,
mainly for two reasons. First, ineffective projects, such as prestigious buildings,
were discontinued, thereby correcting the inefficiently high gross capital forma-
tion before the start of transition. Second, governments often decided to post-
pone useful investment projects to safeguard current expenditures, particularly
wages of government employees.

Although subsidies to enterprises, including tax arrears, tax exemptions and
soft guarantees, and to consumers have generally declined, they are still com-
paratively high in a number of accession countries. While transfers that promote
and facilitate restructuring can be appropriate, government financial assistance
is still used to finance current operations and losses, with the aim of sustaining
current employment.

Unemployment insurance schemes and several active labor market schemes
were implemented in the face of high and steadily growing unemployment
resulting from layoffs in the wake of enterprise restructuring. Spending related
to these policies increased sharply in the early years of transition in line with
the rise in the unemployment rate, but stabilized subsequently. A number of
countries also eased pension eligibility requirements to mitigate labor market
tensions in the initial phases of transition.

The disaggregation of expenditures by type and function provides detailed
insights into the share of particular categories in total expenditure. Although
labeling and definitions may be an issue in some cases, there appears to be con-
siderable variation of expenditures on certain items.

As table 4 shows, average spending in percent of GDP in the Central and
Eastern European accession countries has reached roughly the level of the
EU-15 average in the categories �other purchases of goods and services� and
�subsidies and other current transfers.� Capital expenditures are higher than
the EU-15 average, but lower than in cohesion countries. On the other hand,
spending on �wages and salaries� and �interest� are considerably below cohesion
country and EU-15 levels; �expenditures on goods and services� are slightly
below the level of cohesion countries.

Because they have an aging population, the long-term pressures for higher
spending on old-age pensions in the Central and Eastern European EU accession
countries are similar to those of the current EU member countries. However,
economic transformation has put pension systems under an additional strain. In
general, accession countries had inherited mature pay-as-you-go schemes with
defined benefits. Economic transition confronted these systems with pressures
on both the expenditure and the revenue side. Apart from early retirement pro-
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grams, disability pension schemes were used permissively to facilitate restruc-
turing and to mitigate its labor market effects. At the same time, contributions
have been shrinking because of the decline in labor force participation, the rise
in unemployment and the expansion of the informal sector. To contain the strain
on public finances, policymakers initially resorted mainly to parametric changes
of the pay-as-you-go systems. In addition, many countries introduced mixed
systems that contain funded components. In some cases, these components
are obligatory for younger and middle-aged employees, while in others they
are voluntary. In addition, a few countries also reformed their pay-as-you-go
systems further, in particular by moving from defined benefit to defined contri-
bution systems.

2.5 Public Debt
Public debt levels at the start of the transition still have a bearing on current
debt levels. Poland and Hungary, for example, started with high debt while
the Baltic countries had no debt at the outset of transition. However, fiscal
developments during the transition process, consolidation measures in the
banking sector, and privatization strategies have also been leaving an increasingly
important mark on debt levels.

Public sector indebtedness in most accession countries is far below the EU
reference value of 60% of GDP1) (table 1). However, it is worth paying atten-
tion to the fact that recently public debt ratios have started to increase in several
countries, such as the Czech Republic and Slovakia.

At a first glance, there is no reason to be concerned about public debt sus-
tainability in accession countries.2) On the basis of explicit government liabili-
ties, current fiscal policies do not appear to trigger disturbing debt dynamics
over the medium term: First, the outstanding public debt-to-GDP ratios are
low in most of the countries; second, with average real GDP growth anticipated
in the range of 4% to 5% over the medium term and privatization revenues due
to continue, public debt ratios are likely to be rather stable or even decline in
the case of moderate budget deficits.

It can be expected that countries with a comparatively low debt burden at
the outset can afford deviations from the government�s intertemporal solvency
condition for some time, particularly if borrowed resources are used to finance
public expenditures that improve the long-run growth potential of the economy.

However, if the implicit interest rate on public debt exceeds the growth rate
of GDP, the debt-to-GDP ratio will start rising unless the sum of the primary
surplus and the receipts from nondebt financing is sufficient to offset these
�intrinsic debt dynamics.� As Halpern et al. (2001) and the 2002 fiscal notifi-
cation data show, the interest rate/growth differential, in contrast to the pri-
mary balances, has mostly had a dampening effect on debt developments in

1 This seems to be consistent with their level of development (Halpern et al. 2001).
2 Considerations about the appropriateness of the fiscal position over the medium term are linked to the concept of public debt

sustainability. The analysis of public debt sustainability typically determines the primary fiscal balance in percent of GDP
that is required to achieve a stable debt-to-GDP ratio. The comparison of the actual primary balance with the primary
balance that would stabilize the ratio of debt to GDP at the current level provides a simple indication of the sustainability
of a country�s fiscal strategy. The difference is a measure of the additional �fiscal effort� needed to stabilize the debt ratio that
is determined by the level of debt, the interest rate, and the growth rate of GDP and the actual primary balance.
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the accession countries in recent years (table 5). Primary balances had mixed
effects on debt dynamics, while privatization receipts resulted in a substantial
debt-dampening effect.

As privatization receipts will contract in the future, primary balances will
need to become tighter over time if debt dynamics are to be contained in the
medium to longer run. At the same time, interest rates on public debt are fall-
ing due to reduced risk premia, as a consequence of improving EU accession
prospects. Overall, continuous vigilance is needed to ensure that measures to
reverse any adverse trend are put in place before debt ratios reach levels that
may have a relevant impact on credit ratings and risk premia.

Finally, even if fiscal plans do not give any apparent cause for concern for the
medium-term dynamics of public debt, current policies may still be inconsistent
with long-term debt sustainability. A long-term analysis of revenue and spend-
ing trends under current policies would be required to examine this issue
further.

In this context, it makes sense to recall the experiences of the countries that
joined the EU in the 1980s. Some of them entered with very low debt levels, a
negative interest/growth rate differential that was reversed subsequently, and
insufficient primary surpluses or even primary deficits. Portugal, Spain and
Greece posted quite low public debt-to-GDP ratios at the beginning of the
1980s, respectively 32%, 17% and 24%. In all three countries, however, the
debt ratio skyrocketed in the course of that decade and in the early 1990s. It
eventually peaked at 111% in Greece in 1995, at about 67% in Spain in 1997
and at roughly 64% in Portugal in 1995. High implicit interest rates on public
debt and shrinking GDP growth rates produced a snowball effect which could
not be compensated by adequate primary surpluses or which was even exacer-
bated through primary deficits. This highlights the vital importance of timely
corrective action.

2.6 Interrelations between the Fiscal Position and the External Position
The interrelation between fiscal and external developments is of utmost impor-
tance for the Central and Eastern European countries, as it is for other emerg-
ing market economies. For these economies, high current account deficits are
generally considered to represent a risk to macroeconomic stability. In a recent
empirical investigation on early warning signals for currency crises with a sam-
ple of 12 Central and Eastern European countries, Schardax (2002) confirms
this view, identifying the external balance as an empirically relevant variable
for the prediction of currency crises. As the so-called �twin deficit hypothesis�
postulates a relationship between fiscal deficits and current account deficits, fis-
cal prudence would contribute to macroeconomic stability. However, the
empirical evidence for this hypothesis is rather mixed. For the 1990s, Fidrmuc
(2002) finds empirical support for the twin deficit hypothesis only in a limited
number of accession country cases.

According to our estimates of the relationship between fiscal deficits and
current account deficits in the Central and Eastern European accession coun-
tries in recent years, fiscal deficits did not seem to have much impact on exter-
nal balances in the period 1995 to 2001 (table 6 and table 7). However, the
results have to be interpreted with caution. One should be especially prudent
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in drawing policy conclusions from the findings, not the least because the
empirical evidence is not uniform. There is evidence for several accession
countries, in particular Estonia, Latvia and Hungary, that domestic demand
developments turn up in the current account rather than in inflation devel-
opments (Bitans, 2002; Lepik, 2002). This general finding should also hold
for fiscal impulses, as they can affect domestic demand substantially, in partic-
ular if the government sector is relatively large compared to other countries
whose level of economic development is similar to that of most accession
countries.

3 Fiscal Challenges for Central and Eastern European
EU Accession Countries

The fiscal challenges for Central and Eastern European EU accession countries
in the short term and in particular in the medium term are closely related to EU
accession, especially in two key respects.

First, accession will imply participation in the economic and fiscal policy
coordination and surveillance framework of the European Union.1) In essence,
this implies that accession countries will have to avoid excessive deficits, i.e.
keep or reduce public sector deficits to below 3% of GDP upon EU accession.
Subsequently, further progress has to be made to ensure that actual deficits
remain below the 3% threshold also in times of �normal� economic downturns.

For accession countries which intend to or are considering introducing
the euro fairly soon after EU accession, fiscal issues are becoming particularly
critical, not only because of the fulfillment of the Maastricht fiscal criteria,
but also because of the much more stringent mechanisms to enforce compliance
with fiscal rules for euro area participants.

Second, EU membership entails not only new fiscal policy rules, but also has
important direct and indirect effects on the fiscal positions of accession coun-
tries. Backe« (2002) explores this issue in detail and concludes that in the short
run membership in the European Union will presumably add, to some extent,
to the fiscal strains on accession countries, mainly due to additional expendi-
tures, such as contributions to the EU budget and possibly cofinancing of EU
structural operations (table 8). In the medium run, as the positive growth
effects of EU membership kick in, the overall impact on the accession countries�
fiscal accounts can be expected to be broadly neutral or slightly positive. Some
uncertainty prevails, though, on the magnitude of several individual effects, in
particular on future public investment needs.

3.1 Fiscal Consolidation in the Medium Term: Selected Key Issues
Assessing the size of the medium-term fiscal consolidation that is needed,
against this backdrop, in individual accession countries is an extremely challeng-
ing undertaking. Apart from the direct and indirect effects of EU accession on
public finances, the consolidation magnitude obviously also depends on the
present size of fiscal imbalances, on the one-off measures affecting the 2002

1 The discussion in this section is based on the assumption that the essence of the current fiscal policy architecture in the EU
remains in place without fundamental changes and will be applied in comparable ways to all EU Member States, both incum-
bents and newly acceding countries.
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budgets, on the extent to which the fiscal accounts are already compatible with
ESA 95 and on the sensitivity of budget balances to changes in GDP growth.

The prospective need to move towards a fiscal position which would allow
keeping the public sector deficit below 3% of GDP in times of below-potential
growth raises the issue of cyclically adjusted balances. GDP growth rates in most
Central and Eastern European EU accession countries have been considerably
more volatile than in most EU countries. At first sight, this might seem to imply
that Central and Eastern European accession countries should aim to move to
fairly ambitious cyclically adjusted budget positions upon EU accession, though
this may be difficult to reconcile with spending pressures resulting from EU
accession, at least over the next few years.

However, a number of caveats have to be made on such a line of reasoning. In
particular, it is doubtful whether one can draw any conclusions from past swings
in GDP growth for the magnitude of future business cycles in these countries.
After all, past volatility in GDP growth in the Central and Eastern European
accession countries has, to a large extent, not been related to typical cyclical
fluctuations, but rather to the effects and aftereffects of transformation and
to one-time shocks which are unlikely to repeat themselves in a similar fashion
(e.g. the Russian crisis). Moreover, the removal of structural weaknesses,
increased trade integration with the EU and rising shares of intraindustry trade
should contribute to less GDP growth volatility in the future.

Fiscal policymakers in Central and Eastern European accession countries are
aware of the medium-term challenges. In the context of the preaccession eco-
nomic policy dialogue with the European Union, the accession countries tabled
Pre-Accession Economic Programmes (PEPs) in 2001 and in 2002, which
include medium-term fiscal projections. Table 1 shows the key figures of the
fiscal projections of the 2002 PEPs.

A comparative analysis of the medium-term fiscal frameworks of the ten
Central and Eastern European EU accession countries shows, by and large,
an overall picture of fiscal restraint and consolidation. Countries with modest
deficits intend to preserve their positions or even to improve to full balance,
while most countries which are currently recording higher deficits intend to
reduce their deficits substantially by 2005. As a consequence, the highly diver-
gent budget balance figures are set to become much more similar by the middle
of the decade, falling mostly into the moderate deficit range.

There are some qualifications to this general assessment. The Czech
Republic constitutes an exception to a certain extent, as it aims only at a mod-
erate reduction of relatively high deficits. Poland�s program appears to be some-
what backloaded, as the country intends to consolidate substantially only
towards the end of the framework period. Latvia�s deficit is to rise in 2003,
and consolidation will set in only in the two years thereafter, resulting in a
somewhat higher — although still relatively moderate — deficit-to-GDP ratio
in 2005 compared to 2001 and 2002. In these three country cases, the lower
degree of ambition is also reflected in rising public debt-to-GDP levels, a
feature which also holds true, to some extent, for Romania. All other countries
are aiming at a stabilization or reduction of public debt-to-GDP ratios, with
Bulgaria targeting a particularly pronounced decrease.
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Under the PEPs, improvements in budget balances are to be achieved
through reductions in the expenditure-to-GDP ratios; in fact, these ratios are
to be decreased even further than budget deficits, since revenue-to-GDP ratios
are also projected to fall to some extent in most countries, with the exception
of the Czech Republic, as a result of tax reforms and, in some cases, reductions
in social security contributions. However, it is doubtful whether it is optimal or
even feasible in the accession countries� specific setting to constrain expendi-
tures so forcefully that deficit targets can be achieved alongside with lower rev-
enues relative to GDP, especially considering that these countries have posted
stagnant revenue-to-GDP ratios in recent years. This issue would deserve fur-
ther examination and assessment on a case-by-case basis.

How do accession countries intend to achieve their expenditure-side
restructuring targets? A closer look at the planned changes in some important
expenditure categories shows remarkable differences among individual consol-
idation strategies (table 9).

Public investment expenditures are to be reduced substantially in Hungary,
Poland and Slovakia. In particular, Poland and Slovakia�s public investments are
to be reduced to very low levels (2.5% and 2.2% of GDP, respectively, in
2005), creating doubts about whether such cuts can be fully sustained in the
accession and catching-up context. Slovenia does not intend to cut public sector
gross fixed capital formation, but expenditures in this area remain low at around
2.5% of GDP a year in the years up to 2005. On the other hand, public invest-
ment expenditures relative to GDP are projected to remain comparatively high
in the Czech Republic (4.7% of GDP in 2005) and marginally lower in Estonia
(4.3% of GDP). This may raise the question of whether spending plans in this
area would deserve to be reviewed for potential savings in the Czech Republic
to contribute to a more forceful fiscal consolidation, alongside more ambitious
cuts in current expenditures.

Subsidies as a percentage of GDP are projected to fall in Bulgaria, the Czech
Republic and Hungary, thereby contributing to consolidation, while reductions
in other countries will be minor. Nevertheless, subsidies in Hungary remain rel-
atively high. The same is true for Poland, and much more so for the Czech
Republic, the latter presumably reflecting transfers to the Czech Consolidation
Agency, which handles the bad debts that were removed from the banking sys-
tem in the course of the consolidation of that sector. It should be further
explored to what extent subsidies are related to compensation of enterprises
for keeping energy prices for households below cost recovery levels. There is
a clear case for removing such price caps as soon as possible, not only for fiscal
reasons. More generally, in as far as subsidies reflect deficits in restructuring,
further progress would not only help the fiscal stance but also foster the com-
petitive position of accession countries, in particular on the EU internal market.
Furthermore, it should be noted that EU competition and state aid policies will
put further constraints on subsidies to enterprises, which may also have some
dampening effects on public spending in that area. The estimates presented
in Kopits and Sze«kely (2002) as well as Backe« (2002, table 8) suggest that
reduced spending in the area of production subsidies can contribute substan-
tially to fiscal consolidation in most Central and Eastern European accession
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countries, provided that the respective reforms and restructuring measures are
taken.1)

Social and welfare expenditures vary considerably in size among the Central
and Eastern European accession countries, being much larger in Central Europe
than in Baltic and Southeastern European countries. This is mainly due to differ-
ent levels of social transfers and benefits, which currently range from 11% to
27% of GDP in the Central and Eastern European EU accession countries.
Poland is the only country which explicitly targets a tangible reduction of over-
all social and welfare expenditures relative to GDP from a high initial level,
which is apparently to be achieved by keeping real growth of such expenditures
below real GDP growth. However, most of the adjustment is to be made only in
2004 and 2005. About half of the savings are expected to materialize in the area
of pension payments. Hungary and Slovenia are targeting more modest reduc-
tions of expenditure-to-GDP ratios in the area of social transfers and benefits,
by reducing spending on �social benefits other than transfers in kind.� It should
be noted, however, that social spending was substantially increased in Hungary
from 2001 to 2002, so that the ratio of social expenditure to GDP will actually
be higher by 2 percentage points in 2005 than it was in 2001. In Slovakia, social
expenditures are to increase relative to GDP until 2003 before declining again,
so that spending in 2005 will be marginally lower in 2005 than in 2002. The
other Central and Eastern European EU accession countries aim at broadly
unchanged social expenditures relative to GDP between 2002 and 2005.

Information about the development of health care expenditures, a key com-
ponent of social and welfare spending, is limited in the PEPs. For countries
where it is available, expenditure-to-GDP ratios are to remain stable until
2005. In general, room for reducing health expenditure-to-GDP ratios appears
to be limited indeed, given that (public and private) health care expenditures in
accession countries are at about the same levels as in cohesion countries. The
challenge appears to ensure full sustainability of the public expenditure contain-
ment that has been achieved in recent years in most accession countries, while
raising the quality of services in this area. There may be room for further private
involvement in health care expenditures, but steps into that direction are not
expected to produce any major short- or medium-term savings.

The intended reshuffling of the expenditure side of Central and Eastern
European budgets cannot spare social and welfare expenditures. In particular
countries which have to lower their deficits substantially need to tackle social
and welfare expenditure issues. In principle, this can be done in four ways. First,
specific categories of social and welfare measures can be phased out. However,
such steps would have to be taken with great circumspection, considering the
poverty effects they could have in a general setting in which income inequality
is already high. Second, social transfers could be targeted more specifically to
the most vulnerable segments of society. The extent to which this is feasible
depends on administrative implementation capacities for such schemes and
the opportunity costs involved, given the high demands on many segments of
the public administration in the context of EU accession. Third, existing regu-

1 However, net savings would be lower if such reforms were flanked by specific social measures to dampen the impact on the most
affected segments of the population.
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lations could be applied more rigidly, especially in the area of pension systems,
i.e. the effective retirement age could be raised to be more closely in line with
the statutory retirement age, although rising unemployment may offset some of
the net effects of such a policy. Fourth, real growth of social and welfare expen-
ditures could be kept below real GDP growth. After successful disinflation in
most accession countries, it may become easier to resist (quasi-)automatic
indexation pressures in a number of subcategories of social and welfare spend-
ing. Eventually and most generally, the scope for spending restraint in the area
of social expenditures depends on the societies� preferences regarding the size
of the welfare state. In this respect, it appears that there is a pronounced desire,
in particular in Central European countries, for a strong welfare state, which
cannot be entirely disregarded when designing fiscal consolidation strategies.

All Central and Eastern European accession countries, with the exception of
Lithuania, are targeting a reduction of public consumption-to-GDP ratios dur-
ing the period 2002 to 2005. However, the degree of cutbacks is different, rang-
ing from 0.2 percentage point in the case of the Czech Republic to 2.1 percent-
age points for Slovakia. However, information in the PEPs about specific steps
to contain public consumption expenditures is limited. This is particularly true
of one key component of public consumption, namely public sector wage tra-
jectories, an issue only a few PEPs touch upon. The Hungarian PEP gives an
account of a considerable increase in the ratio of public sector wages and salaries
to GDP from 2001 to 2002, reflecting substantial pay raises for employees in
the public sector during the course of 2002, while the Slovak and the Bulgarian
PEPs indicate the intention to reverse the current upward trend of the ratio of
public sector wages and salaries to GDP in 2003 and 2004.

According to Funck (2002), staff levels in the public administration are
lower in the Central and Eastern European accession countries than in cohesion
countries and the EU as a whole, while employment in the areas of education
and health is larger. Thus, lower spending on wages and salaries in the accession
countries seems to be due mainly to markedly higher differences between public
sector and private sector wages in the accession countries than in the EU. This
situation appears to be unsustainable over the long run, which is underlined by
recent public sector wage hikes in some accession countries as well as intentions
to raise the relative wages of health sector employees, as documented in several
PEPs. Furthermore, the scope for net reductions in staffing does not seem to be
overly large, not the least because of further improvements in the capacity to
apply, implement and enforce the acquis communautaire. All this suggests that
the share of the wage bill in total expenditures will increase rather than
decrease. Public sector wage moderation and reduction in public sector employ-
ment may, in theory, be an effective tool to achieve consolidation,1) but in the
Central and Eastern European setting, this does not seem to be a major feasible
tool for achieving a lasting improvement in public sector balances.

Turning to the ratio of interest payments to GDP, the individual PEPs sketch
different trajectories. The Hungarian and the Romanian PEP, in particular,
expect a substantial contribution to consolidation from decreasing interest pay-
ments-to-GDP ratios. In these two cases, this ratio is projected to fall by 0.6

1 See the illustrations Christou and Daseking (2002) provide for Poland.

Fiscal Developments

in Central and Eastern European

EU Accession Countries

Focus on Transition 1/2003 97�



percentage point and 0.9 percentage point from 2002 to 2005. At the other end
of the spectrum, the Czech and the Polish PEPs project increasing interest pay-
ments-to-GDP ratios, namely +0.3 percentage point for the Czech Republic
and +0.4 percentage point for Poland. This suggests that consolidation perspec-
tives are determined, to a tangible extent, by this expenditure category for a
number of accession countries.

3.2 Medium-Term Fiscal Strategies: Drawbacks and Risks
The fiscal strategies laid out in the PEPs have several drawbacks. Furthermore,
achieving medium-term targets is subject to some risks.

Several PEPs are not very explicit on the concrete measures to be taken to
restructure the expenditure side of public finances. Also, the fiscal implications
of intended structural reforms are not always clearly spelled out. In some cases,
the link between the fiscal framework and structural reforms is rather tenuous.1)
Moreover, to some extent recent events seem to have overtaken the fiscal strat-
egies laid out in some PEPs.2) Besides, fiscal targets for 2002 may not be within
reach in some countries; independent observers expect overruns e.g. in
Hungary and Slovakia.

Comparing the 2001 and the 2002 PEPs highlights a particular problem: A
number of accession countries have adjusted their consolidation trajectories by
shifting them into the future. Deficit and expenditure containment in 2001 and
2002 has not advanced as quickly as planned. In fact, both deficit and expendi-
ture-to-GDP ratios have been increasing in the majority of Central and Eastern
European accession countries from 2001 to 2002. While this appears to reflect
cyclical developments, structural balances have hardly improved in most coun-
tries and have even worsened in a few cases as a result of discretionary measures.
In addition, there are some signs that in some accession countries the imple-
mentation of fiscal consolidation measures will not be at the forefront of policy-
making in the first half of 2003 in order to not endanger positive outcomes of
EU accession referenda. While this approach has political logic, it may lead to a
compression of fiscal consolidation into a rather short time span, in particular
for countries that are currently recording comparatively high imbalances.

The PEPs of Central and Eastern European accession countries envisage an
increase of growth rates in 2004 and 2005. This raises the issue of the contri-
bution of cyclical versus structural factors to the targeted improvement of
budget balances, which is explicitly traced in several PEPs. In Slovakia, the
improvement of the budget balance (in GFS 86 terms) by 3.3 percentage points
of GDP from 2002 to 2005 is to stem from an improvement of the cyclically
adjusted primary balance by 2 percentage points, while the cyclical component
is to improve by 1 percentage point and the interest rate component by 0.3 per-
centage point. In Poland, the planned improvement of 1.9 percentage points
between 2002 and 2005 can be decomposed into an improvement of the cycli-
cally adjusted balance by 1� percentage points, of the cyclical component by
about 1 percentage point and by a limited negative contribution of the interest
rate component. In the Czech Republic, the cyclically adjusted primary deficit

1 The impact of pension reform on the budget position in Estonia constitutes a notable exception.
2 Such as the Ko�odko plan in Poland or the newly formed government in Slovakia.
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is to be reduced from 4.8% of GDP in 2002 to 3.7% of GDP in 2005, while the
cyclical component will improve only marginally and the interest rate compo-
nent will display a moderate negative contribution, yielding a reduction of the
actual (headline) deficit from 6.4% of GDP in 2002 to 5.5% of GDP in 2005. In
Slovenia, the cyclically adjusted balance is to fall from —1.3% of GDP in 2002 to
—0.9% of GDP in 2005, while the actual balance is to improve from —1.8% of
GDP in 2003 to —0.8% of GDP in 2005.

This discussion points at one distinct risk that fiscal strategies of all countries
face, namely future GDP growth performance. This risk is mostly downside, as
the growth trajectories in the PEPs appeared to be rather optimistic already
shortly after these programs were released. While lower growth will certainly
imply widening deficits, the extent of this cycle-related worsening cannot be
estimated easily.

Another risk relates to the issue of whether the completion of transition will
lead to substantial additional expenditures which have not yet been taken into
consideration in fiscal projections, especially in banking sector and enterprise
sector restructuring.

The restructuring of banks in difficulties represented a heavy drain on public
funds in several Central and Eastern European accession countries, most notably
Bulgaria, the Czech Republic and Slovakia. Tang et al. (2000) estimate the
cumulative fiscal cost of bank restructuring between 1991 and 1998 at
41.6% of GDP in Bulgaria and 25.4% for the Czech Republic. As bank restruc-
turing has taken place only very recently in Slovakia, comparable estimates for
this country are not available, but Reininger and Schardax (2001) conclude that
bank restructuring costs in Slovakia were among the highest in the region.

However, as of 2001 Central and Eastern European banking sectors have
largely been in private hands and — with the exception of Slovenia — are mostly
foreign owned. This significantly reduces the likelihood and scope for further
bailouts. In Slovenia the share in total bank assets of majority foreign-owned
banks was below 10% at the end of 2001, whereas in all other countries this
figure amounted to at least 55%. As a result, bank restructuring costs are only
explicitly accounted for as budgetary items in the PEPs of the Czech Republic
and Slovakia for the period 2001—05. In both countries this position is expected
to peak in 2002, at approximately 3.5% of GDP in the Czech Republic and at
3% of GDP in Slovakia.

All in all, this indicates that the fiscal risks resulting from potential future
banking sector weaknesses appear to be contained rather well and that transi-
tion-related costs that have already been incurred in this area will decrease in
the future. This view is also shared by Pelkmans et al. (2000), who find that
the potential for hidden liabilities in the banking systems of candidate countries
is not large.

The restructuring of industry in Central and Eastern European accession
countries is generally well advanced, but progress to date is not even across
countries and sectors. In some accession countries coal mines, steel works, rail-
ways and some public utilities still receive government aid to facilitate restruc-
turing or to cover operating losses. The subsidies to coal mines in Poland stand
out. According to Funck (2002), the fiscal costs for severance payments and the
closure of coal mines amounted to 1.3% of 1998 GDP for a four-year (1998 to
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2002) downsizing program. Although the program resulted in a strong reduc-
tion of the drain on public funds, a recent evaluation concluded that further
assistance will be needed to prepare the mines for privatization.

Railroads are generally in poor financial shape throughout the region. The
reduction of the output of transport-intensive heavy industries and stronger
competition from other modes of transport caused a sharp fall in the demand
for rail transport. In combination with falling labor productivity and insufficient
price increases, the financial difficulties of railroads have increased. As railroads
in the accession countries are generally in a poor state, the commitment of
funds to this sector will presumably continue in the near future.

A further issue that is closely associated with structural change, especially in
the industrial sector, is the granting of state guarantees. In a few countries, the
total volume of these guarantees has achieved considerable dimensions. This
constitutes a certain risk to fiscal consolidation, especially in cases where guar-
antees have been issued in a permissive manner, with the aim of alleviating the
immediate effects of the restructuring process.

Losses of state-owned public utility companies are still a major issue in
Romania. This issue is less relevant in magnitude for the other accession coun-
tries which have advanced further than Romania with price adjustment to cost
recovery levels. But even these countries have room to reduce subsidies.

Overall, fiscal risks resulting from unanticipated enterprise restructuring
appear to be relatively contained, provided that current restructuring plans
are reasonably successful and that administered prices, in particular energy pri-
ces for households, are set by independent regulatory authorities.

A further potential risk relates to fiscal decentralization, if such measures
are not accompanied by strict regulations that ensure expenditure controls
and ceilings on borrowing for regional and local governments. Christou and
Daseking (2002) argue that the degree of fiscal decentralization is fairly pro-
nounced in Hungary, the Czech Republic and Poland, judging from the share
of local government in overall public sector spending. The issue is also addressed
in Slovakia�s 2002 PEP.1)

4 Conclusion
The challenges the Central and Eastern European economies face have become
increasingly similar to those faced by policymakers in the European Union and
other economic areas. In the coming years the control of overall government
expenditure levels will be essential to avoid excessive deficits, to restructure
and reform tax systems to reduce incentives for tax evasion and avoidance,
and to improve the quality and efficiency of government. It will also be neces-
sary to implement reforms of public administration related to EU accession,
namely to acquis implementation and to appropriate policies to spur private
sector development and productivity growth.

Central and Eastern European accession countries will experience fiscal
challenges in the near and medium run which are associated with the accession
to the European Union and, in a few cases, still with the completion of tran-

1 An assessment of how effective the current budget surveillance mechanisms for regional and local governments are in the
accession countries would go beyond the scope of this overview paper.
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sition. EU accession will very likely add to the fiscal strains of accession coun-
tries in the short run, while being broadly neutral or slightly positive in the
medium run.

Fiscal pressures are particularly pronounced for those countries which are
currently recording substantial fiscal imbalances. Consolidation in these coun-
tries will be especially challenging, because it will involve cuts in welfare and
social security expenditures. Furthermore, subsidies should be cut further and
purchases of goods and services should be more tightly controlled. At the
same time, there appears to be little or no room for saving on the public sector
wage bill and on capital expenditures in most Central and Eastern European
accession countries.

The general orientation of medium-term fiscal policies, namely reducing or
containing deficits by trimming the expenditures-to-GDP ratio is highly ade-
quate. However, whether expenditures should be cut to achieve deficit targets
alongside lower revenue ratios, and to what extent, is open to question and has
to be judged for each country individually.

Policymakers in Central and Eastern Europe are largely aware of the chal-
lenges and are apparently beginning to live up to them. However, greater
ambition in some cases and, in most instances, more concrete policy action,
including clear timetables for the implementation of fiscal measures, are needed
to secure improvements of structural primary balances. The return to growth
rates close to potential and lower interest rates resulting from disinflation and
lower EU accession-related risk premia would not suffice in most cases to
achieve or even maintain sound fiscal positions.
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Annex

Table 1

Fiscal Indicators (ESA95)

Bulgaria Czech
Republic

Estonia Hungary Latvia Lithuania Poland Romania Slovak
Republic

Slovenia Baltic
countries
average

CECs
average

SECs
average

Expressed as a percentage of GDP

Central
government
budget deficit
1997 � 0.3 � 2.7 2.0 � 6.8 1.8 � 1.1 � 4.3 � 4.5 � 5.7 � 1.2 0.9 � 4.10 � 2.4
1998 1.3 � 4.5 � 0.4 � 8.0 � 0.7 � 3.1 � 2.3 � 3.2 � 4.7 � 2.3 � 1.4 � 4.40 � 1.0
1999 0.2 � 3.2 � 4.0 � 5.3 � 5.3 � 5.6 � 1.5 � 4.5 � 6.4 � 2.2 � 5.0 � 3.70 � 2.2
2000 � 0.6 � 3.3 � 0.4 � 3.0 � 2.7 � 2.7 � 1.8 � 4.5 � 12.7 � 3.2 � 1.9 � 4.80 � 2.6
2001 1.7 � 5.5 0.2 � 4.1 � 1.6 � 1.9 � 3.9 � 3.4 � 5.6 � 2.5 � 1.1 � 4.30 � 0.9
2002 � 0.8 � 6.4 � 0.2 � 5.7 � 1.8 � 1.9 � 4.1 � 2.7 � 4.6 � 1.8 � 1.3 � 4.50 � 1.8
2003 � 0.7 � 6.0 0.0 � 4.5 � 2.5 � 1.7 � 3.6 � 2.4 � 4.1 � 1.3 � 1.4 � 3.90 � 1.6
2004 � 0.5 � 5.7 0.0 � 3.0 � 2.2 � 1.6 � 3.3 � 2.4 � 3.1 � 1.0 � 1.3 � 3.20 � 1.5
2005 0.0 � 5.5 0.0 � 2.5 � 2.0 � 1.5 � 2.2 � 2.4 � 2.6 � 0.8 � 1.2 � 2.70 � 1.2

Primary
budget
balances
1997 8.1 � 1.4 2.5 3.5 . . � 0.3 � 1.6 � 0.7 � 3.5 . . 1.1 � 0.80 . .
1998 5.5 � 3.2 0.1 0 0.2 � 2.2 � 0.2 1.1 � 2.3 � 0.2 � 0.6 � 1.20 3.3
1999 3.9 � 2.1 � 3.6 2.4 � 4.5 � 4.1 0.6 0.9 � 3.2 0.2 � 4.1 � 0.40 2.4
2000 3.4 � 2.3 0.0 2.7 � 1.6 � 0.9 0.5 � 0.1 � 9.6 � 0.9 � 0.8 � 1.90 1.7
2001 5.4 � 4.3 0.5 0.9 � 0.5 0.6 � 1.0 0.7 � 1.8 � 0.2 0.2 � 1.30 3.1
2002 2.3 � 4.9 0.1 � 1.9 � 1.0 � 0.4 � 0.7 0.9 � 2.5 0.1 � 0.4 � 2.00 1.6
2003 2.3 � 4.6 0.3 � 0.8 � 1.6 � 0.2 � 0.2 0.7 � 0.9 0.4 � 0.5 � 1.20 1.5
2004 2.8 � 4.1 0.3 0.5 � 1.3 � 0.1 0.2 0.5 0.0 0.5 � 0.4 � 0.60 1.7
2005 3.2 � 3.6 0.3 0.7 � 1.1 0.0 1.5 0.2 0.4 0.9 � 0.3 0.00 1.7

Interest
expenditures
1997 8.4 1.3 0.5 10.3 . . 0.8 2.7 3.8 2.2 . . 0.7 4.10 . .
1998 4.2 1.3 0.5 8.0 0.9 0.9 2.1 4.3 2.4 2.1 0.8 3.20 4.3
1999 3.7 1.1 0.4 7.7 0.8 1.5 2.1 5.4 3.2 2.4 0.9 3.30 4.6
2000 4.0 1.0 0.4 5.7 1.1 1.8 2.3 4.4 3.1 2.3 1.1 2.90 4.2
2001 3.7 1.2 0.3 5.0 1.1 2.5 2.9 4.1 3.8 2.3 1.3 3.00 3.9
2002 3.1 1.5 0.3 3.8 0.8 1.5 3.4 3.6 2.1 1.9 0.9 2.50 3.4
2003 3.0 1.4 0.3 3.7 0.9 1.5 3.4 3.1 3.2 1.7 0.9 2.70 3.1
2004 3.3 1.6 0.3 3.5 0.9 1.5 3.5 2.9 3.1 1.5 0.9 2.60 3.1
2005 3.2 1.9 0.3 3.2 0.9 1.5 3.7 2.6 3.0 1.7 0.9 2.70 2.9

General
government
debt
1997 105.1 13.0 6.9 64.2 . . 15.7 46.9 16.5 29.7 . . 11.3 38.50 . .
1998 79.6 13.7 6.0 61.9 10.6 17.1 41.6 18.0 28.9 25.1 11.2 34.24 48.8
1999 79.3 14.5 6.5 61.0 13.7 23.0 42.7 24.0 40.2 26.4 14.4 37.00 51.7
2000 73.6 17.0 5.1 55.4 13.9 24.0 38.7 24.0 45.2 27.6 14.3 36.78 48.8
2001 66.3 23.7 4.8 53.1 16.0 23.1 39.3 23.3 44.1 27.5 14.6 37.50 44.8
2002 58.1 25.6 4.4 52.9 16.8 23.6 43.3 24.6 39.3 27.9 14.9 37.80 41.4
2003 53.9 27.6 4.2 52.4 18.0 23.6 45.2 24.9 38.9 26.1 15.3 38.00 39.4
2004 50.2 31.3 3.9 51.4 18.6 23.4 46.0 26.4 38.8 25.2 15.3 38.50 38.3
2005 46.3 34.7 3.7 50.0 18.0 23.1 45.6 26.0 38.1 24.4 14.9 38.60 36.2

Source: 2002 Notification: data from 1997—2001 (Eurostat). PEPs 2002: data from 2002—2005, OeNB.
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Table 2

Structure of General Government Revenue as a Share of GDP

Countries Bulgaria Czech
Republic

Estonia Hungary Lithuania Latvia Poland Romania Slovenia Slovak
Republic

Latest available year 2000 2001 2001 2001 2000 2001 1999 2001 2001 2000

%

Current revenue 40.0 39.5 35.1 44.3 30.4 33.4 40.3 31.9 42.6 36.2
Tax 31.5 36.4 31.6 38.4 28.5 30.6 33.8 29.9 39.5 32.4
Personal income tax 4.3 4.8 7.4 7.4 7.8 6.0 5.3 3.3 6.4 3.6
Corporate income tax 2.9 4.3 0.8 2.4 0.7 2.1 2.6 2.2 1.5 3.0
Social security 8.8 14.7 10.0 12.6 7.1 10.1 11.3 11.6 13.7 11.2
Property tax 0.0 0.5 0.5 0.5 0.6 1.0 1.1 0.0 0.7 0.6
Indirect tax 15.5 12.0 12.9 15.3 11.7 11.4 13.2 12.7 15.4 13.0

Source: OeNB, Eurostat, IMF.

Table 3

Personal Income Tax, Corporate Income Tax and Value Added Tax

(1999 to 2000)

A. Main elements of the personal income tax system in selected Central European accession countries

Number of
tax schedules

Marginal tax rate Treatment of interest income Treatment
of dividends

Interest
on loans for
owner-occu-
pied housing

Lowest Highest Bank
deposits

Government
bonds

%

Czech Republic 5 15 40 15 Exempt 15 Taxed
Hungary 3 20 40 Exempt Exempt 20, 35 Deductible
Poland 3 19 40 Exempt Exempt 20 Taxed
Slovak Republic 6 15 42 15 Exempt 15 Taxed
Slovenia 6 17 50 Exempt Exempt 25 Taxed

B. Corporate tax rates and value-added tax rates in selected Central and European accession countries

Corporate
income tax

Value added tax rates

Lower Standard

%

Czech Republic 31 5 22
Hungary 18 12 25
Poland 30 3; 7 22
Slovak Republic 29 10 23
Slovenia 20 5 20

Source: Christou and Daseking (2002).
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Table 4

General Government Expenditures by Economic Type, 1997 to 2000

Revenues
and grants

Total
expenditures

Current
expenditures

Expenditures
or goods
and services

Wages
and salaries

Other
purchases of
goods and
services

Interest
expenditures

Subsidies
and other
current
transfers

Capital
expenditures

in % of GDP

Bulgaria 39.3 39.2 35.1 . . . . . . . . . . 4.1
Czech Republic 39.4 42.3 36.8 8.5 3.6 4.9 1.1 27.2 5.5
Estonia 37.8 38.6 34.5 18.8 6.1 12.6 0.4 15.2 4.1
Hungary 46.2 50.8 44.7 17.8 7.4 7.3 7.8 19.1 6.1
Latvia 40.5 41.6 38.4 17.3 7.5 8.3 0.9 19.5 3.7
Lithuania 31.3 34.5 30.7 15.8 . . . . . . . . 3.7
Poland 40.8 43.6 40.2 15.8 7.3 8.5 3.3 21.2 3.3
Romania 33.9 38.0 33.9 . . . . . . . . . . 4.1
Slovak Republic 38.2 41.7 36.0 10.5 5.4 5.1 2.8 22.8 5.6
Slovenia 42.8 43.8 39.2 18.0 9.7 8.3 1.3 19.9 4.6

Av. CEEC 39.0 41.4 37 15.3 6.7 7.9 2.5 20.7 4.4
Av. EU-15 46.9 49.0 45 20.3 10.7 9.6 4.7 18.3 4.0
Av. Cohesion countries 40.1 42.5 37.3 16.7 11.3 5.4 5.3 13.7 5.2
Av. OECD . . 42.3 40.0 18.5 10.8 7.8 4.7 16.8 3.2
Av. OECD excluding
Continental Europe . . 34.7 32.6 16.9 9.6 7.3 3.8 11.6 3.4

Sources: UNECE, IMF, OECD, Funck (2002).

Table 5

Contribution to the Changes in the General Gross Debt Ratios (1998 to 2001)

Bulgaria Czech
Republic

Estonia Hungary Latvia2) Lithuania Poland Romania Slovakia Slovenia2)

Percentage points

Changes in debt � 38 10.8 � 2 �10.9 5.4 7 �6.4 6.8 15.2 2.4
Contribution of primary
balances �18.5 11.2 3 � 6.3 6.6 6.6 �0.4 � 1.4 16.9 0.9
Interest and nominal growth
contribution � 27 1.2 �0.8 � 5.2 �0.3 2.4 �7.6 � 7.7 1.9 �1.4
other contributions1) 7.6 � 1.5 �4.1 0.4 �0.9 �2.1 1.4 15.9 � 3.5 2.9

Source: 2002 Notification (Eurostat), OeNB.
1) Net acquisition of nominal assets, appreciation/depreciation of foreign currency debt and remaining statistical adjustment.
2) 1999 to 2001.
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Table 6

Impact of Fiscal Deficits on External Balances

Total panel (unbalanced) observations: 217
One-step weighting matrix
White Heteroskedasticity-Consistent Standard Errors and Covariance

Variable Coefficient Standard error t-Statistic Probability

C �2.596.730 0.347326 �7.476.356 0.0000
REALEXCH � 0.008505 0.001026 �8.286.328 0.0000
REL_GDP � 0.064513 0.083499 � 0.772622 0.4406
BU—BUDGETBU_SA � 0.492794 0.427156 �1.153.661 0.2500
CZ—BUDGETCZ_SA 0.278757 0.205590 1.355.886 0.1766
EE—BUDGETEE_SA � 0.251879 0.282533 � 0.891502 0.3737
HU—BUDGETHU_SA � 0.113362 0.081192 �1.396.216 0.1642
LA—BUDGETLA_SA � 0.494905 0.283035 �1.748.569 0.0819
LI—BUDGETLI_SA 0.009553 0.244034 0.039147 0.9688
PL—BUDGETPL_SA � 0.120809 0.219162 � 0.551231 0.5821
RO—BUDGETRO_SA 0.220337 0.162858 1.352.935 0.1776
SK—BUDGETSK_SA 0.840192 0.316762 2.652.443 0.0086
SL—BUDGETSL_SA � 0.315615 0.202296 �1.560.165 0.1203

Weighted statistics

R-squared 0.335933 Mean dependent variable —5.823.074
Adjusted R-squared 0.296870 S.D. dependent variable 4.080.646
S.E. of regression 3.421.738 Sum squared residual 2.388.491
Log likelihood �5.483.747 F-statistic 8.599.823
Durbin-Watson statistic 0.909356 Probability (F-statistic) 0.000000

Source: OeNB.
Note: The budget deficit as a percentage of GDP, the real effective exchange rate and the difference between real GDP growth in a particular accession
country and the euro area are regressed on the current account deficit as a percentage of GDP. In more than half of the countries, the coefficient for the
budget balance even has the opposite than expected sign and there is just one country (Slovakia) for which a statistically significant relationship between
fiscal and current account balances could be detected. The real effective exchange rate and the real GDP growth differential show the right signs, but
the growth differential is not significant. Using common coefficients for the budget variable produces very similar results. The coefficient of the budget
balance has the wrong sign, and is insignificant.

Table 7

Impacts of Fiscal Deficits on External Balances

Total panel (unbalanced) observations: 214
White Heteroskedasticity-Consistent Standard Errors and Covariance

Variable Coefficient Standard error t-Statistic Probability

0.035713 0.262782 0.135903 0.8920
D(REALEXCH) � 0.019362 0.024779 � 0.781410 0.4355
REL_GDP � 0.066451 0.112071 � 0.592941 0.5539
BUD(BUDGETBU_SA) � 0.122157 0.108994 �1.120.776 0.2637
CZ—D(BUDGETCZ_SA) 0.241961 0.084911 2.849.601 0.0048
EE—D(BUDGETEE_SA) � 0.123011 0.402819 � 0.305374 0.7604
HU—D(BUDGETHU_SA) � 0.254683 0.181840 �1.400.594 0.1629
LA—D(BUDGETLA_SA) 0.068351 0.200057 0.341656 0.7330
LI—D(BUDGETLI_SA) � 0.126563 0.296708 � 0.426556 0.6702
PL—D(BUDGETPL_SA) � 0.278847 0.243327 �1.145.976 0.2532
RO—D(BUDGETRO_SA) � 0.109723 0.266445 � 0.411806 0.6809
SK—D(BUDGETSK_SA) 0.685831 0.252057 2.720.932 0.0071
SL—D(BUDGETSL_SA) 0.228275 0.271315 0.841365 0.4011

R-squared 0.065718 Mean dependent variable —0.154085
Adjusted R-squared 0.009940 S.D. dependent variable 3.400.867
S.E. of regression 3.383.923 Sum squared residual 2.301.638
Log likelihood �5.578.207 F-statistic 1.178.203
Durbin-Watson statistic 2.613.080 Probability (F-statistic) 0.300748

Source: OeNB.
Note: In order to address the problem of nonstationary time series in the panel, the model was reestimated in first differences for budget and current
account balances. In general, the model�s explanatory power becomes very low in the first differences specification and the real exchange rate variable
becomes insignificant, too. Results for the fiscal variable are, however, rather similar to the specification in levels. The coefficient for the budget balance
for the Slovak Republic remains statistically significant, while the coefficient for the Czech Republic becomes significant. However, for most countries the
coefficients keep the �wrong� signs.
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Table 8

Fiscal Effects of EU Membership

Annual effects on the fiscal balance over the medium term following EU accession

% of GDP

Direct effects
Contribution to EU budget —1.0 to —1.2
EU structural operations —0.9 to +1.3
Infrastructure expenditure ?
Public administration reform and acquis implementation 0
Realignment of customs duties +0.2 to —0.5
Tax harmonization 0.5
Phase-out of production subsidies +0.2 to +2

Indirect effects
Positive growth effects + (—0 to +1?)
Structural reforms + (minor?)
Tax competition — (minor?)
Reduced risk premia + (anticipated?)

Source: OeNB.
Note: This table is largely based on an analytical framework proposed by Kopits and Sze«kely (2002).

Table 9

Fiscal Consolidation Strategies of Central and Eastern European EU Accession Countries:

A Comparative Perspective

Bulgaria Czech
Republic

Estonia Hungary Latvia Lithuania Poland Romania Slovakia Slovenia

Cumulative change in percentage points of GDP from 2002 to 2005

General government
level
Total receipts �2.8 �0.1 �1.4 �0.7 �3.0 �0.7 �0.6 �3.2 �2.5 �1.4
Total expenditures �3.5 �1.0 �1.6 �4.0 �2.8 �1.1 �2.5 �3.5 �5.2 �2.4
Budget balance 0.8 0.9 0.2 3.2 �0.2 0.4 1.9 0.3 2.6 1.0
Primary balance 0.9 1.3 0.2 2.6 �0.1 0.4 2.2 �0.7 2.9 0.8

Components
of revenues
Taxes �1.2 0.7 �0.9 �1.1 �1.5 �1.4 �1.2 1.4 1.0 �0.8
Social contributions 0.3 �0.1 �0.8 �0.2 �1.5 �0.4 �0.3 �1.3 0.3 �0.2
Other �2.0 �0.6 0.3 0.6 0.0 1.0 0.8 �3.3 �3.8 �0.5

Components
of expenditures
Collective consumption �0.8 �0.2 �1.6 �0.3 . . 1.1 �0.6 �0.8 �2.1 �0.7
Social transfers in kind 0.5 �0.2 �0.1 0.1 . . �0.2 �0.5 0.0 1.2 0.0
Social benefits other than
transfers in kind �0.6 0.0 �0.1 -0.9 . . �0.3 �1.4 �0.1 -1.4 �0.8
Interest 0.2 0.3 0.0 �0.6 . . 0.0 0.4 �0.9 0.9 �0.3
Subsidies �1.0 �0.6 0.0 �0.5 . . �0.1 �0.2 �0.2 0.2 �0.1
Gross fixed capital formation 0.0 �0.3 0.0 �1.1 . . 0.5 �0.6 0.6 �0.6 0.0
Other �1.8 �0.1 0.2 �0.7 . . �2.0 0.5 �2.1 �0.3 �0.5

Source: PEPs.
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Table 10

Cyclically Adjusted General Government Balances

2001 2002 2003 2004 2005

% of GDP

Czech Republic
Actual balance of general government �5.40 �6.40 �6.00 �5.70 �5.50
Interest payments 1.20 1.50 1.40 1.50 1.90
Output gap �0.30 �0.20 �0.10 0.20 0.30
Cyclical budgetary component �0.10 0.00 0.00 0.00 0.10
Cyclically adjusted balance �5.30 �6.40 �6.00 �5.70 �5.60
Cyclically adjusted primary balance �4.10 �4.80 �4.60 �4.20 �3.70

Poland
Actual balance of general government �3.50 �4.10 �3.60 �3.30 �2.20
Net interest payments 3.00 3.40 3.50 3.50 3.80
Output gap 0.26 �2.09 �2.25 �0.67 1.49
Cyclical budgetary component 0.08 �0.61 �0.65 �0.19 0.43
Cyclically adjusted balance �3.58 �3.49 �2.95 �3.11 �2.63
Cyclically adjusted primary balance �0.58 �0.09 0.55 0.39 1.17

Romania
Actual balance of general government �3.30 �2.90 �2.65 �2.65 �2.65
Net interest payments 4.10 3.60 3.10 2.90 2.70
Output gap �0.10 �1.30 �0.80 �0.50 �0.70
Cyclical budgetary component �0.25 �0.58 0.12 �0.31 �0.37
Cyclically adjusted balance �3.05 �2.32 �2.77 �2.34 �2.28
Cyclically adjusted primary balance �7.15 �5.92 �5.87 �5.24 �4.98

Slovakia (GFS 86)
Actual balance of general government �4.60 �5.80 �4.10 �3.10 �2.50
Net interest payments 3.10 2.70 2.50 2.50 2.40
Output gap �2.30 �2.40 �1.70 �0.70 0.80
Cyclical budgetary component �0.70 �0.80 �0.50 �0.20 0.20
Cyclically adjusted balance �3.90 �5.00 �3.60 �2.90 �2.70
Cyclically adjusted primary balance �0.80 �2.30 �1.10 �0.40 �0.30

Slovenia
Actual balance of general government �2.51 �1.83 �1.27 �1.02 �0.80
Cyclically adjusted balance �1.78 �1.25 �0.69 �0.61 �0.87

Source: OeNB.
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Czech fiscal policy has become a focus of macroeconomic analysis in recent
years. This is due primarily to the long-running negative trend in Czech public
finances, which in turn reflects mounting structural problems in those finances.
This paper first examines the characteristic features of fiscal policy during the
Czech Republic�s economic transformation since the start of the 1990s and the
development of public finances in this period. Increased attention is then
devoted to standard fiscal analysis, which, by evaluating in more detail the effect
of government fiscal policy on economic and monetary developments, enables
more effective coordination of monetary and fiscal policy. The final part out-
lines key fiscal problems relating to the Czech Republic�s accession to the EU
and — later on — EMU.

1 Fiscal Policy during the Economic Transformation
Czech fiscal policy during the economic transformation2) can be divided into
two basic phases. The first phase from 1993 to 1998 was characterized by con-
servative fiscal policy aimed at achieving a balanced state budget and a reduction
of the role of the state in the economy. In the second phase running from 1998
up to the present, fiscal policy has conversely been directed at strengthening the
state�s role in the economy. One of the direct results of this has been growing
public finance deficits. With their chronic tendency towards widening deficits,
the public budgets are a primary risk factor for the formulation of economic and
monetary policy objectives.

In the period from 1993 to 1998, government fiscal policy was directed chiefly
at establishing a standard legislative and technical framework for a functioning
market economy. This entailed implementing a series of fundamental measures
within the ongoing economic reform process. In the public finance area, it
involved, for instance, introducing a new taxation system on January 1, 1993,
and explicitly defining a target of zero increases in state debt. There was also
an intensive debate on the issue of establishing a legislative requirement for
balanced state budgets.

Since 1998, the government�s fiscal policy has been based on other, often com-
pletely opposite, priorities than in the foregoing period. Although the original
fiscal policy target for the period from 1998 to 2002 was the maintenance of
balanced budgets, in 2002 the government openly opted for promoting eco-
nomic growth by means of public budget deficits. In this period, for example,
the role of extra-budgetary state funds was additionally strengthened, leading to
a further fragmentation of public finances.

Chart 1 shows the different trends in public finances in these two periods.

1 Ćeska« na«rodnı« banka, e-mail: ivan.matalik@cnb.cz; michal.slavik@cnb.cz. The views presented here are those of the
authors and do not necessarily reflect those of Ćeska« Na«rodnı« Banka.

2 The subject of our assessment is Czech fiscal policy since 1993, i.e. since the establishment of the independent Czech
Republic. The period from 1990 to 1993, when Czechoslovakia was still in existence, is not dealt with. At that time, fiscal
policymaking operated within the federal state structure and in many respects is difficult to compare with the post-1993
period.

Ivan Matalı«k
Michal Slavik1)
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2 Public Finances during the Economic Transformation
2.1 Public Sector Definitions and Measurement Methodologies
The Czech public sector has a fairly high degree of fragmentation. In recent
years, as a result of the establishment of additional extra-budgetary funds, this
fragmentation has increased. The basic structure of the public sector is similar
to the standard government sector structure in other countries, comprising
central government, local government, extra-budgetary funds and health insur-
ance companies. However, the fragmentation of the public sector is obvious, for
instance, at the central government level, where within the state budget there
exists a separate chapter of state financial assets and liabilities along with the
Czech Consolidation Agency and the National Fund. As for the extra-budgetary
funds, there are a total of nine of these, two of which are privatization funds and
seven of which are special-purpose state funds (for investment in transport
infrastructure, housing, and the like).

Public finances must be evaluated in the wider context of fiscal risks and
their possible impacts. Accordingly, public finance analyses must take account
of the budgets at all levels of government, the extra-budgetary funds, the
quasi-fiscal activities of the central bank and other financial and nonfinancial
institutions, state assets, expected government revenues, and direct and indirect
government liabilities. It is necessary to investigate the starting position of
public finances; their sensitivity to short-run shocks (stemming, for example,
from the macroeconomic conditions and the realization of state guarantees);
the medium-run sustainability of public expenditures and public debt, tested
with respect to such shocks; the structure of state interventions in public
finances; and legal and organizational issues relating to the management of
public finances.

In the past, the �cash� approach was used to monitor and assess public finan-
ces in the Czech Republic. This was later replaced by the International Mone-
tary Fund�s Government Financial Statistics (GFS) methodology. Given the large
volume of extraordinary transactions on the public sector revenue and expen-
diture sides (such as revenue from sales of state property, and coverage of trans-
formation losses in the banking sector) and the absence of SNA data on the pub-
lic budgets, it was necessary to adopt an assessment method close to that used in
the EU countries and known as �Maastricht simulation.� The main feature of this
angle on the development of public finances is the adjustment of the revenue
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and expenditure sides of the public budgets for a broad range of extraordinary
transactions.

Chart 2 shows the differences in reporting budget balances using the two
methods. The larger public finance deficit in 2002 under the Maastricht simu-
lation compared to the GFS methodology is due to the inclusion of extraordi-
nary privatization revenues in the financing of government expenditure.

2.2 Public Sector Development from 1993 up to Now
As charts 1 and 2 show, public finances have been characterized by deficits and
by rising public debt since 1998. Until 2001, the main factor underlying this
trend was the state budget deficit. Since 2002, owing to extraordinary privati-
zation revenues, deficits in the state privatization funds have also been a contrib-
utory factor. Two main causes of the public finance deficits can thus be pin-
pointed. The first is the state budget deficits, which are due in turn to rising
mandatory expenditures.1) Chart 3 shows the effect of the rising spending on
deficit creation, i.e. the excess of expenditure over revenue. Chart 4 gives
the structure of the mandatory expenditures. The second cause of the public
finance deficits in the Maastricht simulation is the inclusion of extraordinary
privatization revenues in the construction of infrastructure and housing. Even
outside the state budgets, i.e. in the extra-budgetary state funds, public finances
are recording deficits.

An important indicator of the public finance trend is public and state debt.
The Czech Republic was for many years — and still is — a country with a rela-
tively low level of public debt. But since 1998 things have begun to change in
this area, and the public debt is rising steadily. This increase is linked not only to
the public budgets deficits, but also to a large extent to coverage of the �trans-
formation losses.�2) Chart 5 below shows that the public debt has doubled since
1998, and the outlook is none too positive, either.
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1 That is, expenditures predetermined by legislation and by binding agreements which the state is obliged to realize. Examples
include pensions, sickness benefits and social security benefits. In the �wider concept,� which includes wages of state employees,
investment projects in progress, etc., these make up around 85% of all state expenditure.

2 Most notably, the financing of the losses of the Czech Consolidation Agency, which assumed the loss loans of commercial
banks.
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3 The Growing Need for Standard Fiscal Analysis
Throughout the period under review, public finances have been a standard tar-
get of macroeconomic analysis. Given the relatively balanced state budget and
the low level of state debt at the start of the economic transformation, however,
this area was not subject to a great deal of analytical attention. But this situation
changed dramatically in the late 1990s, when the public finance deficit and pub-
lic debt began to rise. State fiscal policy, which started to lose its stabilizing
function, hence began to play a greater role in economic and monetary devel-
opments. A second reason for the heightened interest in conducting standard
fiscal analysis is the Czech Republic�s approaching integration into EU and
EMU structures. This means that there is a growing need for SNA data on
the government sector, for instance. However, the SNA methodology has not
yet been implemented.

Fiscal analysis is being targeted primarily at key areas such as the public
budgets, the fiscal stance, the fiscal impulse, the functioning of automatic fiscal
stabilizers, and public debt.

The public budgets are monitored in a fairly detailed structure at all levels of
the government sector. The main goal in this area is to speed up the transition to
standard SNA data. This task falls primarily to the Czech Statistical Office.
However, the transition to SNA standards (including, for instance, accrual
accounting) looks to be a longer-term affair. The principles of accrual account-
ing are applied in only a small part of the public budgets (the National Property
Fund and some of the small extra-budgetary state funds). The first results can
probably be expected in 2003.

At the end of the 1990s, Ćeska« Na«rodnı« Banka (ĆNB) became one of the
first major institutions in the Czech Republic to start analyzing the cyclically
adjusted budget balance, which describes the nature of fiscal policy more accu-
rately. These analyses formed the basis for calculating the �fiscal stance.� In the
Czech Republic�s case, the fiscal stance is calculated as the annual change in
the cyclically adjusted budget balance. The adjustment method is based on
OECD methodology. Information generated by the ĆNB�s macroeconomic
model is used as the output gap. With regard to the revenue and expenditure
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items, the majority of the taxation items display sensitivity to the business cycle,
whereas on the expenditure side only unemployment expenditure does so.
Chart 6 shows the development of the fiscal stance.

For achieving optimal monetary and fiscal policy coordination, the relevant
analytical issues include not only assessing the state�s fiscal stance per se, but in
particular evaluating the way in which the fiscal stance feeds through to macro-
economic developments. Above all, this involves evaluating the effect of state
economic policy on the individual components of domestic demand, on output
and subsequently on inflation. Accordingly, increased attention is being devoted
to analysis of the fiscal impulse. However, it should be said that in this area the
ĆNB is only beginning to establish a standard analytical framework.

For the needs of inflation forecasting, the ĆNB uses a macroeconomic
model. This model, however, does not have a fiscal block. This means that there
are major limitations on evaluating the influence of the fiscal stance on macro-
economic developments. This situation is dealt with as follows. In 2001 an
analytical apparatus was designed, by means of which we endeavor to estimate
the effect of public budget deficits on each demand component. Owing to a
number of limitations with regard to applying this analytical principle, the
management of the ĆNB has approved a long-term research project to develop
a model of the fiscal impulse in the Czech Republic. The NiGEM and QUEST
models are currently being evaluated to see whether they meet the needs of
this project.

Given the Czech Republic�s integration into the EU and EMU, the function-
ing of automatic stabilizers is also becoming a subject of analytical interest. These
stabilizers should help the Czech Republic to fulfill the basic principles of the
Stability and Growth Pact in the fiscal area. Previous research in this area has
focused primarily on measuring the partial elasticities of selected revenue and
expenditure items with respect to fundamental macroeconomic variables. Cer-
tain linkages have been identified, for instance, between VAT and GDP and
between personal income tax and GDP. Work on establishing a special analytical
apparatus covering this issue is currently in progress.

The rising level of public debt in the Czech Republic is heightening the
importance of analysis in this area. Public debt is analyzed mainly with regard
to the effect of its financing structure on certain macroeconomic variables.
First and foremost is the �crowding out� effect, i.e. the impacts of domestic
public debt financing on interest rates and the availability of credit to the pri-
vate sector. Such analyses suggest that the budget deficit is at present being
continuously financed with no apparent implications for interest rates and
private sector financing. Another important area of analytical interest is the
linkages between the exchange rate and external debt financing. Owing to
the Czech koruna�s appreciation trend against the euro during 2002, the
ĆNB and the Czech government concluded an agreement which, among other
things, rules out the use of bond issues on foreign markets to cover the state
budget deficit.
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4 Fiscal Issues in the Context of the Czech Republic�s
Entry into the EU and EMU

Numerous issues have been, and are being, dealt with in connection with the
Czech Republic�s entry into the EU and EMU. The first group of issues com-
prises statutory measures in the government sector, which are institutional in
nature. This includes, for example, the process of fiscal decentralization.
New self-governing regions have been established, new budget rules have been
issued for both central and local government, and so on. Moreover, a large part
of the legislation has been harmonized with EU law. This process is almost
complete, and in this regard we can say that the Czech Republic is ready to join
the EU.

The second group of issues comprises the development of public finances
and the need for consolidation with respect to the Maastricht criteria. Charts 7
and 8 compare the deficit and public debt in relation to these criteria.
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As chart 7 shows, the general government deficit has been greater than 3%
of GDP since 2000. The rising deficit, which in 2002 is expected to surpass 6%
of GDP, is due to structural problems, which for the most part are concentrated
on the expenditure side of the state budget and on the extra-budgetary state
funds. Fiscal policy is becoming one of the key medium-term risks to macro-
economic development in the Czech Republic, as it is exhibiting strong traits
of procyclical behavior. The negative fiscal tendencies are limiting the room
for implementation of the government�s budgetary priorities, and there are
no instruments built into the system for reversing these negative tendencies.

The need for fiscal consolidation is thus becoming a pressing issue. This con-
solidation should take the form of a mix of measures on both the revenue and
the expenditure side, the emphasis being on reforming mandatory expendi-
tures. Short-term measures to limit particular expenditures should be accom-
panied by long-term reforms, for example in the area of pensions. Given the
modest decline in taxation as a percentage of GDP, there also is some room
for measures on the revenue side of the state budget. At the end of 2002,
the Czech government was meant to have drawn up a document on the con-
solidation of public finances. Although the consolidation process is still being
put off in the Czech Republic, the government�s official obligation to fulfill
all the conditions of accession to the EU and EMU is a guarantee that this issue
will be resolved. The only outstanding question relates to the time scale.

The favorable starting position of public finances at the start of the economic
transformation has positively influenced the Czech Republic�s public debt level,
which is still far below the Maastricht limit of 60% of GDP. However, the cur-
rent trend is a source of concern. Since 1998 the public debt has doubled, and
further growth can be expected unless the structural public finance problems
are dealt with. Although there is little danger that the Czech Republic�s public
debt will surpass the 60% mark in the next few years, it is still possible that it
could exceed 40% of GDP once all the transformation losses have been covered.
In this connection, there are very pressing questions regarding the financing of
the debt and related macroeconomic aspects regarding the development of
interest rates, the exchange rate and so on. A sharp rise in public debt caused
by large deficits (of around 7% of GDP) could ultimately lead to macroeco-
nomic imbalances.

5 Conclusion
The Czech Republic�s public finances have been characterized by constant
growth in the deficit and public debt. As well as reflecting the �transformation
losses,� this is due above all to the structural problems built into Czech public
finances. These structural problems are concentrated both on the expenditure
side of the state budget and on a number of extra-budgetary state funds. In the
�wider concept,� mandatory state budget expenditures — predetermined by
legislation and by binding agreements — make up around 85% of all state
expenditure. This severely limits the government�s ability to implement anti-
cyclical fiscal policy. Fiscal policy in the Czech Republic is therefore continuing
to lose its stabilization role and in the last few years has not been entirely in
conformity with the principles applied in the EU.
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For ĆNB monetary policy, public finances are one of the key medium-term
macroeconomic risks. Given the current situation, with GDP below the poten-
tial output level, the negative implications of the government sector deficits are
not plain to see. But once potential output has been attained, fiscal policy may
give rise to serious macroeconomic imbalances, and to external imbalances in
particular. Going forward, the considerable uncertainties regarding Czech pub-
lic finances are therefore complicating the central bank�s monetary policymak-
ing, especially with respect to the need to set an optimal monetary policy mix.

Consolidation of Czech public finances is a current macroeconomic neces-
sity not only with regard to the Czech Republic�s integration efforts, but in par-
ticular with regard to the sustainability of acceptable macroeconomic develop-
ments in the medium and long run. A stabilizing reform of public finances has
yet to be approved, but given the government�s explicit obligation to fulfill all
the conditions of the Czech Republic�s accession to the EU and — later on —
EMU, we can expect this objective to be met.
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1 Introduction
Poland is facing a fiscal policy dilemma in the need to make fiscal adjustments
under conditions of an economic slowdown.

The public sector deficit has risen to levels of around 5% of GDP in 2001
and 2002. Combined with a considerable slowdown in privatization, this has led
to a rapid surge in the level of public debt from 40.9% of GDP at the end of
2000 to over 48% at the end of 2002. With a primary deficit of around 2%
of GDP, sound measures are needed to:
— Reduce the deficit level to under 3% of GDP in order to fulfill the

Maastricht Treaty criteria;
— Stabilize the public debt level;
— Achieve a primary budget surplus and enter a path of sustainable fiscal policy

which would not constitute a threat to low inflation should the expected
economic recovery begin.
However, the current economic situation is rather unfavorable for attaining

the above-listed goals in the short term. GDP growth has slowed to 0.2% in the
fourth quarter of 2001 and reached just 1% for the whole of 2001, the lowest in
ten years. Due to a slower than anticipated recovery, 2002 is likely to close with
a similar or only slightly better GDP growth figure.

The slowdown in domestic demand was also accompanied by wide-scale
corporate restructuring and an unfavorable demographic situation, which have
altogether resulted in severe unemployment of 18%. In view of these problems
and the lack of a noticeable recovery in 2002, the government has evidently
decided to put off fiscal consolidation efforts for the years 2004 and after,
assuming that it shall be easier to undertake them under more favorable exter-
nal economic conditions.

In this presentation, we would like to briefly examine the underlying causes
of Poland�s fiscal dilemma, provide an accurate diagnosis of this dilemma and
look at the proposed path of reaching the Maastricht fiscal criteria.

2 Fiscal Policy in the 1990s —
Fast GDP Growth, No Budget Surpluses

The roots of current problems of fiscal policy in Poland can be traced several
years back to the very beginnings of the public finance system in post-transfor-
mation Poland.

Following the �shock therapy� of the early 1990s, Poland had embarked on a
path of fast economic growth in the mid-1990s. As regards budget policy, this was
the period of the development of a modern tax system, most notably the intro-
duction and gradual development of the VAT tax, as well as quick increases in
excise tax rates, bringing them closer to the EU levels to which Poland has been
aspiring. As a result of fast economic growth and increases in tax rates, revenues
from indirect taxes had increased by almost 50% in real terms from 1994 to 1999
(table 1).

1 Narodowy Bank Polski, Macroeconomic and Structural Analysis Department, Public Finance Division. The authors wish to
thank Zofia Jarczewska for helpful comments. The views expressed in this paper are those of the authors and do not necessarily
represent those of the Narodowy Bank Polski.

Ma�gorzata Golik
Tomasz Je�drzejowicz1)

Fiscal Policy Challenges
in the Face of Poland�s Integration

with the European Union

Focus on Transition 1/2003 121�



Although other revenue sources were not growing quite as dynamically,
public sector revenues still increased by 18% in real terms between 1994 and
1999 (although in relation to GDP they had decreased). However, this was
not accompanied by a significant improvement in the general government bal-
ance, which remained at a level of 2% to 3% throughout that period, since
spending increased by over 20% in real terms between 1994 and 1999 (table 2).

In their evaluation of the Polish public finance system, international financial
institutions (IFIs) pointed to social spending as one of the key areas in which
spending growth has been excessive. This was largely due to the fact that many
of the social spending programs have been mistargeted and prone to abuse. The
most evident example of this is the farmer social security system, 95% of which
is funded from a central budget subsidy and which amounts to around 2% of
GDP. Farmers and other owners of farmland pay minimal social security con-
tributions, regardless of their level of income, which farmers do not report and
on which they are not taxed. The system is inefficient and very prone to abuse,
but as yet, no serious effort has been made to rationalize it.

Excessive budget spending and maintaining budget deficits even when GDP
growth reached 7% was also a significant cause of the overheating of the Polish
economy, which had to be countered by tight monetary policy, resulting in a
suboptimal policy mix.

3 The Origins of Current Problems of Fiscal Policy
in Poland

The first signs of fiscal strain appeared already in 1999, when economic growth
was still relatively buoyant at 4.1%. They were directly triggered by two main
causes.

Table 1

Revenues from Indirect Taxes from 1994 to 1999

Year-on-year growth

% of total revenues PLN billion nominal in % real in %

1994 23.3 23.7 . . . .
1995 23.8 32.6 37.6 7.7
1996 25.7 43.9 34.7 12.3
1997 26.7 55.3 26.0 9.6
1998 28.3 64.4 16.6 4.3
1999 29.4 74.6 15.7 7.9

Source: Reports on the execution of the state budget for the years 1994 to 1999 of the Ministry of Finance.

Table 2

Public Sector Revenues, Expenditures and Deficit from 1994 to 1999

Revenues Expenditures Deficit

PLN billion real growth in % PLN billion real growth in % PLN billion % of GDP

1994 101.6 . . 106.2 . . — 4.6 . .
1995 136.8 5.4 142.1 4.7 — 5.3 —1.7
1996 170.5 3.9 178.7 4.9 — 8.2 —2.1
1997 206.6 5.5 213.6 4.0 — 7.0 —1.5
1998 227.3 —1.6 241.6 1.2 —14.3 —2.6
1999 253.3 3.9 273.3 5.4 —19.9 —3.2

Source: Reports on the execution of the state budget for the years 1994 to 1999 of the Ministry of Finance.
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3.1 The Package of Four Reforms Introduced by Government
The reforms introduced in 1999 had revolutionized the public finance system,
but also placed a considerable strain on it, particularly since the costs of reforms
proved to be much higher than expected. Each of the four reforms has had and
continues to have significant implications for public finances in Poland.

3.1.1 The Pension Reform
The main objective of the reform was to replace the existing pay-as-you-go pen-
sion system with a partly funded system. This has resulted in the need to fill the
growing gap between pension payments and social security contributions. This
gap had increased significantly, as social security contributions could no longer
all be used to finance pensions, as a portion thereof was invested in private pen-
sion funds (table 3).

The costs of the pension reform were further amplified by a myriad of
administrative problems which arose on its introduction. This has led to severe
problems in collecting contributions and then allocating them to private pension
funds, which have not been fully resolved to date.

3.1.2 The Decentralization Reform
The decentralization of public administration meant surrendering a greater part
of public revenues by the state budget and transferring them to the newly
formed three-tier local government structure. Although the need for decentral-
ization was quite apparent, as many local issues had previously been resolved at
the central level, the reform was not carried out in the most prudent manner,
as the number of newly created local governments was higher than initially
planned due to political pressures, contradicting one of the main objectives
of the reform — more efficient management of public resources.

The decentralization has also led to a new problem of off-balance sheet
deficits, which were obscuring the true picture of public finance. As a result,
rather than serving as a warning signal, the fiscal strain was hidden and emerged
with even greater force in 2001.

Table 3

Central Budget Subsidy to the Social Insurance Administration

(ZUS) from 1997 to 2003

Total subsidy to ZUS Thereof subsidy to private pension funds1)

PLN billion share of total budget
spending in %

PLN billion share of total budget
spending in %

1997 7.0 5.6 . . . .
1998 8.8 6.3 . . . .
1999 13.5 9.7 2.3 1.7
2000 15.4 10.2 7.6 5.0
2001 21.2 12.2 8.7 5.0
2002 26.0 14.1 9.0 4.9
2003 27.3 14.1 11.0 5.7

Source: Reports on the execution of the state budget for the years 1997 to 2001 of theMinistry of Finance. Budget Act for 2002, draft Budget Act for 2003.
1) The part of the subsidy used to cover the pension system gap arising as a result of contributions being transferred to private pension fund, rather than

being spent on pension payments.
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3.1.3 Health Care Reform
A substantial portion of personal income tax receipts was transferred to health
care funds, again limiting the government�s freedom in shaping fiscal policy
(table 4).

3.1.4 Education Reform
One of the elements of the reform was a long-term plan to increase teachers�
salaries, which are funded from subsidies paid from the central budget to local
governments. These subsidies constitute one of the most rigid elements of cen-
tral budget spending, again limiting the scope for discretionary fiscal policy
(table 5).

3.2 The Slowdown in Domestic Demand
Although real GDP growth remained fairly high at 4.1% in 2000, domestic
demand was subdued, as monetary policy was aimed at cooling off the overheat-
ing Polish economy, which saw its current account deficit balloon to a dangerous

Table 4

Revenues from Personal Income Tax — Decentralization Effect

Central budget Local governments Health care funds Central budget Local governments Health care funds

PLN billion % of total PIT revenues

1996 26.2 7.0 . . 79 21 . .
1997 29.9 8.9 . . 77 23 . .
1998 34.7 10.7 . . 76 24 . .
1999 23.1 9.2 17.1 47 19 35
2000 23.1 9.0 22.0 43 17 41

Source: Reports on the execution of the state budget for the years 1997 to 2000 of the Ministry of Finance.

Table 5

The Size and Share of Elementary and Secondary Education Subsidies

for Local Governments

PLN billion % of central budget
expenditures

1996 6.9 6.3
1997 8.4 6.7
1998 9.5 6.8
1999 16.6 12.0
2000 19.4 12.8
2001 22.1 12.8
2002 22.3 12.1
2003 24.3 12.6

Source: Reports on the execution of the state budget for the years 1997 to 2001 of theMinistry of Finance, Budget Act for 2002, draft Budget Act for 2003.

Table 6

Revenues from Indirect Taxes from 1996 to 2001

Budget plan Turnout Realization of plan Real year-on-year
growth

PLN billion %

1996 44.1 43.9 99.4 12.3
1997 54.8 55.3 100.9 9.6
1998 68.7 64.4 93.8 4.3
1999 77.9 74.6 95.8 7.9
2000 87.6 79.7 91.0 — 3.0
2001 94.5 82.4 87.2 — 1.9

Source: Reports on the execution of the state budget for the years 1997 to 2001 of the Ministry of Finance, Budget Acts for the years 1996 to 2001.
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level of 8% of GDP. This slowdown in demand translated into lower revenues
from indirect taxes, which were considerably below target in both 1999 and
2000. As the tax burden was already rather high, raising tax rates was not a
feasible strategy (table 6).

4 The Breakdown of Public Finance in 2001
The turning point came in 2001, when several problems, some of which had
been mounting for several years and some of which were completely new,
resulted in what has been called a budget disaster — a public finance deficit twice
as high as projected at 5% of GDP and a threat of a deficit of 10% of GDP in
2002. The most important of these problems included:
— Government reforms, which, although they should have a beneficial effect in

the long term, have increased budget strain in the short term and have led to
a significant increase in the share of fixed items in central budget expen-
ditures, limiting the scope for discretionary fiscal policy and the potential
for rationalizing spending to free up funds for economic growth-conducive
purposes (table 7).

— A high level of frequently mistargeted social spending
— Deterioration of macroeconomic conditions on an unprecedented and unex-

pected scale in 2001. The 2001 budget draft was based on a GDP growth
forecast of 4.5%; meanwhile, growth has turned out to be 1%. Coupled
with unrealistic assumptions about the improvement of tax collection, this
has resulted in a revenue shortfall equal to 3% of GDP

— Shifting of the deficit from the state budget to other units of the public
sector, such as special-purpose funds, local governments and government
agencies. This improves the headline state budget deficit and thus gives a
misleading impression of fiscal consolidation as spending and borrowing
discipline may be relaxed, if the central government feels more committed
to the general government budget target than the other public entities
(table 8).

— Using exceptionally high one-off revenue measures (0.9% of GDP) in 2001
to increase spending rather than lower the deficit. Central budget expendi-
tures were set to rise by 20% in 2001, meaning around 15% in real terms.
Although spending was then reduced during the year, expenditures have
nevertheless risen by 8.5% in real terms, creating a higher reference base
for 2002.

Table 7

Structure of Central Budget Expenditure from 1997 to 2003

1997 1998 1999 2000 2001 2002 2003

%

Fixed items 20.7 21.5 31.4 26.6 31.1 32.4 31.4
Semi-fixed items 32.3 32.2 26.8 34.6 34.1 33.9 36.4
Flexible items 47.0 46.3 41.8 38.9 34.8 33.7 32.1

Source: Reports on the execution of the state budget for the years 1997 to 2001 of theMinistry of Finance, Budget Act for 2002, draft Budget Act for 2003.
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5 Fiscal Adjustment Efforts in 2002 and 2003
In view of the troubling situation in 2001 and an even more pessimistic outlook
for 2002 (as a result of a lack of extraordinary nontax revenues), the govern-
ment undertook some adjustments to keep the 2002 central budget deficit at
a reasonable, although still very high, PLN 40 billion or 5.4% of GDP. The most
crucial decision was to introduce a cap on central budget spending, allowing it
to grow by 1% in real terms year on year. This rule was meant to keep fiscal
policy credible during the period of slow growth in 2002 and to allow for a
gradual reduction of the deficit in the future when a recovery begins.

Efforts were also made to eliminate some of the ambiguous budgeting prac-
tices of the past, such as those of basing the budget on overly optimistic revenue
projections and attempting to hide the deficit outside the central budget. As a
result, despite a low level of economic growth and very low inflation, budget
revenues are likely to be only slightly below target in 2002.

However, no profound, systemic changes in expenditures had occurred,
implying high deficits and flawed budgets in the future as well. This was indeed
proven to be true in the 2003 budget. External economic conditions did not
improve in line with expectations in 2002, and hence internal demand remained
the main engine driving economic growth. The government therefore once
again decided to postpone fiscal consolidation measures — although the central
budget deficit was marginally reduced to PLN 38.7 billion or 4.9% of GDP in
2003, the entire public sector deficit could well be as high as in 2002. The share
of fixed items in budget expenditures in 2003 is at an all-time high of 68.6%.
The spending cap rule has been abandoned, and in 2003 central budget expen-
ditures are set to rise by 2.2% in real terms.

6 The Rising Level of Public Debt
Poland�s debt-to-GDP ratio gradually declined over most of the 1990s despite
persistent budget deficits, thanks to high GDP growth and in later years also
very substantial privatization proceeds that were used to finance the budget def-
icit. The year 2000 was the most remarkable example, as privatization proceeds
reached over USD 6 billion, or close to 4% of GDP, and were higher than the
entire budget deficit, making it possible to reduce the debt-to-GDP ratio to
40.9%.

Table 8

Public Sector Deficit outside of the Central Budget

(Main Components)

Local governments Social insurance
fund

Labor fund
(unemployment
benefits)

Other funds Total

PLN billion % of GDP

1996 —0.5 1.0 0.1 —0.1 0.4 0.1
1997 —1.0 —1.2 0.4 0.4 —1.4 —0.3
1998 —1.4 —0.8 0.3 0.9 —1.0 —0.2
1999 —1.0 —6.5 —0.1 0.1 —7.4 —1.2
2000 —3.1 —3.6 —1.1 0.2 —7.6 —1.1
2001 —3.1 —3.7 0.0 0.1 —6.8 —0.9

Source: Reports on the execution of the state budget for the years 1997 to 2001 of the Ministry of Finance.
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However, in 2001 and 2002 the situation changed completely. The general
government deficit swelled to unsustainable levels, while at the same time
privatization revenues dwindled, resulting in the rapid growth of public debt.

The amount of privatization revenues obviously depends to a great extent on
government decisions regarding the privatization of key state holdings. How-
ever, another factor significantly affecting demand for stakes in privatized com-
panies is the general macroeconomic situation in Poland and abroad. This situa-
tion has been unfavorable, resulting in significant undershooting of privatization
targets in 2001 and — most likely — 2002.

At the end of this year, public debt according to the Polish definition is likely
to reach a level of around 50% of GDP. This is the first safety threshold imposed
by the Public Finance Act, which enforces an automatic limit on next year�s
budget deficit. If public debt should reach a level of 55% of GDP, tougher meas-
ures would be enforced so as to avoid breaching the 60% debt-to-GDP barrier
imposed by the constitution (table 9).

It is worth noting that the Polish definition of public debt differs somewhat
from the ESA definition,1) meaning that according to ESA, public debt is actually
lower and Poland is quite a comfortable distance away from the 60% limit imposed
by the Maastricht Treaty. The most notable difference is that the debt figure
according to Polish rules includes a risk-weighted sum of potential state treasury
liabilities resulting from state guarantees issued. This value is set to increase from
an average level of 1.4% of GDP in recent years to over 2% of GDP in 2004 and
2005, implying that government is altering its policy with regard to state guaran-
tees, issuing more of them and doing so at a higher level of risk.

The quickly rising debt level is an important sign that Poland must change
its fiscal policy. However, if the necessary adjustments are made to lower the
general government deficit level to 3% of GDP and if the expected eco-
nomic recovery materializes, maintaining public debt under the 60% of GDP
Maastricht limit should not pose a considerable challenge.

Table 9

Public Debt and Its Key Determinants from 1996 to 2002

Central budget
deficit

Privatization
revenues

Public debt

% of GDP

1996 3.3 0.6 47.8
1997 2.6 0.8 45.2
1998 2.4 1.3 44.4
1999 2.0 2.2 44.4
2000 2.2 3.9 40.9
2001 4.5 0.9 41.81)
2002 5.4 0.4 48.61)

Source: Reports on the execution of the state budget for the years 1997 to 2001 of the Ministry of Finance.
1) The relatively low debt figure for 2001 is largely the result of a strong z�oty at the end of that year.

1 However, minor issues in the interpretation of the ESA rules are still to be resolved by Eurostat and the European Commission.

Fiscal Policy Challenges

in the Face of Poland�s Integration

with the European Union

Focus on Transition 1/2003 127�



7 Government Fiscal Policy Plans
and the Outlook for 2004 to 2005

In view of the unfavorable economic and social situation, the government has for
the time being decided against a major public finance overhaul. The 2003
budget draft envisages maintaining a very high deficit, which is likely to turn
out well in excess of 5% of GDP, or over 4% of GDP according to ESA rules.
At the same time, however, the budget includes a pledge to lower the deficit in
the following years, as outlined in table 10.

The implicit strategy of the government assumes that if spending growth is
moderated and Poland returns to the path of fast economic growth, its fiscal
balance should gradually improve. A very strong incentive for policymakers
to actually adhere to this strategy is the imminent EU accession and the perspec-
tive of joining EMU.

Let us briefly analyze the consequences of such a strategy. The three tables
below show a simple forecast of central budget revenues and expenditures in
2004 and 2005. Revenues have been calculated based on official government
GDP growth forecasts and an inflation assumption of 3.0% and 2.5%, respec-
tively. Expenditures, meanwhile, were based on an assumption that some sort of
implicit limit will be in place (although government has abandoned the previous
�1% in real terms� spending rule, essentially there has to be a spending rule in
place to achieve a lower deficit without changes in taxes or spending structure).
Three alternative scenarios are considered — two with fast GDP growth and
with spending growing 3% and 4% annually, and one in which the economic
recovery is much more subdued.

It is very likely that a 3.5% cash deficit of the central budget would in fact
mean a deficit under 3% according to ESA rules, meaning that if the first
scenario were to be realized, Poland would be able to meet the fiscal criterion
of the Maastricht Treaty without problems.

The other two scenarios show that there are considerable threats to attaining
that goal. In the second scenario, despite equally optimistic assumptions about
GDP growth, Poland would probably only barely qualify for EMU in 2005. This
is because even modest real growth of budget spending would make it difficult
to reduce the deficit.

In the third scenario, a less optimistic economic growth path as well as 4%
year-on-year spending growth are assumed.1) In such a case Poland would evi-
dently fail to meet the 3% of GDP deficit goal set out in the Maastricht Treaty.

Table 10

Government Forecast of Public Sector Deficit according to ESA

2001 2002 2003 2004 2005

%

Deficit according to ESA —3.5 —4.4 —3.9 —2.6 to 2.1 —2.0 to 1.0
Central budget deficit —4.5 —5.4 —5.0 —4.5 to 3.9 —3.9 to 3.0

Source: Preaccession Economic Program, July 2002.

1 It would be more difficult to limit spending growth in this scenario, as a revenue shortfall in 2003 would force spending cuts,
resulting in a lower reference base for future years.
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Even as brief and simplified an analysis as the one presented above demon-
strates that if the Polish government is to uphold its policy of gradually �growing
out� of the deficit, severe discipline in limiting spending growth will be required
to meet the 3% deficit limit in the medium term.

However, as well as curbing the growth of spending, government needs to
modify its overly rigid structure. The share of fixed items needs to be reduced

Table 11

Scenario 1 — Fast GDP Growth and 3% Spending Growth

2003 2004 2005

%

Real GDP growth 3.5 4.9 5.2
Inflation 2.3 3.0 2.5
Expenditure growth . . 3.0 3.0

PLN billion

Revenues 154.8 164.3 174.2
Expenditures 193.5 199.3 205.3
Deficit — 38.7 — 35.0 — 31.1

% of GDP

Revenues 19.8 19.6 19.4
Expenditures 24.8 23.8 22.8
Deficit — 5.0 — 4.2 — 3.5

Source: Narodowy Bank Polski.

Table 12

Scenario 2 — Fast GDP Growth and 4% Spending Growth

2003 2004 2005

%

Real GDP growth 3.5 4.9 5.2
Inflation 2.3 3.0 2.5
Expenditure growth . . 4.0 4.0

PLN billion

Revenues 154.8 164.3 174.2
Expenditures 193.5 201.2 209.3
Deficit — 38.7 — 37.0 — 35.1

% of GDP

Revenues 19.8 19.6 19.4
Expenditures 24.8 24.0 23.3
Deficit — 5.0 — 4.4 — 3.9

Source: Narodowy Bank Polski.

Table 13

Scenario 3 — Slower GDP Growth and 4% Spending Growth

2003 2004 2005

%

Real GDP growth 2.5 3.5 4.0
Inflation 2.3 3.0 2.5
Expenditure growth . . 4.0 4.0

PLN billion

Revenues 151.7 159.0 167.1
Expenditures 190.4 198.0 205.9
Deficit — 38.7 — 39.0 — 38.8

% of GDP

Revenues 19.6 19.4 19.2
Expenditures 24.6 24.2 23.7
Deficit — 5.0 — 4.8 — 4.5

Source: Narodowy Bank Polski.
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to free up funds for purposes conducive to economic growth, including the
funds necessary to cofinance structural aid from the EU. Institutional changes
are also required in the public finance sector with the aim of improving its effi-
ciency, such as decentralization and liquidation of many of the government spe-
cial-purpose funds and agencies. Elements other than the state budget now
account for as much as 53% of all public spending, meaning that it is vitally
important to tighten fiscal discipline and increase transparency in these units.
Some of them generate considerable debt and arrears outside of government
control, which will eventually have to be repaid by the State Treasury and which
now obscure the true picture of fiscal policy in Poland.

8 Recapitulation
The Polish government has declared on many occasions (most recently in the
2003 budget draft) that it will seek to fulfill the Maastricht Treaty fiscal criteria
by the year 2005. It intends to achieve this objective thanks to the anticipated
economic recovery in the coming years. Indeed, if the recovery is accompanied
by maintaining a firm grasp on budget expenditures, Poland should be able to
reduce its general government deficit to below 3% of GDP according to ESA
rules. However, in order to achieve a lasting improvement in public finance,
it is necessary to change the structure of central budget expenditure and ration-
alize management of public funds outside of the central budget.
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1 Introduction1)
Government finance in Slovenia is generally solid, although some deterioration
occurred in recent years. A small deficit of about 1% of GDP is planned to be
reduced further, mainly by cutting expenditures. The major problems are the
financing of the pension system and public sector wage growth. Some effort
to reduce expenditure in both areas is already underway. However, a large part
of expenditure is fixed, which leaves government very little room for reducing
and reorganizing the government expenditures as well as for implementing
important public investment projects.

Slovenia expects to be a net beneficiary from the EU at the beginning of its
EU membership. Later on, Slovenia�s balance of contributions to the EU and
transfers from EU will largely depend on Slovenia�s absorptive capacity.

The aim of this paper is to give general information on public finances in
Slovenia. To this end, the public finance statistics are described in section 2.
A short analysis of developments, problems, and the structure of general gov-
ernment finance follows in section 3. Sections 4 and 5 present budget pre-
paration and the forecasting method at Banka Slovenije for public finances.
Section 6 discusses the influence on the Slovenian budget of EU membership,
and section 7 concludes.

2 Statistics
Public finance statistics are prepared monthly by the Ministry of Finance and are
published in the Bulletin of Government Finance. Information gathered in the
bulletin covers the general government sector, central government (or the state
budget), local government and two social security funds (including only the
obligatory pact of the Pension and Disability Fund and the Health Insurance
Fund). The general government and local government data cover time series
up to two months prior to the bulletin�s issue while the state budget and social
security fund data cover those one month prior to bulletin issue.

The methodology used to calculate government finance statistics follows the
recommendations of the IMF Manual on Government Statistics and was intro-
duced at the beginning of 1999. Data from 1992 to 1998 were reclassified
according to the new economic classification from that manual. The new clas-
sification consists of three linked accounts:
— Revenues and expenditures. The balance of the revenue and expenditure

account (revenues minus expenditures) represents the national definition
of a budget surplus/deficit;

— Lending and repayments. This account covers flows of payments which do
not have the character of expenditures for the state, but rather of lending or
repayment (of loans, equity, privatization receipts and the like);

— Borrowing and repayments of debt. The account on borrowing and repay-
ments of debt is connected with servicing of government debt or with
financing budget deficits.
The data are computed on a cash basis. The fiscal year in Slovenia is the same

as the calendar year, starting with January. But there have been some exceptions

1 Mojca Roter is employed at the Analysis and Research Department at Banka Slovenije. The views expressed in this paper are
those of the author and do not necessarily coincide with the official views of Banka Slovenije.
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to this rule since 1997, when the proceeds of the sales taxes of January 1998
were also included in the revenues of the 1997 budget. This practice has been
followed every year since then (except that the sales tax was replaced by VAT
in 1999). The fiscal year is going to be aligned with the calendar year again in
2002, which will generate an additional deficit in that year (that is why the pro-
jected general government deficit stands at 3% of GDP in 2002).

This paper analyzes data on the general government budget, calculated as
the consolidation of the state budget, local government budgets, and the obli-
gatory part of the two social security funds.

3 Developments and Structure of Public Finance
in Slovenia

The general government budget balance was in surplus until 1997, when prob-
lems mainly with pension fund expenditures occurred, which pushed the gov-
ernment into deficit. The deficit has been present ever since that year and is
scheduled to be reduced to under 0.5% of GDP by 2006. The reduction should
be achieved by cutting expenditures, and also by broadening the tax base (but
avoiding an increasing tax burden on labor). Problems on the expenditure side
are mainly due to:
— Pension system problems resulting from: (1) The increase in the number of

retired people at the beginning of transition, when the government allowed
people bid off as a result of company bankruptcies to take early retirement
(the ratio of contributors to pensioners fell from around 2.5 in 1989 to1.7 at
present); (2) the subsequent reduction of the contribution of employers to
the social security fund in order to lower the tax burden on labor; (3) pop-
ulation aging (it was projected that in 2025 pensioners would outnumber
contributors);

— Problems with wage growth in the public sector. Some of these can be
explained by the need to establish a new administration after the proclama-
tion of the independent state of Slovenia. Moreover, there are still many
inequalities in the system and, in addition, the system is not very trans-
parent. Therefore a new law on the system of payment in the public sector
was passed in 2002 to address this issue. The law will become effective in
2004. Some of the changes imposed by the law should dampen the growth
rate of public sector wages; the ratio of highest and lowest public sector
wages will be reduced (from 1:13 to 1:10), and wages are to be publicly
announced;

— Problems related to fixed expenditures. Large portions of expenditures are
fixed (about 80%), which leaves government very little room for influenc-
ing budget items.
Other important developments in public finance in recent years which have

influenced the budget balance include:
— The reduction of taxes on international trade because of future EU member-

ship;
— The restructuring of the pension system. A new law on the three-pillar

pension system was introduced in 1999 (and came into force in 2000).
The three-pillar system will gradually replace the pay-as-you-go system
and will combine pay-as-you-go, market-provided compulsory savings and
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a voluntary supplementary pension. In order to reduce government expen-
ditures on pensions, the statutory retirement age is also being increased, and
the indexation of pension benefits has been changed (but pension growth is
still linked to wages rather than inflation);

— Supplementing sales taxes with VAT and excise duties in mid-1999. The
introduction of VAT had a one-off pressure effect on inflation. Whereas total
government tax revenues had been lower than expected in 2000, revenues
from taxes on goods and services (including VAT revenues) stagnated as a
consequence of a worsening of the macroeconomic environment. At the
beginning of 2002, VAT rates were increased again (from 19% to 20%
and the minimum rate from 8% to 8.5%);

— The implementation of the Law on Public Finance, which came into force in
2000 and improved budget planning and transparency.
The size of the Slovenian government budget, defined as the share of public

expenditure in GDP, is comparably large. General government expenditures
amounted to 44.5% of GDP in 2001. On the expenditure side, the three most
important items are wages for public employees (about 22% of total expen-
ditures), expenditures on goods and services (19%), and transfers to individ-
uals and households (40%), with pensions representing 70% of these transfers.
General government revenues represented 43.1% of GDP in 2001. The largest
revenues come from three types of taxes: VATand excise duties (approximately
34% of total revenues), social security contributions (32%) and taxes on income
and profit (18%).

The balance of the lending and repayments account has been rather small,
since no major privatization was completed until 2001. But there was an
improvement in privatization receipts in 2002 (the biggest state bank privatiza-
tion occurred in 2002, which produced receipts of approximately EUR 500 mil-
lion). More state company privatization is expected in the upcoming years (e.g.
another bank and the telecommunications company). The privatization receipts
will be used mainly to reduce debt.

Half of the budget has been financed from funds raised abroad and the other
half from domestic sources on average in recent years. Foreign funds have been
attracted mainly by eurobonds since 1996. The government�s aim is to reduce
foreign financing; consequently, no eurobonds were issued in 2002. The classi-
fication of the financing account by different financial instruments shows that
most of the account consists of securities (about 80% of financing in a given
year) and the rest of loans.

The Maastricht figures are different from the figures derived from national
definitions:
— The difference in the general government deficit comes mainly from the

inclusion of indexation of principal (part of debt payments, which is
included in expenditures by the ESA 95 methodology), different sector
classifications (wider general government sector in the ESA 95 methodol-
ogy) and a different accounting principle (accrual rather than cash basis).
The budget balance figures according to the ESA 95 methodology (or
Maastricht treaty methodology) are going to improve in the future because
of bank privatization and the connected possible restructuring of debt
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(a large portion of indexed debt has been issued because of the restructur-
ing of state-owned banks in the past);

— The debt figure is comparably larger mainly because of the wider classifica-
tion of the government sector in the ESA 95 methodology, but it is still not
problematic (it stands at around 30% of GDP). The debt should even be
reduced in the future, as mentioned earlier (due to privatization receipts,
lower inflation and consequently lower interest payments, better liquidity
management with an adoption of a unified budget account and the gradual
abandoning of indexation, among other things).

4 Preparation of the Budget
The Law on Public Finance and associated legislation defines the preparation of
the budget. The annual process of budget preparation begins in April when
general macroeconomic variables are estimated for the next four years. The
revenues of the general government are estimated on the basis of those variables
(such as gross domestic product, consumption, inflation, the exchange rate,
imports, exports and other factors). In May the government sets the deficit tar-
gets for the next four years. Taking into account the estimation of revenues and
the deficit goals, expenditures are determined. Negotiations with budget users
(spending ministries) follow. The budget proposal, accumulated financial plans
of local governments as well as financial plans of both social security funds are
presented to parliament by the beginning of October. The presentation of the
budget proposal to parliament is followed by a debate on amendments. The pro-
posed budget is corrected by the adopted amendments and also by the renewed
forecast of basic macroeconomic variables (which is prepared again in autumn).
The budget is adopted by parliament by the end of December.

Since 2001 the government has prepared budgets for the upcoming two
years, and both budgets have to be negotiated and confirmed by parliament.
That means that in 2001 parliament accepted budgets for the years 2002 and
2003. In the year 2002 parliament is to accept the renewed budget for 2003
and the budget for 2004. Also, rough estimates are made for general govern-
ment finance in the two following years (that means that at present there are
estimates for general government finance development until 2006). In practice
(ex post) the government has not been very far from reaching its budget target
every year. For example in 2001 the general government deficit of 1.4% of GDP
was 0.3 percentage point higher than the target.

5 Public Finance Forecasting at Banka Slovenije
The forecasting of public finance developments at Banka Slovenije is done twice
a year (in spring and in autumn); at the same time, all major economic variables
are estimated. There are six main equations in the model of the public finance
sector, each for one of the most important revenue or expenditure items. That
gives us equations on the revenue side for the three largest revenue items:
— taxes on income and profit
— social security contributions
— domestic taxes on goods and services (VAT and excise duties)
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The above-mentioned equations cover approximately 80% of revenues. The
rest is estimated to grow according to the �big 3� growth. On the expenditure
side, the largest three items are estimated by equations for:
— wages
— transfers to individuals and households
— expenditures on goods and services

Estimates of the �big 3� cover about 80% of all items, and as in the case of
revenues, the remaining items are assumed to grow according to the �big 3�
growth. Besides the equations, there is a great emphasis on government plans
and their official figures for future budgets. The figures from public finance esti-
mates are then used as an input in the macroeconomic model for the Slovenian
economy.

6 Influence of Future EU Membership on Public Finance
The general government figures are going to be influenced by EU membership
in the future, probably already in 2004. Since the negotiation process has not
been concluded yet, it is hard to calculate the influence of EU membership
on the budget. Slovenia expects to be a net beneficiary from the EU at the
beginning of EU membership.

The contributions to the EU budget in the transition period have not
become known yet, since the length of the transition period for a complete ful-
fillment of payment obligations to the EU (the Slovene proposition is seven
years) and the methodology of calculation have not been negotiated yet. After
the transition period, it is expected that the contribution of Slovenia to the EU
budget will be around 1.2% of GDP (0.8% of GDP of which stem from the
GNP source).

In the first year of membership, EU payments to the Slovene budget will
probably be approximately the same size as preaccession assistance in the year
before membership, that is in 2003 (the preaccession assistance from the EU
in 2001 was 0.2% of GDP and should increase to 0.3% of GDP one year prior
to EU membership). After the first year of membership, the absorptive capacity
of Slovenia to obtain EU funds will have to increase, especially since Slovenia
will probably soon exceed the Structural Fund Objective 1 criterion of having
less than 75% GDP per capita (PPP terms) of the EU average (in 2001 Slovenia
had 71% of the EU GDP per capita in PPP terms, a figure which is projected to
reach 76% in 2005). Some funds should also be obtained from the Cohesion
Fund. A rough calculation of the upper limit of contributions of EU funds to
Slovenia is SIT 150 billion per year (representing approximately 3% of GDP),
but much will depend on Slovenia�s absorptive capacity.

7 Conclusion
Government management of public finance is generally solid, although some
deterioration has occurred in recent years. By ending transfers to the central
Yugoslav government in Belgrade, the Slovenian government was able to run
a budgetary surplus or at least avoid a deficit until 1997. Since then the general
government finances have been in deficit, albeit a small one of around 1% of
GDP. The most problematic items on the expenditure side are pension pay-
ments and public sector wages. Both expenditure categories are already in a
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reduction scheme. Also, a large part of expenditures is fixed, which leaves
government very little room for maneuver. The deficit is to fall gradually below
0.5% of GDP by 2006 mainly by expenditure reduction and also by broadening
the tax base.

The fulfillment of the Maastricht fiscal criteria should not be problematic.
The only obstacle at present is high inflation and consequently high interest rates

Table 1a

General Government Data

Flows in SIT billion, unless stated otherwise
1999 2000 2001 2001 January to June Structure Year-on-year growth

2001 2002 2001 2000 2001

billion % GDP billion %

Revenues 1,590 1,727 1,968 43.1 857 925 100 8.6 14.0
Taxes 1,499 1,600 1,798 39.4 793 858 91 6.7 12.4
thereof: Taxes on income and profit 274 311 358 7.8 185 201 18 13.7 14.9

Social security contributions 496 553 621 13.6 299 327 32 11.4 12.4
Domestic taxes on goods and services 601 603 673 14.7 241 258 34 0.3 11.7

Other revenues 91 127 169 3.7 64 67 9 39.7 33.3

Expenditures 1,613 1,781 2,031 44.5 964 1,099 100 10.4 14.0
thereof: Wages 351 388 456 10.0 227 261 22 10.5 17.5

Expenditures on goods and services 296 336 386 8.5 176 204 19 13.5 14.9
Transfers to individuals and households 648 731 821 18.0 409 462 40 12.8 12.3
Investments 167 171 199 4.4 67 79 10 2.4 16.4

Other expenditures 151 155 169 3.7 85 93 8 3.0 8.7

Balance (revenues — expenditures) — 23 — 55 — 63 — 1.4 —108 — 173 . . . . . .

Net lending and repayments — 1 5 15 0.3 2 — 4 . . . . . .
Net financing 43 51 73 1.6 150 102 . . . . . .
Domestic net financing — 18 — 19 53 1.2 38 114 . . . . . .
Foreign net financing 61 70 20 0.4 112 — 12 . . . . . .
Changes in cash and deposits 19 1 25 0.5 45 — 76 . . . . . .
Additional information:
GDP (SIT billion) 3,648 4,036 4,566 . . . . . . . . . . . .
inflation (annual average in %) 6.2 8.9 8.5 . . . . . . . . . . . .

Source: Ministry of Finance, Slovenian Statistical Office.

Table 1b

General Government Data

Deficit Deficit Debt
(national) (ESA 95) (ESA 95)

% of GDP

1992 1.2 . . . .
1993 0.9 . . . .
1994 0.0 . . . .
1995 0.0 . . . .
1996 0.3 . . . .
1997 —1.2 . . . .
1998 —0.8 —2.3 25.1
1999 —0.6 —2.2 26.4
2000 —1.4 —3.2 27.6
2001 —1.4 —2.5 27.5

Government
projections:
2002 —3.0 —1.6 28.6
2003 —1.2 . . . .
2004 —0.9 . . . .
2005 —0.7 . . . .
2006 —0.4 . . . .

Source: Ministry of Finance, Slovenian Statistical Office.
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due to indexation, but an effort to reduce the use of indexation is already under-
way.

The influence of EU membership on the budget is hard to predict as yet, but
at the first stage after full membership Slovenia expects to be a net beneficiary
from the EU. The later development depends predominantly on the absorptive
capacity of Slovenia to obtain contributions from EU funds.
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This presentation is structured as follows:
The first five sections present a general overview of the framework of

Magyar Nemzeti Bank�s fiscal analysis. Section 1 provides an introduction.
Section 2 deals with the primary level of our analysis and defines an aggregate
indicator of the first-round impact of fiscal policy. Section 3 shows a possible
decomposition suitable for indicating the various active and passive factors that
determine the demand impact. Section 4 focuses on the second level of our
analysis, which is a decomposed approach to the most important channels of
fiscal impact. Section 5 deals with an additional level, a model simulation.
Section 6 presents the actual fiscal situation in 2001 and forecasts for 2002.
Finally, Section 7 outlines emerging challenges.

1 Introduction
In the mid-1990s Magyar Nemzeti Bank (MNB) concentrated on both the
medium-term sustainability and short-term demand impact of current fiscal
policies. As debt levels have been reduced and an inflation-targeting regime
adopted (June 2001), the assessment of the fiscal impact has become increas-
ingly important. Our fiscal analysis has focused on finding the most relevant
measures of fiscal impact.

First, I would like to present how fiscal analysis works in the MNB�s infla-
tion-targeting regime. Inflation projections cover the forthcoming six to eight
quarters, and policy decisions focus on price developments expected to occur
over a one- to one-and-a-half-year horizon, as inflation over the next one to four
quarters is determined by events that have already taken place. The MNB pre-
pares very detailed fiscal forecasts, estimating the budget line by line. This
requires an approved, or at least a draft, budget. Without a detailed budget,
we cannot evaluate how realistic revenues or expenditure, determined exoge-
nously, are. It means that our effective forecasting horizon is two to five quarters
except for the years 2001 to 2002, when biennial budgeting was applied.

In a small, open economy like Hungary, fiscal policy will have an impact on
demand and is supposed to have amoderate effect on inflation; itwill also influence
the external balance and GDP. Impacts on aggregate demand can be classified as
structural, direct and indirect. The primary level of our analysis focuses on direct
and indirect impacts to give a rough indication of how capacity utilization and the
external balance are influenced by demand in the short run. The direct impact is
equal to primary spending net of taxes,while the indirect one consists of real inter-
est expenditure and consolidation with central bank operations. The second level
of the analysis concentrates on the most important macroeconomic channels of
the direct fiscal impact. Government investment and the fiscal determinants of
household income (wages and transfers net of taxes) provide more explicit links
to macroeconomic statistics. The third level of the analysis is a simulation with
a NiGEM model of the macroeconomic effects of revenues and expenditure
(see more on this and NiGEM in section 5). This simulation can capture not only
the direct impact of fiscal policy in a simultaneous way, but also structural impacts
on private-sector behavior, anticipations and private-sector decision making.

1 Ga«bor P. Kiss is an economist at the Economics Department of Magyar Nemzeti Bank (e-mail: kissg@mnb.hu). The views
expressed in this paper are those of the author and do not necessarily reflect the official view of the MNB.
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2 Defining the Fiscal Indicator of the Demand Impact
By default, Hungary�s general government deficit can be defined in four ways
(see MNB, 2002). All four indicators are derived from various assumptions.
The validity and limitations of these indicators are defined by the realistic nature
of these assumptions. There exists a statistical deficit according to the GFS 86
(Manual of Government Financial Statistics) introduced by the IMF. Another
official deficit concept is used by the EU in accordance with ESA 95. In addi-
tion, there are two indicators which are not fully comparable with the indicators
noted above — these are the official Hungarian deficit category and the adjusted
SNA deficit the MNB uses for analytical purposes. The SNA here is not the same
as the SNA 93, although this indicator was originally designed to approach the
statistics of the National Accounts (MNB, 1995; P. Kiss and G. Szapa«ry, 2000).

We gradually moved away from the pure statistical approach because of the
need for flexibility. Although the SNA 93 is a quite flexible system in principle,
analytical indicators are even more flexible in practice in determining the
proper time of recording and the boundaries of sectors and transactions. First
of all, sectors should be more homogeneous in terms of motivation and eco-
nomic behavior. Government is concerned not with the maximization of its
profits, but with public policy. This means that corporations engaged in
quasi-fiscal activities or the provision of nonmarket services should be reclassi-
fied to the government sector, as they are in the position not to respond quickly
to market signals. Above-the-line or below-the-line fiscal transactions should
also be reclassified on the basis of their effective economic impact, i.e. on
the basis of the behavior of the recipient. Government �lending� may have
the same effect as transfers, because recipients can assume that the government
will practically not enforce its claim. Similarly, the most relevant time for
recording various transactions can be selected through examining the behavior,
degree of foresight and liquidity constraints of the recipients. Accordingly, cash-
based accounts appear to be satisfactory for the majority of revenues and expen-
diture. However, in the case of interest expenses, VAT refunds and concession
fee receipts, it is reasonable to follow the accrual basis of accounting, because
investors and top taxpayers have no liquidity constraints.

At the same time analytical indicators can be kept as simple as possible,
focusing on the most relevant corrections. If the effect of a possible adjustment
is constant (i.e. has no trend or volatility) and/or insignificant, the estimation of
the demand impact can simply exclude it. Finally, analytical indicators need not
necessarily sacrifice transparency. This means that the methodology should be
published and updated from time to time, with time series and forecasts also
made available (MNB, 2002). The presentation of the demand impact should
show publicly available information (change in the headline deficit) and the
results of our analytical �SNA� corrections separately.

The �SNA� corrections complementing the official primary deficit can be
categorized into several groups. In the first group are the kinds of revenues
which are reflected in official figures and in data reports by the State Privatiza-
tion Company (A«PV Rt.), shown against reductions in claims (e.g. repayment of
debt, disposal of shares and use of privatization reserves). Under the SNA meth-
odology, such revenues do not reduce the budget deficit and may not provide
cover for A«PV�s reorganization and other expenses. They may only be accounted
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for as below-the-line financing. In this case, forecasting is relatively straight-
forward, as estimates are available in the Budget Act, and it is possible to
monitor whether the estimates are met in the course of the year. Adjustments
on an accrual basis can be categorized into the second group (see MNB, 1999,
Box IV.1). Part of these adjustments cannot be observed directly; consequently,
not only forecasts, but also actual performance against such forecasts are based
on estimates (SEATS/TRAMO is used to eliminate discretionary effects in VAT
refunds on a cash basis). Other estimates, for example those of concession fees
paid as a once-for-all payment in advance, can be included in official data. The
third group comprises accounting for quasi-fiscal activities and road construction
financed from borrowing by the Development Bank (MFB Rt.). As the MNB has
only partial information about such activities (for example from government
resolutions, press releases and in some cases regular data), actual outturns,
too, can only be estimated.

3 Factors Determining Fiscal Impact
The MNB prepares a detailed forecast of revenue and expenditure items under-
lying the official release of the primary balance while also estimating SNA cor-
rections. Even though all these detailed forecasts are available, it would not be
really informative to separately analyze the balances of each subsector (such as
central government, social security, extra-budgetary funds, local government)
within the overall general government balance, which provides the background
for calculating the demand impact (see MNB, 1999, Box IV.2). It is nevertheless
useful to draw two distinctions. First, the direct and indirect components of the
demand impact should be separated, followed by a further decomposition of
the direct impact.

The impact on demand of changes in interest expenditure should be treated
as an indirect fiscal impact because the increase in interest payments on current
government debt is generally beyond the control of fiscal policy. Consolidation
with the central bank balance sheet means that central bank losses are incorpo-
rated into the operational deficit. At the same time the results of monetary
activities should be distinguished from those of direct fiscal activities as an indi-
rect impact. Estimating the indirect demand impact means calculating the
operational deficit. The MNB has departed from the earlier method of defining
the operational deficit from below the line, on the basis of the inflation-adjusted
change in stocks (see Baraba«s, Hamecz and Neme«nyi, 1998). Instead, the effect
of inflation is eliminated directly from above the line, i.e. from interest expen-
diture, using a less detailed calculation. Its advantage lies in its simplicity. In the
case of interest expenditure in Hungarian forint, in addition to eliminating the
inflation compensation component, the MNB uses the modified version of mov-
ing averages as suggested by Blanchard (1990) in order to smooth the fluctua-
tions in real interest rates. Instead of a three-year forward-looking average, the
MNB uses a moving average which looks one year ahead and one year backward.

By contrast, our analysis focuses on the direct fiscal impact, which is defined
as a change in the SNA primary deficit. For analytical purposes, it is useful to
make a further decomposition on the basis of the three categories of revenues
and expenditure (MNB, 2002). The first includes discretionary measures, which
comprise fiscal policy measures relating to changes to the tax regime and the
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definition of the nondetermined range of expenditure estimates. The second
category consists of components determined by macroeconomic developments, such
as tax receipts, unemployment benefits and pension expenses caused by the
Swiss indexation system used in Hungary. This component is close to the
above-noted indirect component, as it is also beyond the control of fiscal policy.
By definition, the effects on taxes of macroeconomic developments can be cal-
culated by deducting discretionary components (i.e. tax cuts); however, in
practice, they cannot be measured properly. This residual should exclude all
effects of fiscal policy, but it includes all the exogenous influences, such as
the effects of the business cycle, volatile inflation, oil prices, exchange rates
and the like. The difference between projected and actual revenues can be accu-
mulated for one and a half years, for during the autumn budgeting even the base
year performance can be over- or underestimated. Fiscal developments, which
constitute the third category, are a collective term which includes the effects
of all other factors. This residual term is similar to what is sometimes referred
to in the literature as policy slippage (or overperformance). This category com-
prises decisions taken by local authorities, institutions and budget chapters,
given that it is useful to separate them from the intentions of fiscal policy-
makers, i.e. parliament and the government. (These decentralized decisions
may divert actual developments in expenditure from central intentions, i.e.
from the funds appropriated in the budget, accumulating or decumulating funds
and carryover appropriations.) On the other hand, this category reflects the
effect of certain expenditure items which are determined by some exogenous
factors. There may be technical explanations for this, like the time requirement
of tenders; however, it may equally be the case that the number of persons
entitled to family allowances or receiving pharmaceutical subsidies will differ
from the number projected.

Basically, we avoid a precise decomposition, e.g. by reclassifying the macro-
economic effects as an indirect impact of this direct demand impact because of
the presence of uncertainty. First of all, the macroeconomic environment
cannot be clearly separated from the effects of fiscal policy. Taxes included in
the government wage bill can be easily identified, but private consumption
generated by increasing household income from social programs or from the
increasing wage bill of the government is not as easy to estimate. Another gray
area lies between apparent fiscal policy intentions and the decisions of lower
fiscal levels, which can, of course, be affected implicitly by fiscal policymakers.

What is important in our forecast is not the exact size but the dynamics of
these factors, since they jointly determine the fiscal outcome. For example,
macroeconomic developments can divert actual revenues from the target, or
the implementation of the original budget can divert expenditure from the
target, because of fiscal developments (policy slippage). In such cases the
government usually adopts discretionary, across-the-board actions in order to
maintain the targeted deficit, which can also be doomed to fail because of fiscal
developments (counteractive local governments or delayed implementation for
technical reasons).

This decomposition is important with regard not only to forecasting, but
also to communication. On the one hand, differences between actual and budg-
eted revenues are often accumulated year by year because of problems with the
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macroeconomic assumptions of the budget. The estimation of this effect pro-
vides an important link between private, government and central bank fore-
casts. On the other hand, differences between appropriations and actual spend-
ing are not very obvious during the year, as a large amount of expenditure dis-
plays no regular seasonal pattern. The explicit effects on the deficit of fiscal
developments are usually not estimated and/or published by the government
and private analysts. Finally, the government usually announces the effects of
across-the-board discretionary actions. If these actions are motivated by reach-
ing deficit targets, these effects can be estimated well before decisions are made.
It is not necessarily the case in election years; therefore, we cannot estimate the
effects of election promises in advance.

4 Decomposition of the Fiscal Impact
Our macroeconomic framework considers four explicit channels of the effects
of fiscal policy on a quarterly basis. These channels are usually linked to macro-
economic statistics released by the Central Statistical Office (CSO) on a
monthly or quarterly basis. However, CSO statistics are less noisy, as their
approach differs from that of government cash-flow statistics currently available
with regard to government sector wages and government investment. This is
due to the different times of recording and the different definitions used.
The coverage of the wage bill in the government accounts is much broader,
for it includes all components of wages and salaries, such as dismissal wages,
bonuses and the like.

Three of the fiscal channels are directly related to household disposable
income. First, we consider changes in transfers to households, mainly increases
in pensions, and, to a lesser extent, changes in social and unemployment ben-
efits. Volatile government wage dynamics are also a significant channel of the
demand impact. Finally, we calculate the effects of changes in tax rules (relating
to rates, brackets and tax allowances) on the disposable income of households.

The other important channel of demand impact is investment by the govern-
ment. Our definition here is consistent with the analytical �SNA� approach, so
government investment is augmented by investment which is decided on by the
government but financed off the budget. Otherwise, this expenditure item
would be reflected in the official fiscal deficit only in subsequent years without
any impact on demand. This is what happened in 2002, when the government
announced an additional increase in the official deficit.

Only few components (e.g. tax receipts) of the demand impact can be inter-
preted on a monthly and quarterly basis. However, there are also a number of
other expenditure items whose intrayear development does not display regular
patterns. This stems from the fact that the Budget Act applies to one year only,
i.e. objectives and appropriations are defined for a full year, and this alone does
not imply intrayear scheduling in the majority of cases. Therefore, not only our
aggregate indicator of fiscal impact, but also the four quarterly-based fiscal
channels are interpreted on a yearly basis.
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5 Model Simulation Approach
As a complementary tool, we employ model simulations. Recently applied/
extended to Hungary, NiGEM (developed by the National Institute of Economic
and Social Research, NiGEM stands for �National Institute�s Global Econo-
metric Model�) is a multi-country empirical macroeconometric model with a
medium-sized government sector (Jakab and Kova«cs, 2002). This model can
capture the effects of the composition of demand impact by dividing govern-
ment expenditure into four major categories, such as government consump-
tion, government investment, household transfers and interest payments. Gov-
ernment consumption and investment are exogenous policy variables, while
transfers depend on nominal income and the unemployment rate. From the rev-
enue side, there are three different tax accounts in the model. Corporate tax
moves with nominal GDP, miscellaneous tax moves with nominal consumption,
and personal income tax also moves with nominal GDP if the budget balance is
on its targeted path. Personal income tax is, however, also an instrument of fis-
cal solvency. If the budget balance deviates from its target, personal income tax
is changed gradually to cover the difference. Government interest payments
depend on existing debt and long-term interest rates, assuming an average
maturity of six years.

NiGEM is useful for simulations over a long time horizon. The simulations
provide a dynamic approach, as an initial demand impact usually affects macro-
economic performance and the external balance in the short run. However,
other macroeconomic variables, such as inflation, interest rates and floating
exchange rates, can also be affected. The model estimates time-varying
response patterns of all these variables. Naturally, this simulation can simulta-
neously capture not only the direct impact of fiscal policy but also structural
impacts on private behavior, anticipations and private decision making. The
results of our simulations are outlined in the next section.

6 Assessment of the Demand Impact in 2001 to 2002
A biennial budget was prepared at the end of 2000. This two-year budget was
adopted after two years of moderate fiscal restriction. The approved deficit,
corrected by SNA methodology, implied a fiscal expansion of 2.4% of GDP
in 2001 and a moderate restriction of 0.6% in 2002 after the elections. In
the base year (2000), extra revenues of 1.6% of GDP were realized in the cen-
tral budget, but only 0.15% were to be spent that year. Also, policymakers
decided to carry over some funds off the budget to 2001. At the same time,
extra revenues of the base year still remained underestimated by 0.5% when
the budget for 2001/02 was prepared. With additional unexpected receipts
of 0.7% in the following years, extra revenues of 1.2% accumulated in 2001,
and in our estimation, they may well have amounted to 1.9% of GDP in 2002.

In the course of 2001, extra revenues became apparent, and the decision
was made to spend most of them. In addition, further off-budget spending
was financed by funds carried over from 2000. Despite these discretionary
actions, the fiscal expansion turned out to be 2% of GDP instead of 2.4%
because of temporary savings generated by fiscal developments, e.g. a delay
in the implementation of projects.
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On the other hand, fiscal expansion in 2002 is estimated to have amounted
to 3% of GDP instead of the targeted restriction of 0.6% of GDP. The full year
effect of last year�s across-the-board wage increases combined with the effects of
the preelection measures in 2002 exceeded the expected1.9% of extra revenues
of the current year; therefore, fiscal policy became expansive. The other half of
the expansion is related to postelection measures by the new government. In
addition, contrary to 2001, fiscal developments will probably result in tempo-
rary dissaving, as there will be a gradual acceleration in the implementation of
projects, and local government spending will also go up prior to local elections.

The composition of the demand impact is important for assessing the mac-
roeconomic effects of fiscal policy. In 2001 demand expanded via boosts
received from investment activity, spending on goods and services and the
reduction in consumption taxes. The NiGEM simulation shows that nearly half
of this kind of expansion passes through to GDP every year, simultaneously with
the growing external imbalance. Although the estimated impact on prices is
only 0.3%, it is still three times as high as what the fiscal coefficient employed
in the inflation forecast system would yield. In 2002, demand expanded via
increasing public wages and transfers to households. The NiGEM simulation
shows that this kind of expansion gives additional stimulus to, but has quite
short-term effects on, GDP with a relatively prolonged and higher impact on
external imbalances and inflation (see Special Topics in MNB, 2001.)

At the end of this contribution I would like to illustrate why we cannot esti-
mate the fiscal impact in the absence of a fully detailed draft budget. In line with
our Preaccession Economic Program, the starting point is the updated medium-
term fiscal framework, which indicates that the deficit on an ESA basis will
decrease to 4.5% in 2003. The first problem is that the uncertainties of estima-
tion for the base year (2002) are higher than usual. Maintaining the targeted
deficit did not seem to be very relevant in that election year, and a recent
amendment to the Budget Act even made supplementary budgeting unnecessary
within a certain range of deviation (it is limited to 5% of total central govern-
ment expenditure). Some extraordinary transfers were announced at the end of
October, but it was difficult to assess them, owing to the different kinds of
approaches required. Our approach focuses on off-budget expenditure (at the
time of its actual spending), while extraordinary debt assumptions focus more
on financing. This also illustrates the reasons for the methodological differences
between the SNA deficit and the official deficit. It also means that the demand
impact defined as a change in the SNA primary deficit is very sensitive to the
dynamics of SNA corrections. Finally, the methodology of the official deficit
becomes a moving target, as the application of ESA 95 will be in progress. A
proper statistical application will be one of the emerging challenges associated
with accession to the European Union.

7 Conclusion
This paper outlines the current situation of our fiscal analysis from the perspec-
tive of monetary policy decision-making. However, many further challenges lie
ahead. As forecasting should be improved by more frequent modeling, we seek
to develop a new quarterly-based macroeconomic model. The model should
also help us to better separate macroeconomic effects from those of discretion-
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ary measures. More transparency and better communication are also required,
for example by explaining why we employ the corrected SNA indicator instead
of ESA 95. Analyses of other aspects of fiscal policy, e.g. sustainability, will also
get more emphasis in the years ahead.
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1 Introduction
As the process of Poland�s accession to the European Union is nearing comple-
tion, the issue of Poland�s future membership in Economic and Monetary Union
(EMU) is quickly gaining in importance. Even though in view of the formal
arrangements, the introduction of the euro in Poland at some time can be
deemed a foregone conclusion,3) accession to EMU should be preceded by a
thorough debate on the economic implications of this process. The wide
approach to the theory of optimum currency areas (OCA theory), searching
for balance between the costs and benefits of monetary integration, is a useful
framework for this debate (Grubel, 1970).

The costs ofmonetary integration are essentially linkedwith the loss of an inde-
pendent monetary policy which may be employed to smooth out the cyclical fluc-
tuations of output and employment. Hence, there is a risk that output variability in
Polandwill increase once the euro is adopted. This, in turn, would reduce thewel-
fare of the economic agents who prefer their income to be stable through time.

There is an abundant empirical literature pertaining to the potential costs aris-
ing from the adoption of the euro in Poland. Part of the related research is devoted
to the efficiency of standard adjustment mechanisms (labor mobility and wage
flexibility) that mitigate idiosyncratic shocks and that are postulated by the
OCA theory (Borowski, 2000, 2002). Other contributions attempt to assess
the asymmetric shock exposure of the Polish economy (Boone and Maurel,
1999; Borowski, 2001; Fidrmuc and Korhonen, 2003). They are accompanied
by the studies showing that the OCA criteria are endogenous with respect to the
process of monetary integration (Artis and Zhang, 1995; Fidrmuc, 2001; Frankel
and Rose,1997). Further, some studies focus on the effectiveness of the exchange
rate mechanism in correcting for the effects of asymmetric shocks (Canzoneri
et al., 1997). The general conclusion that can be drawn from this debate is that
the Polish economy will not be exposed to severe asymmetric shocks after joining
the euro area.4) In other words, despite the existing labor market rigidities, there
is little risk of rising output volatility in Poland after its EMU accession.
1 Macroeconomic and Structural Analysis Department, Narodowy Bank Polski (NBP).
2 This paper was prepared during a research stay in the Foreign Research Division of the Oesterreichische Nationalbank. I am

grateful to the OeNB for tremendous support and a fertile environment for the preparation of this study.
I would like to thank Martin Aßdahl, Agnes Csermely, Anna Czoga�a, Daniele Franco, Robert G�uch, Eugeniusz Gurazdowski,
Angelika Knollmayer, Krzysztof Marczewski, Andreas Nader, Pawe� Przesmycki, Ewa Sadowska-Cies«lak, Andrzej S�awin«ski,
Konrad Szwedzin«ski, Marek Rozkrut, Micha� Rubaszek, Anna W�ostowska and Robert Woreta for providing me the studies,
time series and experts� estimates used in this paper.
I acknowledge insightful comments and suggestions by Peter Backe«, Micha� Brzoza-Brzezina, Jarko Fidrmuc, Ryszard
Kokoszczyn«ski, Doris Ritzberger-Gru‹nwald and Andrzej S�awin«ski. I am also grateful to an anonymous referee for construc-
tive comments and suggestions. Irene Mu‹hldorf provided excellent language advice.
My special thanks go to Andrzej S�awin«ski, whose exceptional support was critical to overcoming many data limitations and
to completing the chapter on transaction costs.
The views expressed in this paper are those of the author and do not necessarily reflect those of Narodowy Bank Polski or the
Oesterreichische Nationalbank.

3 Unlike Denmark and the United Kingdom, Poland was not granted a special right to stay outside EMU (a clause to �opt out�).
Formally, upon the EU accession Poland will become a member of EMU with a derogation and will be committed to finally
adopting the euro. For simplicity, the terms EMU and euro area will be treated synonymously in the remainder of the paper.

4 This conclusion rests on the tacit assumption that, once in the euro area, the presently low share of intraindustry trade in the
total trade between Poland and the euro area (Borowski, 2001) will sizeably increase as a result of euro-driven trade creation
(see section 3 on the trade effects of currency unions). Such increase, consistent with the endogeneity of the OCA criteria,
would be needed to reduce the exposure of the Polish economy to idiosyncratic shocks in a sustainable way.
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The plentiful attempts to assess the costs of euro adoption in Poland do
not seem to be matched by an equal amount of research aimed at assessing
the benefits of this process. This study constitutes a modest attempt to reduce
this gap by assessing the magnitude of the three most frequently addressed ben-
efits arising from the creation of a currency union: potential transaction cost
savings resulting from elimination of the bilateral exchange rate, elimination of
the currency risk premium contained in the interest rates of a client country1)
and trade expansion arising from the elimination of exchange rate uncertainty.

The common features of the aforementioned gains are that they can be quan-
tified and will have an effect on the growth potential of the economy. The list of
potential benefits is, however, much longer. According to Tymoczko (2001),
seigniorage revenues are likely to increase as a result of euro adoption in Poland.
Further, there are numerous positive and intangible effects of the common cur-
rency such as welfare gains from low inflation achieved by importing monetary
policy discipline from a country with a more rooted aversion to inflation
(Alesina et al., 2002),2) higher competition arising from greater price trans-
parency (Calmfors Commission, 1997),3) efficiency gains from capital market
integration (Baldwin, 1991)4) and a greater ability to manage the volatile FDI
and portfolio capital flows arising from changes in the risk perceived by foreign
investors (Begg et al., 2003).5) Indeed, the combined positive effect arising
from these gains may be large. However, due to the quantification problem6)
or to its limited relevance to the long-term growth potential (seigniorage), the
assessment of these effects remains beyond the ambit of this study.

It is noteworthy that the existing literature lacks consensus on the relative
importance of the three aforementioned channels through which the eco-
nomic impact of currency unions is exerted. While Pereira (1999) considers
the reduction of interest rates a leading conduit affecting the economic per-
formance of an anchor country, Frankel and Rose (2000) argue that gains

1 Following Alesina et al. (2002), further in the text the term �client country� will be used to describe a country considering a
substitution of its domestic currency by a currency of another country or entity (�anchor country�). Though inappropriate for
the 11 EMU founding members, these terms adequately reflect the current position of Poland and the other accession countries
for which the euro remains a future anchor currency.

2 The empirical attempts to quantify the costs of inflation show that they are relatively low once the moderate level of inflation
has been achieved (Barro, 1995; Fisher, 1981). Given the level of the ongoing inflation target (2.5% –1%) adopted by the
Monetary Policy Council in February 2003 (Narodowy Bank Polski, 2003) and the long-run trend real appreciation of the
zloty (translating into higher inflation in Poland than in the euro area after EMU accession), it is a matter of judgment
whether euro adoption will lead to a permanent reduction in the Polish inflation rate.

3 As argued by Baldwin and Lyons (1988), exchange rate uncertainty may delay the response of nominal prices to changes of
production costs. Euro adoption in Poland may thus promote cross-border competition by reducing the degree to which prices
of tradable goods are out of line with production costs.

4 Aiyagari and Gertler (1991) suggest that a currency union — by removing differential transaction costs (costs of money
changing faced by international portfolio investors) — should affect asset pricing and thereby improve capital allocation.

5 This argument is highly relevant for accession countries, which — given the shallowness of their foreign exchange markets and
susceptibility to financial contagion (not entirely eliminated upon EU accession) — may view euro adoption as a way to
irrevocably eliminate the risk of a currency crisis.

6 Apparently, it is the problem of quantifying these benefits that prompted some economists to question the possibility of
measuring the gains from the single currency in general. While Wyplosz (1997) considers attempts to quantify benefits
of monetary integration as �frustrating and useless,� Obstfeld (1997) argues that this measurement is extremely difficult,
if at all possible. Feldstein (1997) does not view European monetary integration as beneficial at all, emphasizing the purely
political character of this process.
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from monetary integration come through the promotion of trade. In this
debate, the transaction costs channel, though it is the most tractable and rec-
ognizable of the three effects, is generally considered less important in terms
of attendant growth effects and is thus subordinate to the remaining two.
Therefore, in this study each of these three effects is considered separately,
and their impact on the growth potential of the economy is individually dis-
cussed. However, their combined effects on growth, which may be obtained
by employing the macroeconometric model of the Polish economy, is beyond
the scope of this paper. The magnitude of the three analyzed gains may be
used as an input for such simulations.

The paper is structured as follows. Following the introduction, section 2
estimates the potential savings in transaction costs arising from the adoption
of the euro in Poland. Section 3 explores by how much interest rates in Poland
are likely to be reduced as a result of the changeover to the euro and the con-
comitant reduction of the currency risk premium. In section 4 the issues of
exchange rate uncertainty and its possible impact on the trade between Poland
and EMU are discussed. This section also provides a tentative assessment of the
bilateral trade expansion between Poland and the euro area that is likely to occur
once Poland adopts the euro. Section 5, the summary, presents the chief find-
ings of the paper. All figures and tables used in the study are presented in the
annex.

2 Transaction Cost Savings
One of the most widely recognized benefits stemming from the formation of a
common currency area is the elimination of the bilateral exchange rate and the
related costs incurred by the private sector. These costs can be divided into two
groups. The first comprises transaction costs in the narrow sense (financial
costs) paid by households and enterprises to the financial sector in form of com-
missions, spreads between buying and selling rates and fees for hedging against
exchange rate risk. Once the domestic currency ceases to exist, there is no
more need to exchange it against the anchor currency and vice versa, and hedg-
ing becomes free and unlimited. The second group (in-house costs) consists of
the resources tied up in handling foreign exchange operations, managing
exchange rate risk exposure, maintaining additional accounting activities, losses
due to poorer remuneration of companies� cash balances dispersed over an
extensive number of accounts, and opportunity costs arising due to searching
for natural hedging and to lengthier transfers involving different currencies
(European Commission, 1992).

The overall amount of transaction costs is positively related to the
amount of bilateral trade between an anchor and a client country and the
volatility of the bilateral exchange rate (as it induces companies to use more
extensively hedging transactions, which at the same time become more
expensive). On the other hand, foreign exchange-related costs are lower
the more intense the competition in the financial sector is (suppressing
the fees charged on the relevant transactions) and the greater the extent is
to which the currency of a client country is used in international payments
(i.e. the degree to which foreign exchange risk exposure can be mitigated by
invoicing in the domestic currency). Therefore, it may be expected that
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Poland, as a small, open economy whose currency is not used as an inter-
national means of payment and has shown relatively high and rising volatility
in recent years, should benefit relatively much in terms of potential savings
on transaction costs as a result of euro adoption.

The macroeconomic impact of EMU exerted via the transaction cost chan-
nel can be presented within the framework of the neoclassical growth model
(Solow, 1956). Assuming that the entire resources released in the financial sec-
tor due to the euro changeover will find an alternative and productive use, sav-
ings on transaction costs represent a one-time rise in the productivity of labor
and capital (Baldwin, 1991) rather than merely a shift of resources between the
financial and nonfinancial sectors.

The increase in total factor productivity may be illustrated as a one-off up-
ward shift of the production function F(K/L) to a new, higher position F(K/L)� at
any given capital labor ratio (chart 1). The interpretation of this shift is quite
straightforward: the elimination of transaction costs boosts the overall efficiency
with which labor and capital inputs in a client country are combined to produce
output. Assuming that the initial steady state capital-labor ratio and the corre-
sponding level of output per capita equal K1/L and Y1A/L, the single currency
leads to a higher level of output (Y1B/L) produced with the same factor endow-
ment.

The benefits stemming from the elimination of transaction costs are not lim-
ited to static efficiency gains. Assuming a constant savings-to-GDP ratio, once
the production function shifts upward, the supply of investment increases. As a
result, the SS curve shifts upward to a new position (SS�) where the amount of
capital invested more than compensates for the investment needed to replace
the existing capital stock that depreciates (DD). As a corollary, the initial
one-off rise in GDP per capita due to the elimination of transaction costs is
followed by induced capital formation. This, in turn, leads to a rise of the cap-
ital-labor ratio from K1/L to a new, higher level (K2/L) where the capital accu-
mulation eventually levels off. The higher amount of capital stock corresponds
to a higher steady state level of output per capita (Y2/L). It may then be con-
cluded that initial static efficiency gains arising from a one-off productivity shift
are accompanied by dynamic gains triggered by additional capital formation.
This magnifies the total growth effects arising from the elimination of trans-
action costs.

Ideally, in order to assess the magnitude of financial costs incurred by house-
holds and companies due to the existence of the national currency, one should
multiply the turnover of the relevant foreign exchange transactions (spot, out-
right forward, swap, currency futures and options) by the corresponding fees
and shares of euro-denominated transactions in total turnover. This approach
was applied by the European Commission (1992), which assessed the exchange
rate-related financial costs in the 12 EU Member States. A similar approach has
recently been adopted by Magyar Nemzeti Bank (2002).

Unfortunately, the domestic financial market statistics for Poland do not
contain information on the foreign exchange turnover between financial insti-
tutions and nonfinancial customers with a breakdown into relevant instruments,
maturities and counterparts. Moreover, the BIS statistics (2002), which offer
such a breakdown, capture only a relatively small part of the total foreign
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exchange turnover in Poland.1) Therefore, this study attempts to assess roughly
the magnitude of transaction costs on the basis of balance of payment statistics,
i.e. by multiplying gross turnover in each segment of the balance of payments by
the relevant euro fees and shares in the currency structure of total turnover.
This approach, which is similar to that pursued by Dumke et al. (1997), who
reassessed the European Commission�s (1992) estimates of transaction costs,
has a few important caveats.

First, the risk of double counting, biasing upward the overall assessment, is
relatively high as compared with a survey-based approach (Gros and Thygesen,
1998). Second, with respect to some balance of payments components used in
the calculation, experts� estimates have to be used,2) affecting the precision of
the assessment. Third, within some categories general government activity is
included, biasing upward the results. Finally, experts� estimates on all the not
officially reported data necessary to produce the results are not always available.
This leads to an omission of some categories and biases the results downwards.
The practical implications of these limitations for the methodology in this study
are the following:
— Foreign direct investment was the only financial and capital account compo-

nent used for the calculations3);
— Relying on experts� opinions pointing to the limited role of hedging instru-

ments other than outright forwards, it was assumed that the latter are the
only instruments of hedging that exporters and importers use;

— Most of the experts� estimates were obtained from an informal question-
naire circulated among foreign exchange dealers in the nine biggest com-
mercial banks in Poland,4) who were asked to provide their assessment of
bid/ask spreads charged for spot and forward transactions, the average
maturity of the latter and the extent to which foreign trade transactions
are hedged against exchange rate risk;

— As delivering rigorous estimates on the magnitude of in-house costs is
impossible without execution of a careful internal audit in the companies
entering into foreign exchange operations, the European Commission�s
assessment (1992) based on Ernst and Young (1990) estimates on in-house
costs5) was taken as a proxy for in-house costs incurred by Polish companies;

— A lower bound, i.e. a conservative estimate of possible transaction costs
savings, was generally applied.

1 Domestic financial institutions have not reported data on PLN/EUR spot, forward and swap transactions contained in the
survey to the NBP; they were obtained from other countries� central banks. The NBP provided only the data for interbank
foreign exchange activity.

2 The coefficient of the import intensity of exports, which is not directly observable, may serve as an example. A higher import
intensity tends to lower transaction costs, since companies match their receipts with import payments, thus incurring lower
transaction and hedging costs.

3 To the author�s best knowledge, there are no plausible experts� estimates on the extent to which short- and long-term credits
received and extended by Polish companies are hedged and matched with each other. It follows from available survey results
that this is common practice (Narodowy Bank Polski, 2002). Such operations reduce the need to enter into foreign exchange
spot and hedging transactions and have implications for the overall assessment of financial cost savings.

4 The share of these banks in total foreign exchange turnover can be estimated at 60%.
5 In the study by Ernst and Young, in-house costs were defined as the exchange rate-related treasury, personnel and equipment

costs together with costs related to the dispersion of balances over an extensive number of accounts in various currencies and
cross-border payment delays (opportunity costs) as a percentage share of total intra-Community exports.
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Under the aforementioned assumptions, the financial cost savings related to
the current account and FDI flows stemming from the changeover to the euro
can be reckoned to be around 0.09% of GDP (table 1 summarizes the results
and the assumptions made).1) To assess the total financial cost savings, i.e. sav-
ings arising from both current and financial account transactions, one can apply
the ratio of financial cost savings on financial account transactions to financial
costs stemming from current account transactions calculated for 12 EU coun-
tries by Dumke et al. (1997). Assuming that this ratio (approximately 0.7)
properly reflects factual cost relations faced by Polish enterprises and applying
it to the current account-related financial costs, the total financial costs can be
estimated at around 0.14% of Poland�s GDP. This result is broadly in line with
potential financial cost savings for the much more open Hungarian economy
estimated at 0.11% to 0.22% of GDP (Magyar Nemzeti Bank, 2002).2) Supple-
menting this by the estimated magnitude of in-house costs, total transaction cost
savings achieved as a result of EMU accession can roughly be estimated at
0.22%. It should be reiterated that this is the lower bound estimate.

At first sight the potential transaction cost savings arising from euro adop-
tion in Poland do not seem to be high. One should not forget, however, the
additional growth bonus which may be achieved once these savings material-
ize.3) Nevertheless, the relative importance of the EMU-driven transaction cost
savings cannot be properly gauged without investigating other channels via
which the macroeconomic effects of EMU are transmitted, which may eventu-
ally dwarf the direct savings in transaction costs.

3 Impact on Long-Term Interest Rates
Substituting a domestic currency with the currency of an anchor country irrev-
ocably eliminates bilateral exchange rate risk and helps to reduce the overall
price uncertainty faced by economic agents. This argument, which was put for-
ward by McKinnon (1963), accentuates the role of a stable exchange rate for the
stability of the overall price level in small, open economies. Once future prices
of goods and services become less variable and thus more certain as a result of
a single currency, the related uncertainty about the future level of costs and
revenues diminishes. This conclusion has important implications for the invest-
ment process. Assuming that investors are risk averse and care about the variabil-
ity of profits, a single currency renders future investments less risky.4) Accord-
ingly, the risk-adjusted rate of return expected by investors eventually rises.

1 This figure seems to be biased slightly upwards due to the exceptionally high short-term interest disparity prevailing over
2001, inflating the forward exchange rates and related hedging costs. However, halving the interest rate disparity observed
in 2001 did not affect the results significantly.

2 Apart from the source of the data, the difference between the Hungarian approach and the methodology applied in this study is
that the former did not include foreign exchange turnover between households and commercial banks and the latter did not
capture the turnover between domestic and foreign banks. A different methodology, however, given a quite substantial difference
in the relevant bid/ask spreads (spreads on foreign exchange rate transactions between households and banks are generally several
times higher than those for interbank transactions), should not substantially distort the comparison of these results.

3 Baldwin (1991) estimated the long-run growth bonus for 12 EU countries to be roughly twice as high as the static efficiency
gain arising from the elimination of transaction costs.

4 As argued by Baldwin (1991), exchange rate uncertainty is expected to hinder especially those investments which have large
irreversible components (sunk costs). The higher the price uncertainty is, the more attractive an alternative wait-and-see
investment strategy is and the higher the expected return required on irreversible investment is.
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As in the case of transaction cost savings, it can be argued by means of the
neoclassical growth model that the suppression of the price uncertainty arising
from a single currency might trigger additional capital accumulation and related
growth effects (chart 2). On the assumption that the savings ratio can vary over
time, thus facilitating intertemporal optimization, the equilibrium level of cap-
ital and output per capita is achieved when the marginal productivity of capital
equals a discount rate which reflects the cost of postponing consumption.
Graphically it can be illustrated by a point A at which line r, whose slope is equal
to a discount rate, is tangent to the production function (De Grauwe, 1997).
Once bilateral exchange rate risk is eliminated and the risk-adjusted rate of
return increases (or, equivalently, the risk-adjusted discount rate falls), addi-
tional capital accumulation is triggered and the economy moves to a new steady
state represented by point B. This is a point of tangency between the production
function and the rEMU line, whose smaller slope reflects a lower risk-adjusted
discount rate. At point B, the process of capital formation eventually peters
out and the growth rate of output per capita is determined solely by the exog-
enous rate of technological change.1)

Whether EMU accession boosts investment significantly depends on the
magnitude of the risk premium risk-averse investors require as compensation
for exchange rate-related uncertainty. One of the possible ways to assess how
large this premium may be in the case of Poland is to investigate the size of
the currency risk premium, i.e. a component of interest rates that compensates
for unexpected changes of the exchange rate that lead to a fall of actual returns
below their expected value. The magnitude of the currency risk premium
required by foreign investors investing in zloty-denominated assets can be
derived from the uncovered interest parity (UIP) equation, augmented by cur-
rency, liquidity and default risk premia (Hawkesby et al., 2000):

CRPt ¼ it � i�t ��set � l&d premia, where CRP is the currency risk
premium required by investors at time t; it is the domestic nominal interest rate,
i�t is the foreign nominal interest rate, �set is the expectation on the percentage
change in the PLN/EUR exchange rate, l&d premia are the liquidity and
default premia.2)

Before assessing a currency risk premium, three issues have to be addressed.
First, the choice of a horizon (maturity) of the assets used for assessment has

to be made. In this study the yields on one-year bills and ten-year bonds issued
by the Polish government have been used to extract the currency risk premium.
Using yields on longer-term instruments makes it possible to limit the impact
of the current monetary policy stance on the interest rate disparity and, sub-

1 It should be noted that — unlike the �free� growth bonus arising from savings on transaction costs — dynamic growth effects
arising from the elimination of bilateral exchange rate uncertainty can only materialize if either additional domestic or
foreign savings are mobilized. However, the single currency offers an opportunity to meet this requirement more easily. First,
once a country is in EMU, the current account can be financed by domestic currency. Second, the single currency eliminates
the risk of a currency crisis. Hence, a widening disparity between domestic savings and investments, which leads to a dete-
rioration of the current account balance, ceases to be a growth constraint in a monetary union.

2 Hence, the augmented UIP theory assumes that there are no factors which contribute to the persistence of interest rate differ-
entials other than expected exchange rate fluctuations and currency, liquidity and default risk premia. It neglects the role of
such potentially important issues as home bias explained, inter alia, by information costs or regulatory reasons (Hawkesby et
al., 2000).
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sequently, on the estimated size of the currency risk premium.1) On the other
hand, exchange rate expectations are more tractable for shorter maturities,
whereas in case of the longer-term horizon, rigorous assumptions on expected
exchange rate movements have to be made.

Second, the focus of this study is on the magnitude of the currency risk pre-
mium estimated on the assumption that in the longer run Poland will stay out-
side EMU. Under such a scenario, the possibility of speculative attacks on the
zloty and the outbreak of an exchange rate crisis in Poland cannot be entirely
excluded. To compensate for this risk, investors would be expected to require
a premium whose eventual elimination resulting from the euro changeover
would constitute a tangible gain for the economy. However, once portfolio
flows are driven by expectations that EMU accession will take place within a
ten-year horizon, the currency risk premium derived from the long-term inter-
est rate differential is likely to be biased downwards.2)

Finally, it is evident that the magnitude of the estimated currency risk pre-
mium critically depends on the way in which expected currency movements are
measured. Since there is no unanimity about which measure of exchange rate
expectations reflects expected currency movements best, an array of methods
may be applied.

One of the ways to extract the expected size of currency fluctuations is to
use surveyed expectations of future exchange rate changes. These can be calcu-
lated using a monthly Reuters questionnaire circulated among 15 to 20 com-
mercial bank analysts on a monthly basis. The analysts are asked to specify their
expectations of PLN/EUR exchange rate developments over a one-year hori-
zon, and the measure applied is an arithmetic average of those expectations.
One should bear in mind, however, that this measure of expectations does
not necessarily reflect the expectations of economic agents who actually take
the exchange rate risk.

An alternative approach is to assume that exchange rate expectations are
rational, so that the actual exchange rate movements mirror originally expected
exchange rate changes. The plausibility of such assessments can easily be chal-
lenged if market players make systematic forecast errors in their exchange rate
forecasts.

The third measure rests on the constant exchange rate assumption (random
walk), which reflects the view that exchange rate movements are generally
unpredictable, so that market players tend to act as if the current exchange rate
remained unchanged. Even though this reasoning may have some explanatory
power with respect to short-term exchange rate fluctuations, it is apparently
in clear contradiction to the popular market view that over the longer run,

1 According to the yield curve theory based on expectations, interest rates further along the yield curve are shaped by expect-
ations on the future level of short-term interest rates. Since short-term interest rate fluctuations can be expected to average out
over the longer run, long-term interest rates tend to be more anchored and thus more suitable for the extraction of exchange
rate risk premia. For more on various yield curve theories, see S�awin«ski (1996).

2 Once participation in monetary union comes nearer, with monetary and fiscal policies likely to be more disciplined, the long-
term interest rate differential against the euro area is likely to overstate the actual risk of currency depreciation. This triggers
capital flows into higher-yielding currencies, which are expected to stay on the convergence track, leading to a fall in the
interest rate differential. This phenomenon, which is known as �convergence play,� was also observed in countries with a less
rooted credibility track record prior to the adoption of the euro (Abreu, 2001).
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the currencies of accession countries are �sentenced for appreciation.� These
expectations are rooted in the real exchange rate appreciation trend explained
by the well-known Balassa-Samuelson effect (Balassa, 1964; Samuelson, 1964)
and witnessed by most of the accession countries (Halpern and Wyplosz, 2001).
What matters for the currency risk premium, however, are the expectations on
nominal exchange rate fluctuations. Whether and to which extent the Balassa-
Samuelson effect manifests itself in the form of a nominal appreciation of
the domestic currency depends solely on the monetary policy stance. Should
keeping domestic inflation at the level observed in the euro area be a preferred
option for the monetary authorities, the nominal exchange rate is expected to
appreciate in the long run, with the magnitude of this appreciation correspond-
ing to the size of the Balassa-Samuelson effect.1) Given the existent rigidities,
however, it seems to be very unlikely that — once inflation is eventually brought
to a low level — the monetary authorities in Poland would resort to the option of
some constant nominal appreciation unless it was necessitated by compliance
with the Maastricht convergence criterion on inflation.2) Bearing this in mind,
for the extraction of the ten-year currency risk premium the constant exchange
rate assumption was made.3)

The premia required by investors for default and liquidity risk are not
directly observable and hardly separable. One way to extract them is by com-
paring the yields on euro-denominated bonds of comparable maturity issued by
the Polish government and governments of the EMU countries (chart 3). Such
interest rate differential is free from the impact of the two remaining factors,
i.e. expected currency movements and the currency risk premium. During
the first year after market placement the difference between the yields on
ten-year Polish government eurobonds and ten-year eurobonds issued by
EMU countries varied between 49 and 100 basis points, with the average differ-
ence standing at 65 basis points.4) Therefore, adhering to the principle of con-
servative (lower bound) assessment, i.e. an estimate which would not lead to an
overstatement of the currency risk premium, the liquidity and default premia
required by investors buying Polish government securities can be estimated at
70 basis points.5)

1 This argumentation disregards the existing price rigidities, limiting the pass-through from the exchange rate to domestic
tradables prices. Hence, the pace of nominal appreciation necessary to keep the inflation rate at the level observed in the
euro area may in fact turn out to be much higher in the short run than what would be predicted by the Balassa-Samuelson
effect (Borowski et al., 2002).

2 A compelling reason for refraining from such an option may also be to avoid a destabilizing speculation driven by the expected
appreciation of the domestic currency, leading to its subsequent overvaluation.

3 Another way to extract the expected exchange rate movements in the long run is to employ the relative purchasing power parity
concept, which postulates a relationship between nominal exchange rates and relative price levels (Hawkesby et al., 2000).
Since the catching-up process translates into the overall price level via nontradables inflation, using this concept to model
long-run exchange rate expectations requires an assessment of the tradables price effects of this process exerted via the rising
prices of nontradable inputs. Under the law of one price, however, it can be expected that these effects are mitigated by rising
productivity rather than soaring prices, thus leaving the nominal exchange rate unchanged.

4 The most recent issue of Polish government eurobonds placed on January 27, 2003, was traded at a premium of 62 basis
points over the German benchmark bonds.

5 Further in the text, it is implicitly assumed that the probability of the Polish government defaulting on zloty-denominated
obligations is equal to that of defaulting on euro-denominated debt; liquidity premia on euro- and zloty-denominated
government securities are also comparable.
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The empirical estimates of the currency risk premium for Poland vary con-
siderably depending on the proxies for exchange rate expectations, maturities
and periods chosen (charts 4 and 5). The average values for the three analyzed
measures range from 60 to 840 basis points, thus rendering even a tentative
assessment of the possible reduction of interest rates arising from the introduc-
tion of the euro extremely difficult (table 2).1) This is where the problem of
selecting the most appropriate reference period as a basis for a plausible assess-
ment of the currency risk premium comes into play.

In the course of 1999 and 2000, the Polish economy witnessed growing
macroeconomic imbalances, which took the form of a widening current account
gap and rising inflation.2) The monetary authorities counteracted these develop-
ments, which constituted a considerable risk of triggering a currency crisis,
financial instability and the collapse of the disinflation process. These develop-
ments had important implications for the empirically estimated size of the
currency risk premium in Poland.

First, the short-term interest rate disparity against the euro area rose con-
siderably (chart 4). It also affected long-term interest rate spreads, as markets
did not expect the monetary authorities to narrow the short-term interest rate
gap within a short horizon.

Second, the widening external imbalance entailed a higher risk of currency
depreciation. This was mirrored by the rising implied PLN/USD exchange rate
volatility derived from currency option prices (chart 5).3) Relatively high,
though descending, short-term interest spreads and an implied exchange rate
volatility prevailed over 2001. In 2002 the implied exchange rate volatility sta-
bilized at the level observed at the beginning of 1999, whereas the cycle of mon-
etary easing gradually petered out.

The conclusion that can be drawn from these developments is that 2002
seems to be the most appropriate reference period for gauging the magnitude
of the currency risk premium in Poland. It must be noted, however, that the
reference period should be as free as possible from the impact of market spec-
ulations on the date of Poland�s prospective EMU accession. As already men-
tioned, these speculations tend to be most visible at the long end of the yield
curve and bias down long-term yields as compared with a scenario of staying
outside EMU for a longer time. Since the intention of the Polish government
and Narodowy Bank Polski (NBP) to join EMU relatively fast became clear in
October 2002,4) the end of September 2002 can serve as the end of the time
span used for the assessment of the currency risk premium.
1 The estimates of the currency risk premium made under the assumption of rational exchange rate expectations (calculated as

ex post exchange rate changes) ranged from —3.7% to 38.2% and were rejected as implausible in the further analysis.
2 The current account-to-GDP ratio peaked in the first quarter of 2000, standing at 8.3%. At the same time inflation

continuously rose, reaching 11.6% in July 2000, after which it eventually started to fall.
3 For more on the concept of implied exchange rate volatility and the methodology used to derive it, see Malz (1995) and

S�awin«ski (1997). Cincibuch and Bouc (2001) and Morales (2000) discuss the predictive power of option prices with respect
to future exchange rate volatility.

4 In the joint statement published on October 7, 2002, the government and Narodowy Bank Polski declared an intention
to carry out a macroeconomic policy that will ensure that Poland meets the nominal convergence criteria stipulated in
the Maastricht Treaty in 2005 (NBP, 2002). Even though the exact targeted date of EMU accession was not specified, this
statement considerably strengthened market expectations that Poland preferred not to stay outside EMU over the longer run.
The yield curve effects of this statement were subsequently strengthened by the final ratification of the Nice Treaty in Ireland,
which contributed to the suppression of the long-term interest differential against the euro area.
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Between January and September 2002 the average one-year currency risk
premium obtained under the assumption of constant exchange rate expectations
stood at 430 basis points,1) whereas the average ten-year currency risk premium
amounted to 190 basis points. While the former showed a pronounced ten-
dency to fall amid a systematic narrowing of the short-term interest rate dispar-
ity, the latter turned out to be less affected by transitory monetary policy and,
consequently, much more stable over the whole reference period. Therefore, it
is the ten-year currency risk premium that can be taken as a first approximation
of the currency risk premium in Poland. This figure, however, may still suffer
from an upward as well as a downward bias arising from the short-term interest
rate differential in the case of the former and market expectations of a relatively
early euro changeover in the case of the latter.

Extracting the currency risk premium from implied one-year forward inter-
est rates may be a good way to address the aforementioned measurement biases
(chart 6). It allows at the same time to capture the possible credibility gains for
monetary policy that may arise from EU accession. According to this approach,
under the assumption of constant exchange rate expectations, the one-year cur-
rency risk premium derived from the one-year forward interest rate differential
(the difference between the one-year forward interest rate in Poland and the
one-year forward interest rate in the euro area, corrected for the liquidity
and default premium standing at 70 basis points) calculated for the period start-
ing in February 2004 can be estimated at 170 basis points. The premium for the
next one-year period starting in February 2005 can be reckoned to be around
120 basis points. These two periods are likely not to overlap with January 1,
2007, which can be considered the first possible date for Poland�s EMU acces-
sion. Consequently, the figures obtained can be regarded as fairly good estimates
of the currency risk premium in Poland under the scenario of staying outside
EMU but reaping some credibility gains arising from EU accession. Combining
these results with the assessment of the long-term currency risk premium and
assuming an additional fall of the liquidity and default risk premia by 30 basis
points due to the credibility gain resulting from EU membership,2) the currency
risk premium in Poland can be conservatively estimated at 150 to 200 basis
points. This is the premium that would be expected to persist if Poland delib-
erately chose to stay outside EMU for a long time, thus hindering capital accu-
mulation and the attendant catching-up process.

The assessment of the currency risk premium in Poland is consistent with the
estimates obtained for other countries once the credibility track record of their
monetary policies is taken into account. The most recent assessment for Hungary
ranges from 150 to 300 basis points (Magyar Nemzeti Bank, 2002), whereas
Barbosa et al. (1998) estimated the currency risk premium for Portugal remain-
ing outside the euro area at 100 to 300 basis points. In the first quarter of 2000,
i.e. prior to the decision on the adoption of the euro finally taken in June 2000,

1 Once surveyed exchange rate expectations are used, the average one-year currency risk premium in the reference period equals
—150 basis points, and the figure obtained renders it useless for further analysis.

2 In 2002 the average ten-year interest rate differential between Greece and Germany stood at 34 basis points, and this
magnitude can be used as a reference in the assessment of the credibility-related fall of the currency risk premium in Poland
upon EU accession.
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the one-year interest rate differential to Germany stood at around 250 basis
points in Greece (Garganas and Tavlas, 2001). After adjustment for liquidity
and default premia, this would yield an order of magnitude that is in line with
the estimated magnitude of Poland�s currency risk premium.

4 Effects on Foreign Trade
Foreign trade is another possible channel via which the impact of a single cur-
rency on the macroeconomic performance of countries making up a monetary
union is likely to be exerted. Once the bilateral exchange rate ceases to exist, an
important source of uncertainty regarding the profits of firms participating
in foreign exchange transactions is eliminated. This uncertainty arises from
possible exchange rate movements that may eventuate between the conclusion
and the settlement of a trade contract and may lead to a divergence between
expected and realized profits. It can be shown that higher profit uncertainty
can, in turn, have a deleterious influence on foreign trade. Assuming that eco-
nomic agents are risk averse, the utility function of a firm (entrepreneur) can be
written as (Hooper and Kohlhagen, 1978):

U ¼ Eð�Þ � � � ��
where Eð�Þ is the firm�s expected profit, � is the coefficient of risk aversion and
�� is the standard deviation of the firm�s profit.

The utility of a firm is thus an increasing function of the expected profit and
a decreasing function of the risk aversion and volatility of the firm�s profit
around the expected value. Assuming that firms maximize this utility function
and costs and that the revenues denominated in foreign currency are not fully
hedged against exchange rate risk, it can be demonstrated that a rise in exchange
rate uncertainty (rise in exchange rate risk)1) reduces import demand and
export supply at a given price. Alternatively, the rise in exchange rate uncer-
tainty positively (negatively) affects prices if the exporter (importer) bears
the exchange rate risk.2)

Apart from three standard �proximate� sources of growth, e.g. physical and
human capital accumulation and spending on research and development, foreign
trade is widely recognized as another important growth engine (Temple, 1999).
Should the domestic currency and attendant exchange rate uncertainty indeed
be an obstacle to trade expansion, as postulated above, the adoption of the euro
in Poland is likely to boost bilateral trade between Poland and the euro area and
to deliver related growth effects. According to the new trade theory, the growth
effects of trade expansion, however, may extend far beyond traditional gains

1 Pere«e and Steinherr (1989) distinguish short-term exchange rate risk from long-term exchange rate uncertainty. In the short
term, nominal exchange rate volatility is subject to quantification and forecasting, and using the term �risk� is justified.
However, in the long run the ability of economic agents to forecast exchange rates is considerably limited. This would warrant
the use of the term �uncertainty� with reference to the long-term evolution of exchange rates. For simplicity, both terms will be
used interchangeably in this study.

2 The propensity to engage in foreign trade is also reduced by the adjustment costs firms incur as a result of exchange rate
deviations from the values expected at the moment investment decisions that are necessary to implement a trade contract
in the future are taken (IMF, 1984). These costs arise from the expansion (reduction) of production capacity in times of
a favorable (unfavorable) exchange rate. Uncertainty about the size of these costs may cause tradable sector firms to move
the available resources to the nontradable sector, which is less affected by exchange rate uncertainty.
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arising from specialization driven by comparative advantage and the exploitation
of economies of scale. As argued by Edwards (1997) and Grossman and Help-
man (1991a, 1991b), who used models with endogenous technological change,
knowledge spillovers help countries with an initially lower stock of knowledge
to absorb technological progress achieved by leading economies and to reap the
related growth effects. Foreign trade is likely to be an important carrier for such
spillovers, and more open economies should experience higher growth rates of
total factor productivity than those maintaining a higher level of trade protec-
tion. Moreover, the potential benefits arising from greater openness are likely to
be higher the lower the initial knowledge gap between leading and catching-up
countries is (Grossman and Helpman,1990). These theoretical findings are sup-
ported by the results of empirical studies, which show the positive impact of
various measures of economic openness on productivity and growth in the
cross-section of countries (Edwards, 1997; Frankel and Romer, 1999; Frankel
and Rose, 2000).

A two-step approach will be employed to assess the potential trade effects
arising from euro adoption in Poland. In the first part of this section the empiri-
cal evidence on the deleterious impact of exchange rate uncertainty on foreign
trade will be reviewed. This will be followed by an attempt to gauge roughly the
potential expansion of trade between Poland and the euro area arising from the
EMU-related elimination of exchange rate risk. In the second part, the results of
fairly new studies focusing on the trade effects of currency unions rather than of
exchange rate risk, will be presented. They will be accompanied by tentative
conclusions regarding the possible impact of euro adoption in Poland on its
bilateral trade with the euro area.

4.1 Exchange Rate Risk and Foreign Trade: Is there any Relationship?
Prompted by the collapse of the Bretton Woods system, the link between
exchange rate uncertainty and trade was discussed in many empirical studies.
One such attempt was that of Hooper and Kohlhagen (1978), who regressed
the bilateral trade flows between six industrial countries on, inter alia, the quar-
terly average difference between the spot and forward exchange rate observed
three months before (used as a measure of exchange rate risk). Only in one case
was a statistically significant and negative impact of exchange rate uncertainty
on the level of trade found. Similar conclusions were arrived at in a comprehen-
sive study conducted by the International Monetary Fund (1984), which used
the weighted average variance of the quarterly real effective exchange rate
(REER) with various lags as a measure of exchange rate risk. These findings
were questioned by Kenen and Rodrik (1986). They found a negative impact
of the 12- and 24-month standard deviation of the monthly percentage change
of REER on the import volume in several industrial countries. A strong impact
of exchange rate uncertainty on foreign trade was also found by De Grauwe
(1987), who estimated the impact of the variance of yearly changes in the bilat-
eral real exchange rate parameters on the growth rates of bilateral exports of
ten OECD countries.

Pere«e and Steinherr (1989) used various measures of medium-term
exchange rate uncertainty defined as the cumulated deviations of the nominal
exchange rate from the long-term equilibrium calculated on the basis of pur-
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chasing power parity or Williamson�s (1985) approach for several industrial
countries. In most cases the adopted measures of exchange rate uncertainty
had a statistically significant and negative impact on the export volume. This
effect was also found by Bini-Smaghi (1990) who regressed the exports of man-
ufactured products between the countries participating in the European Mon-
etary System on the quarterly standard deviation of the weekly change in the
effective exchange rate. Another measure of exchange rate volatility which
proved to have a negative effect on trade flows was tested by Rose (2000). It
was defined as the standard deviation of monthly changes of the bilateral nom-
inal exchange rate over the five years preceding the year of estimation and used
as a regressor in the gravity model of trade estimated for 186 countries.

The following conclusions can be drawn from the aforementioned empirical
findings. First, the evidence of the adverse impact of exchange rate uncertainty
on foreign trade is ambiguous and very much dependent on the specification of
estimated models, structures of lags, samples of countries, time series and
measures of exchange rate uncertainty applied.1) Second, no consensus has been
achieved so far as to which measures of exchange rate uncertainty (real
exchange rate misalignment versus short-term nominal exchange rate volatility,
ex post observed volatility of the nominal and real exchange rate versus ex ante
risk measures, e.g. deviation of the forward exchange rate from the relevant
spot rate) properly reflects the actual exchange rate risk companies face on a
day-to-day basis. Third, the literature lacks a consensus as to the scale of hedg-
ing against exchange rate risk. Since the choice between the nominal and real
exchange rate as an explanatory variable should partly follow from the extent
to which hedging instruments are applied (providing mostly a hedge against
short-term exchange rate risk), finding the most adequate measure of exchange
rate uncertainty will not be possible as long as this extent cannot be precisely
assessed. Finally, a variety of equilibrium exchange rate concepts (Osbat and
Schatz, 2003) considerably hinders the consensus as to the most adequate
measure of longer-term exchange rate misalignments.

Despite the ambiguity of empirical findings, at this juncture an attempt can
be made to gauge the possible impact of the elimination of bilateral exchange
rate uncertainty arising from euro adoption on the bilateral trade flows between
Poland and the euro area. The empirical assessment can be done by applying the
aforementioned measure of exchange rate risk originally used by Rose (2000)
(PLN/EUR in this case). Apart from its tractability, an unquestionable merit
of this measure is that its impact on trade was estimated on the basis of a large

1 Nevertheless, there is compelling evidence that the adverse impact of exchange rate uncertainty on foreign trade was implicitly
recognized in economic policymaking. For instance, the stimulation of trade and growth by constraining the volatility of
bilateral exchange rates was the main reason behind setting up the European Monetary System in 1979 (De Grauwe,
1987). Calvo and Reinhart (2000a) argue that one of the reasons for �softening� the floating exchange rate regime in
emerging economies by discretional interest rate and foreign exchange interventions was to limit trade-inhibiting currency
fluctuations. The latter cannot be mitigated without exchange rate smoothing if foreign trade is denominated in foreign
currency (as is mostly the case in emerging economies) and financial markets (providing hedging instruments at a relatively
low cost) are not fully developed. In another study, Calvo and Reinhart (2000b) present the results of six studies focusing on
the adverse impact of exchange rate uncertainty (measured mostly as real exchange rate variability) on foreign trade only in
emerging economies. Five of them point to a negative and statistically significant impact of exchange rate uncertainty on
foreign trade.
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country sample with a high number of observations (22,948) rather than bor-
rowed from one of the aforementioned single-country models.1) The data
(chart 7) demonstrate that in the period from September 19982) until August
2002, the five-year rolling standard deviation of monthly changes of the
PLN/EUR exchange rate rose by one percentage point to 2.7% from 1.7%.
This period has been associated with the gradual but steady relaxation of the
exchange rate regime in Poland.3) Since entering a currency union delivers
the elimination of exchange rate volatility in perpetuity, i.e. a sustainable reduc-
tion of standard deviation of monthly exchange rate changes to zero, the long-
run impact of the euro on bilateral trade flows between Poland and the euro
area can be reckoned to be around 4.7%.4)

The figures obtained merits three comments.
First, there is no automatism between the bilateral trade expansion arising

from the elimination of exchange rate uncertainty and total trade expansion (it
is the latter that really matters once the growth effects of trade expansion are
considered). The magnitude of the latter will depend on the extent to which the
elimination of bilateral exchange rate risk translates into rising uncertainty as to
the exchange rate of the common currency against third currencies, which is
likely to inhibit trade with countries outside the monetary union (Calmfors
Commission, 1997; Obstfeld, 1997).

Second, given the specification of the model, a five-year span is needed for
these trade effects to materialize. Therefore, once expressed in year-on-year
terms, these effects cannot be viewed as negligible.

Third, recent empirical findings, prompted by those delivered by Rose
(2000), indicate that apparently small bilateral trade effects arising from the
elimination of exchange rate uncertainty are likely to be eclipsed by the potential
boost to trade which may result from the introduction of the single currency. The
latter is a step which is substantially different from merely eliminating currency
fluctuations.

4.2 Currency Unions and Foreign Trade: The Power of a Dummy
Despite the ambiguity of empirical research addressing the influence of
exchange rate uncertainty on foreign trade, there are two intuitive reasons
for believing that bilateral trade effects of euro adoption in Poland may not
be negligible.

1 Given the aforementioned evidence on a relatively wide exposure of Polish enterprises to exchange rate risk, this measure of
short-term exchange rate volatility should be viewed as appropriate for estimating the impact of exchange rate uncertainty on
the bilateral trade between Poland and the euro area.

2 This was the first value which was not distorted by the one-off steep devaluation of the zloty in August 1993.
3 Since September 1998 the evolution of the exchange rate regime in Poland has been marked by a steady reduction of the

preannounced rate of crawl together with a gradual widening of the fluctuation band. This paved the way to the introduction
of the floating exchange rate regime in April 2000. At the same time, the NBP consistently refrained from interventions in
the foreign exchange market. Both factors contributed to the substantial rise of nominal exchange rate volatility, which may
be viewed as the price paid for ensuring the autonomy of monetary policy.

4 The coefficient on exchange rate volatility estimated by Rose is —0.017. Assuming that the level of exchange rate volatility
observed in 2002 will be sustained once Poland decides to stay outside EMU, adopting the euro in Poland can hypothetically
result in bringing the standard deviation of monthly bilateral exchange rate changes from 2.7% to zero. This would increase
the log of bilateral trade (a dependent variable in the panel regression) between Poland and the euro area by (—0.017)
(—2.7) = 0.046 or by 4.7% (since e0.046 is around 1.047).
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First, it is likely that none of the previously used measures of exchange rate
uncertainty captures the entire impact of exchange rate fluctuations on bilateral
trade flows. The diverse degree of hedging against exchange rate risk and the
variety of measures of exchange rate volatility (nominal versus real exchange rate
fluctuations) due to varying contract lags render the specification of one uniform
measure of exchange rate uncertainty impossible. In other words, it seems that a
�correct� measure of exchange rate uncertainty simply does not exist.

Second, it is reasonable to expect that the reduction (elimination) of exchange
rate volatility to zero is a step which is qualitatively different from the introduc-
tion of a single currency. While the former can always be reversed, the latter is
likely to be irrevocable and thus much more credible. Therefore, it may be
expected that the way to trade expansion induced by monetary integration leads
through the introduction of a single currency rather than a mere elimination of
exchange rate uncertainty achieved by suppressing exchange rate volatility.

The intuitiveness of the foregoing argument goes back to McCallum (1995),
who analyzed the impact of the Canada-U.S. border on regional trade patterns.
He showed that the existence of the national border exerted a sizeable and del-
eterious impact on regional trade flows: holding constant for distance and size,
trade between two provinces was more than twenty times larger than trade
between a province and a U.S. state. This order of magnitude could not be plau-
sibly explained by the existence of trade costs such as linguistic barriers or
trade-inhibiting measures. Therefore, the lack of a single currency rather than
simple exchange rate volatility became a natural though still not generally
accepted explanation for this phenomenon.

A seminal attempt to measure the trade effects of currency unions directly
was made by Rose (2000). Apart from the aforementioned measure of exchange
rate volatility and standard gravity model regressors (GDP and distance), he used
a number of dummies to control for additional factors that are likely to foster
bilateral trade, such as a common language, colonial status and a common cur-
rency. The coefficient on the currency union dummy showed that countries shar-
ing the same currency trade more than three times (!) as much as countries with
different currencies. Glick and Rose (2001) performed a time series analysis to
estimate the trade effects of 146 switches into and out of currency union. Their
chief finding was that each regime shift into a common currency is expected to
yield a doubling in bilateral trade. The same order of magnitude was found by
Rose (2002), who used a meta-analysis to combine the point estimates of the
trade effects of currency unions presented in 19 studies addressing this issue.

Persson (2001) challenged the results achieved by Rose (2000), accentuating
the possibility of nonlinearity between trade and some of its determinants
distorting the final estimates. He also pointed to a considerable risk of mismea-
suring the impact of the single currency on trade if countries are systematically
different from those which share a common currency (�treatment effect�).1)
Depending on the estimation technique and accounting for the treatment effect,

1 Indeed, the countries constituting a currency union used for estimation were generally relatively poor, small, geographically
close and frequently shared a common language, borders and a colonial relationship. Further, the pairings of countries
forming a currency union constituted a tiny part of the whole sample (around 1%), and countries participating in
EMU were excluded from the sample.
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Persson�s preferred estimates of trade effects arising from currency unions
ranged from 13% to 66%, and only the latter figure reached borderline statis-
tical significance. A similar order of magnitude was found by Rose and van Win-
coop (2001), who used the theoretical gravity model originally developed by
Anderson (1979) and adapted by Anderson and van Wincoop (2001). Accord-
ing to the model, after controlling for size, bilateral trade between two coun-
tries decreases in the ratio of their bilateral trade barrier (a domestic currency
may be viewed as a nontariff barrier to trade) relative to the average barrier of
these countries to trade with all their trading partners. They found that the
introduction of the euro is likely to yield an increase of 59% in trade between
the 12 EMU countries.

Bun and Klaassen (2002) contributed to the debate on the trade effects of
currency unions by estimating a dynamic panel model for annual bilateral
exports between the 15 EU countries and the non-European G-7 countries from
1965 through 2001. They used the dummies for EMU membership and applied
a dynamic specification which allowed for capturing both the long-run effects of
EMU and transitional dynamics. The long-run impact of EMU on intra-EMU
trade was estimated at 38% (a static model produced a trade increase of
35%). Interestingly enough, half of this increase is likely to be achieved within
an eight-year period.

Though still far from over, the debate on the trade effects of currency unions
makes room for some tentative conclusions regarding the potential trade expan-
sion arising from Poland�s EMU accession.

First, studies that point to trade effects that are appreciably smaller than the
estimates originally provided by Rose (2000) and others with this order of mag-
nitude should be used as a benchmark for the assessment of trade effects arising
from euro adoption in Poland. One of these studies (Persson, 2001) constituted
an original attempt to overcome a bias arising from the specificity of the country
sample. Two others (Rose and van Wincoop, 2001; Bun and Klaassen, 2002)
focused directly on euro-driven trade effects for EMU countries. These two
studies are highly relevant for Poland, since the level of trade integration
between Poland and the euro area is already comparable with that for EMU
countries before the introduction of the euro (Fidrmuc and Schardax, 2000).
Further, as a result of full implementation of the internal market and the likely
fall of zloty volatility due to participation in the European Exchange Rate Mech-
anism II (ERM II), nonmonetary and monetary barriers to trade between Poland
and the euro area on the eve of EMU accession are expected to be similar to
those observed in the EU countries before the introduction of the euro. There-
fore, it may be expected that the switch to the euro will yield an increase of
around 40% to 60% of trade between Poland and the euro area in the long
run. Though this assessment is very tentative and should serve as a guesstimate
rather than a precise forecast, it suggests that the trade expansion resulting from
euro adoption may be substantial.1)

1 The trade effects arising from euro adoption may be amplified by the reduction of the gap between actual and potential
Poland-EU trade derived from the standard gravity models. According to Jakab et al. (2000), in 1997 potential imports
from the EU were 92% to 103% higher than actual imports, whereas potential exports to the EU outstripped the actual
figures by 106% to 114%. Once augmented by the FDI variables, gravity models reveal gaps which are appreciably smaller
but continue to persist.
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Second, it is an open question whether trade creation between countries
participating in a currency union is accompanied by a reduction of trade
between members and nonmembers of the union. While Rose (2000) tested
directly and rejected the hypothesis of trade diversion, the theoretical gravity
model adapted by Anderson and van Wincoop (2001) assumes that trade diver-
sion is concomitant to the trade-creating effects arising from the reduction of
(monetary) trade barriers. Since it is overall trade rather than just bilateral trade
intensity that matters for trade-related growth effects, the issue of trade diver-
sion deserves attention in the further research.

Third, it should be noted that even in the extreme case that Poland�s entire
trade with EMU nonmembers is crowded out by bilateral Poland-euro area trade,
Poland would benefit from joining the euro area. As long as the newly created
trade is dominated by the exchange of differentiated products (intraindustry
trade), greater bilateral trade openness to the euro area is likely to result in higher
business cycle synchronization between Poland and EMU countries (Frankel and
Rose, 1996; Fidrmuc, 2001). As a corollary, exposure to asymmetric shocks
would be reduced. Further, in view of Polish trade patterns, a reorientation of
trade towards EMU countries would de facto mean an increase in openness
towards more advanced economies and — as predicted by new trade theories —
greater access to accumulated knowledge stock. This, in turn, should foster
Poland�s economic performance via total factor productivity gains.1)

Finally, the problem of the time span needed for the trade effects of cur-
rency unions to materialize is not explicitly addressed by most of the empirical
studies. Further research in this area is definitely needed, and the results pro-
duced can be used to track the timing of the growth effects of monetary inte-
gration more precisely.

5 Summary
The Polish economy is likely to benefit substantially from the adoption of the
euro. First, transaction costs incurred by households and enterprises will be
reduced. These savings can be reckoned to be around 0.2% of GDP. Second,
the currency risk premium will be eliminated and the related fall of interest
rates can be estimated at 150 to 200 basis points. Third, the elimination of bilat-
eral exchange rate uncertainty is expected to boost trade between Poland and
the euro area. A tentative assessment made on the basis of available empirical
findings suggests that trade between Poland and the euro area is likely to
increase by around 40% to 60% in the long run as a result of euro adoption.

The aforementioned effects are expected to enhance the growth potential of
the Polish economy. However, the scale of trade diversion, as well as the mag-
nitude of other gains such as greater competition or capital market integration,
need to be investigated further. This renders the assessment of the combined
growth effects as well as the overall balance of costs and benefits arising from
euro adoption in Poland a challenging issue for further research.

1 Given the present structure of Polish foreign trade (around 60% of trade falls on EMU countries) the scenario of a diversion of
Poland�s entire trade seems unlikely. Assuming a 50% increase of bilateral trade as a result of EMU accession, Polish trade
with EMU nonmembers would practically be reduced to zero, and this scenario is hardly imaginable for contiguous or not
remote countries even if relative trade barriers increase substantially.

Potential Benefits of Poland�s EMU Accession

Focus on Transition 1/2003 165�



References
Abreu M., N. Alves, M. S. Aubyn, A. Barreto, M. Gouveia, A. Nogueira Leite and M. J.

Valente Rosa. 1998. In: Barbosa, A. P. (ed.). O Impacto do Euro na Economia Portuguesa. Ministe«rio

das Financas.

Abreu, M. 2001. From EC Accession to EMU Participation: The Portuguese Disinflation Experience in the

Period 1984—1988. Economic Bulletin of the Banco de Portugal. December.

Aiyagari, R. and M. Gertler. 1991. Asset Pricing with Transaction Costs and Uninsurable Individual Risk.

Journal of Monetary Economics 27(3). 311—331.

Alesina A., R. J. Barro and S. Tenreyro. 2002.Optimal Currency Areas. NBERWorking Paper 9072.

Anderson, J. E. 1979. A Theoretical Foundation for the Gravity Equation. American Economic Review

69(1). 106—116.

Anderson, J. E. and E. van Wincoop. 2001. Gravity with Gravitas: A Solution to the Border Puzzle.

NBER Working Paper 8079.

Artis, M. andW. Zhang. 1995. International Business Cycles and the ERM: Is There a European Business

Cycle? CEPR Discussion Paper 1191.

Balassa, B. 1964. The Purchasing Power Parity Doctrine: A Reappraisal. Journal of Political Economy 72.

231—238.

Baldwin, R. E. 1991. On the Microeconomics of the European Monetary Union. In: The Economics of

EMU. Background Studies for �One market, one money.� European Economy 44.

Baldwin, R. E. and R. K. Lyons. 1988. The Mutual Amplification Effect of Exchange Rate Volatility and

Unresponsive Trade Prices. NBER Working Paper 2677.

Bank of International Settlements. 2002. Triennial Central Bank Survey. Foreign exchange and

derivatives market activity in 2001. Basel.

Barro, R. 1995. Inflation and Economic Growth. NBER Working Paper 5326.

Begg, D., B. Eichengreen, L. Halpern, J. von Hagen and C. Wyplosz. 2003. Sustainable Regimes

of Capital Movements in Accession Countries. CEPR Policy Paper 10.

Bini-Smaghi, L. 1990. Exchange Rate Variability and Trade: Why Is It so Difficult to Find any Empirical

Relationship? Temi di discussione 145. Banca d�Italia.

Boone, L. and M. Maurel. 1999. An Optimal Currency Area Perspective of the EU Enlargement to the

CEECs. CEPR Discussion Paper 2119.

Borowski, J. 2000. Poland and EMU: An Optimum Currency Area? FES Occasional Paper. Friedrich Ebert

Stiftung. Warsaw.

Borowski, J. 2001. Measuring Exposure to Asymmetric Shocks: Implications for Poland�s EMU accession.

Conference �Poland�s Way to the Euro.� Narodowy Bank Polski. October 22 to 23. http://www.nbp.pl.

Borowski, J. 2002. Real Wage Rigidity and Poland�s EMUAccession. FES Occasional Paper. Friedrich Ebert

Stiftung. Warsaw.

Borowski, J., M. Brzoza-Brzezina and P. Szpunar. 2002. Exchange Rate Regimes and Poland�s

Participation in ERM II. Workshop on �Exchange Rate Issues in Accession Countries.� European Central

Bank. October 21.

Bratkowski, A. and J. Rostowski. 2001. Why Unilateral Euroisation Makes Sense for Some Applicant

Countries — A Response, with Particular Reference to Poland. Conference �Poland�s Way to the Euro.�

Narodowy Bank Polski. October 22 to 23. http://www.nbp.pl.

Bun, M. and F. Klaasen. 2002. Has the Euro Increased Trade? Tinbergen Institute Discussion Paper

02—108/2. University of Amsterdam.

Calmfors Commission. 1997. EMU. A Swedish Perspective. London: Kluwer Academic Publishers.

Calvo, G. A. and C. M. Reinhart. 2000a. The Fear of Floating. NBER Working Paper 7993.

Calvo, G. A. and C. M. Reinhart. 2000b. Fixing for Your Life. NBER Working Paper 8006.

Potential Benefits of Poland�s EMU Accession

166 Focus on Transition 1/2003�



Canzoneri, M., J. Valle«s and J. Vina�ls. 1997. The Exchange Rate as an Instrument of Macroeconomic

Adjustment: Empirical Evidence and Relevance for European Monetary Union. Economic Bulletin 4.

Banko de Espan�a.

Cincibuch, M. and P. Bouc. 2001. Interpretation of Czech FX Options. Ćeska Na«rodnı« Banka. Working
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Table 1

Cost Savings in Poland (Percent of GDP) Resulting from EMU Accession

item Bid/ask
spread in %

Savings in %
of GDP

1 Trade in goods1) 0.50 0.035
2 Trade in services2) 0.50 0.005
3 Current private transfers3) 2.00 0.005
4 Unclassified transactions4) 2.00 0.017
5 Foreign trade-related hedging costs5) 0.75 0.019
6 Foreign direct investment6) 0.50 0.006

CA-7) and FDI-related savings (1+2+3+4+5+6) — 0.086
7 Savings in the financial account8) — 0.057
8 Total financial cost savings (1+2+3+4+5+7) — 0.138
9 In-house costs9) — 0.070

Total transaction cost savings (8+9) — 0.207

Source: Own calculations on the basis of experts� estimates and NBP balance of payments statistics on a cash basis for 2001.
1) Import intensity of exports at the level of 0.4 was applied; import adjusted for FDI import intensity.
2) Zero import intensity of exported services has been assumed.
3) The share of euro-denominated transfers equals the share of euro-denominated trade flows; it has been assumed that half of the inflows are exchanged

against zloty as cash and as such captured by unclassified transactions; inflows corrected for a one-off increase due to the compensation payments for
World War II slave workers.

4) Commercial banks� purchases and sales of euro (cash) adjusted for one-off increase in purchases due to the euro cash changeover.
5) It was assumed that 20% of goods export and import transactions are hedged against exchange rate risk and that the outright forward with average

maturity of three months is the only hedging instrument; the forward rate was derived from the three-month WIBOR differential relative to the 3M
EURIBOR.

6) Nonresidents� FDI inflow plus residents� FDI outflow and withdrawals; share of euro-denominated FDI derived from the currency composition of FDI
from January to November 2002; an import intensity of nonresidents� FDI inflows at a level of 0.4 was applied.

7) The income segment of current account transactions was omitted due to the negligible amount of transaction costs related to income on residents� direct
investment made abroad and salaries paid to residents; other components of the income segment were also omitted due to their negligible amount
(other income) or the fact that they are dominated by the financial activities of the NBP, government, commercial banks and foreign portfolio investors
(income on portfolio and other investments).

8) Derived by multiplying the ratio of savings on financial account transactions to savings on current account transactions (0.7) estimated by Dumke et al.
(1997) for EU countries by the estimated size of savings on current account transactions (0.081% of Poland�s GDP).

9) The European Commission�s assessment (1992) based on Ernst and Young (1990) estimates on in-house costs was taken as a proxy for in-house
costs incurred by Polish companies.

The implicit transaction cost is half of the applied bid/ask spread. Numbers may not add up due to rounding.

Table 2

Currency Risk Premia in Poland

1 year 1 year 10 year

Period Jan. 1999 to Nov. 2002 Jan. 1999 to Nov. 2002 Aug. 1999 to Nov. 2002
Exchange rate expectations Constant exchange rate Reuters survey Constant exchange rate
Liquidity and default premia (%) 0.7 0.7 0.7
Average (%) 8.4 0.6 3.9
Range (%) —2.6 to 11.9 —8.2 to 10.6 0.6 to 6.7

Source: Own calculations on the basis of Reuters, Bloomberg and NBP data.
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1 Introduction
Pension reforms ranked among the most discussed economic topics in the
1990s, when the population aging problem was brought to light. The vulnera-
bility of the prevalent pay-as-you-go schemes with defined benefits against
adverse demographic shocks made both economists and politicians aware of
the risks that different pension schemes face. Central European countries are
no exception; moreover, they will be hit by the aging problem even more dra-
matically than Western European countries.

Hungary, Poland and finally even the Slovak Republic introduced profound
�big-bang� reforms of their pay-as-you-go pension schemes in the last decade.
The Czech Republic has remained apart from this trend and has implemented
only a number of gradual reform steps since 1989, always remedying only the
most burning weaknesses of the pension system. The partial success of this
gradual approach made it possible to postpone more thoroughgoing and unpop-
ular measures beyond the election horizon of past governments.

The paper investigates the Czech approach to pension reform from the
beginning of the transition period up to now. It demonstrates the weaknesses
of the recent pension system thoroughly, especially in the light of the difficult
budget situation of the Czech Republic, and presents the expected course of
further reform steps in the near future. The aim of this paper is not to present
an explicit solution for the Czech pension system, as many other economists
have already done.3) Instead, I will concentrate more on the assessment of the
recent government�s drafts with respect to its ability to challenge the problem
of population aging. The paper continues the analysis of pension reforms in the
Central European region initiated by the paper of Ja«nos Kun in an earlier issue
of Focus on Transition4) and offers a closer look at the Czech Republic.

The paper is set up as follows. In section 2, a brief description of a develop-
ment of the mandatory pension pillar in the 1990s is presented. I focus on the
1995 Pension Act and its amendments effected after 1997. In section 3 the
weaknesses of the current setting are pointed out, most notably the challenges
represented by population aging are examined. Section 4 provides a review of
the voluntary pension pillar, and section 5 offers a discussion of recent reform
proposals. Section 6 concludes.

2 Transition to the Recent Pension Insurance System
The last act from the communist era that regulated the sphere of pension secur-
ity embodied some features characteristic of the Soviet pension model, e.g. par-
ticipants did not have to pay any extra contributions to the pension security sys-
tem, as it was financed entirely by general taxes. Further, pension spending was
fragmented into many kinds of benefits and differentiated even by the status that
the government acknowledged for different occupations. After the breakdown

1 Ministry of Finance of the Czech Republic, Section Financial Policy. This paper was written during the author�s research visit
to the Foreign Research Division of the Oesterreichische Nationalbank. The author would like to acknowledge the kind sup-
port of Doris Ritzberger-Gru‹nwald, Head of Division, as well as the valuable language assistance of Irene Mu‹hldorf.

2 Disclaimer: the opinions contained herein do not necessarily express the opinions of the Czech Ministry of Finance.
3 For papers in English see, for example, the contribution of Schneider and Kreidl (1998).
4 Kun (2001).
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of the communist regime, reforms of the social security system as well as other
parts of the economy were introduced. The main attention was directed to insti-
tutional aspects, the static nature of the pension system and the disproportionate
relation between selected occupations. The organization of the system was cen-
tralized, the Czech Social Security Administration was put in charge, and new
legislation was introduced to adjust pensions, which brought the necessary
dynamics into the system. Mandatory contributions were enacted along with
a comprehensive tax reform, which came into force in 1993. Subsequently, con-
tributions to private pension funds were permitted and supported by state sub-
sidies and tax benefits.

The modern Czech pension system has features of a two-pillar system con-
sisting of: (1) a mandatory, defined-benefit pillar, which is financed on a pay-as-
you-go basis, and of (2) a voluntary, supplementary pension insurance run by
private pension funds. In the World Bank�s terminology, the voluntary pillar
would constitute the �third� pillar subsequent to the mandatory pay-as-you-
go pillar and the mandatory funded pillar, which has not yet been introduced
in the Czech Republic. The government has recently been trying to enforce
an additional occupational pension scheme; I shall come back to this issue in
the last section of my paper, in which I deal with recent reform proposals.

This section of my paper will comment on the mandatory pay-as-you-go
scheme. I will depict the crucial characteristics of the scheme and track reforms
that have already been effected in certain segments. I refer to this style of
reforming as gradual, and at the end of the section, I will outline the most
important challenges this approach will face in the near future. The aim is to
point out how inadequate the gradual, partial reforms are to tackle really chal-
lenging issues.

2.1 The Mandatory Pay-As-You-Go Scheme
In 1996 the new Act on Pensions (no. 155/1995 Coll.; 1995 Act), which pro-
vides a unified regulation for all occupations in the mandatory pension insurance
system, came into force.1) The 1995 Act contributed substantially to the mod-
ernization of the pension system. It initiated a slight shift upward in retirement
ages (especially for women),2) extended the period for computing average earn-
ings, introduced innovative changes in disability and survivor pensions and even
allowed for some degree of flexibility in choosing the individual retirement age.
Unfortunately, the real challenges of the deteriorating demographic situation
remained practically unaddressed. Moreover, necessary compromises and on-
coming elections made politicians reduce contribution rates and increase pen-
sion benefits, which has worsened the financial stability of pension system even
further.

The revenue side of the pay-as-you-go pillar provides universal coverage for
both wage earners and self-employed persons. Participants have to pay contri-

1 The army forces represent the only exception, i.e. civil servants employed in the army, police forces, the customs service and
jail forces. Their separate pension schemes account for 2.5% of all pension benefits.

2 To be specific, increases of four and two years for women and men, respectively. Newly legislated statutory ages of 61 and 62
years for women and men will be phased in until 2007. Henceforth, women will even be allowed to retire earlier depending
on the number of children they have.
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butions totaling 26% of salaries or profits; there is a minimum for all contribu-
tions, but no ceiling. The minimum is equal to the minimum wage (for employ-
ees; for self-employed persons, the minimum is expressed in a more complex
way). The scheme is administered by the Czech Social Security Administration
(CSSZ), which is a governmental body directed by the Ministry of Labor and
Social Affairs (MLSA) with competence basically in the sphere of pension insur-
ance (the mandatory pillar only) and health insurance. It administers the system
relatively successfully, with the collection rate for contributions ranking high in
an international comparison, and fairly low operating costs.

The expenditure side of this pillar provides for three kinds of pensions — old
age, disability and survivor pensions. All benefits are based on a defined benefit
scheme and always consist of two segments: a flat rate, and an earnings-related
pension. The flat pension applies to all pensioners equally and independently of
the amount of their earnings-related pension. At present, this flat rate amounts
to approximately 20% of the total amount of an average pension.

The earnings-related part depends on the length of the contribution period
and the average income earned in last 30 years. The 1995 Act introduced a
tighter link between contributions and benefits, which represents a positive
move towards computing pensions on the basis of lifetime earnings. The full
30-year period is being phased in gradually and will be reached by 2015. At this
stage, I would like to relate some details of the computing formula, as it will be
of interest for changes effected after 1995 and for the leveling of pensions.

The formula consists essentially of two steps. The first is the definition of the
assessment base, which represents the average earnings of a worker earned in
the last 30 years; the second step constitutes a reduction of this assessment base
to the so-called computational base from which individual pensions are ulti-
mately derived. The conversion happens by way of certain limits (so-called bend
points) that are tied to relatively low levels of wages; hence, there is a significant
break between the contributions paid in and benefits received.1) The earnings-
related part of the old-age and full disability pension is then calculated by adding
1.5 percentage points (the so-called accrual rate) of the computational base for
every year in which contributions are made.

The sum of the flat and the earnings-related parts of a pension amounts on
average to 63% of the net average wage, with a high degree of leveling.2) Empir-
ical surveys on living standards for retired persons show that this pension level
is sufficient to assure a dignified existence during retirement.3) The trajectory
of the replacement ratio in the second half of the 1990s exhibits a somewhat
declining trend, which may be due to the government�s efforts to reduce redis-
tribution and pension leveling.

1 The full value of the assessment base is taken into account up to 45% of the average wage, approximately. Amounts exceeding
approximately 107% of the average wage are reduced by 70%, and if the assessment base exceeds even this limit, then solely
10% of wages surpassing the threshold are taken into account.

2 For persons who retired in 2002 at the statutory retirement age or even later. Pensions are tax exempt; hence, only a ratio of
pensions average net wages provides a meaningful interpretation.

3 For details see Kuchaŕova«, 2002.
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2.2 Changes Effected after 1995
Efforts to modify the 1995 Act were initiated already in 1997, when the financial
accounts of the pension system closed with a deficit for the first time; two addi-
tional �reform packages� followed in the years 2001 and 2002. Amendments to
the 1995 Act pertained basically to three spheres; in particular, they concerned
the valorization scheme, early retirement mechanisms and noncontributing
periods. While changes in the valorization scheme were rather of a technical
nature, the other two reforms aimed to restore the financial balance.

2.2.1 Valorization Scheme
Originally, the government was obliged to adjust the earnings-related part of
pensions whenever the consumer price index (CPI) surpassed 5%. The extent
of an adjustment had to cover 70% of the CPI growth, and every second year at
least a third of the real wage increase, but in fact, the government did not adhere
to these minimum rules. Pension increases covered virtually the full growth of
inflation and almost the full growth of real wages in the past.1)

The 2002 amendment to the 1995 Act specified that the government has to
adjust pensions regularly on January 1 whenever the CPI index surpasses 2%.
On the other hand, the government has still retained the competence to deter-
mine the exact amount of valorization; only the minimum is set by law and cov-
ers the full growth of CPI and a third of annual real wage growth. The law does
not stipulate precisely how to adjust the flat part of pension and the bend points,
as they are set in nominal terms, which gives the government full control of the
range of redistribution in the pension system.

2.2.2 Early Retirement Procedures
The law provides for two options. The first is regular early retirement with a
permanent reduction of a pension, which is accessible three years ahead of
the statutory retirement age. Originally, it was available even five years prior
to the statutory age, which was changed in 1997. The second is a so-called
�unemployment pipeline,� which can be drawn two years prior to the statutory
age, but only if a person is unemployed for a certain period. The penalty is only
temporary for this kind of early retirement, and persons receive their full pen-
sion once they reach the statutory retirement age.

The penalties were originally set in such a manner that they virtually favored
persons retiring early compared with persons working until the statutory retire-
ment age or even later. The result was that people were discouraged from work-
ing. Indeed, they were leaving the labor force on a large scale; the number of early
pensioners reached a dramatic level during the depression after the 1997 mone-
tary crisis, and the popularity of early retirement remained practically unchanged
until 2001. It regularly outweighed the conventional retirement option (see
chart 1). The 2001 amendment to the 1995 Act significantly raised the penalty
for early retirement. Even in 2001 the effective retirement age was only 56 years
on average for women and and 59 for men, whereas the statutory retirement ages
were 59 and 61.2) The amendment demonstrated its force in 2002, when the fig-
ure for early retirement dropped to just 20%of that recorded in the previous year.
1 Lasagabaster et al. (2002); pension increases between 1993—2000 equaled 100% of the CPI and 87% of real wages.
2 MLSA (2002a).
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2.2.3 Noncontributing Periods
Noncontributing periods, i.e. periods that are acknowledged as periods of par-
ticipation in the pension insurance scheme even without the payment of contri-
butions, reached a considerable dimension in the Czech pension system, as they
account for a quarter of total insurance periods.1) They cover periods of unem-
ployment, studying, short-term illnesses, periods during which disability pen-
sions are drawn, military service, care of children up to four years of age per
child, and care of a helpless person. The extent of these periods was somewhat
reduced in 1997; since then, only 80% of the length have been taken into
account. However, this rule does not relate to all noncontributing periods —
child care, care of a helpless person and military service are still counted to
the full extent.

Noncontributing periods remain a weak point of the Czech pension system
even now, and as such will be cited in the next part of this study, where I will
comment on the main drawbacks of the current setting in greater detail.

3 Weaknesses of the Czech Pension System
3.1 Financial Instability
Financial instability occurred for the first time as early as in 1997, after the dra-
matic growth of the number of people benefiting from early retirement
schemes, and the equilibrium has not been restored yet, despite the measures
explained above (see table 1). The pension system had been running surpluses
until the year 1996, but these were unfortunately regularly absorbed by the state
budget. Due to growing criticism of this practice, parliament obliged the gov-
ernment to establish a special �pension account� in the state budget, to which
the surpluses should have been transferred annually, with the aim of earmarking
them only to increase pensions or to pay off future deficits. However, the cri-
tique came late, as the only year in which a surplus occurred after the account
was established was 1996.

Table 1 shows that the deficit fluctuated around 0.9% of GDP in recent
years, which could mislead one to conclude that the deficit was stable, whereas
the opposite is true. The deficit was held stable only because of the discretionary
softening of expenditure pressures at the expense of declining replacement

1 MLSA (2002b).
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ratios for new retirees and postponed valorization of pensions in 2002. If this
had not been the case, the Czech Republic would have recorded a steadily rising
imbalance on its pension account. As will be shown in following paragraphs, the
deficit of the pension system is not counterbalanced by other expenditure items
in the state budget and furthermore will be significantly worsened by the
upcoming adverse demographic changes.

3.2 Impacts of an Aging Population
The Czech Republic will be hit substantially by the aging problem. A widely
used indicator of changes in the demographic structure is the old age or dem-
ographic dependency ratio (the number of people aged over 65 to the number
of people aged between 20 and 64). In 2000 its value for the Czech Republic
came to 21.9%, so that the Czech Republic ranked 16th among the OECD
member states, which implies a relatively young population. According to
the OECD forecast, the dependency ratio will peak at 57.2% by 2050, thus put-
ting the Czech Republic in 5th place in the ranking. The unfavorable situation
may be pinpointed to the low fertility rate, which stagnated at the level of
1.14 children per woman in the 1990s (the lowest rate among OECD countries)
and to the rapidly rising life expectancy. The Czech Republic will occupy the
third place among the countries under consideration with regard to the speed
of the adverse demographic change.1) Even the expected widening of the active
immigration balance will not significantly reduce the relative size of the old age
cohort.

Another indicator that combines demographic changes and labor market
forecasts within the framework of a country-specific pension system is the
system dependency ratio, which compares the number of retirees to the num-
ber of people contributing to the pension system. In 2001, the ratio of retirees
to the contributing population amounted to 0.55, which implies that approxi-
mately 18 working persons supported 10 retired persons. In 30 years the ratio
should rise to 0.82, meaning that only 12 persons would support 10 retired
persons.2)

Increases in the system dependency ratio can be directly translated into fore-
casts of financial claims demanded by the pension system. So far, several analysts
have estimated the future evolution of pension expenditure in the Czech
Republic. MLSA forecasts predict a growth of the expenditure share from

Table 1

Financial Situation of the Pension Account1)

1993 1994 1995 1996 1997 1998 1999 2000 2001 2002

% of GDP

Contributions 7.8 8.3 8.2 8.1 8.3 8.1 8.1 8.2 8.2 8.2
Expenditures 7.2 7.1 7.7 8.0 8.6 8.8 9.1 9.2 9.0 9.2
Balance 0.6 1.2 0.6 0.1 —0.3 —0.7 —1.0 —0.9 —0.8 —1.0

Source: State Financial Statements, 1993 to 2002.
1) Revenues arewithout penalties and charges. Expenditures exclude operating costs; moreover, they include advance payments granted in the preceding

year and exclude the payment granted for the following year.

1 OECD (2002); the sample does not include the Slovak Republic, Mexico, Turkey and Luxembourg.
2 MLSA (2002a). Projections assume constant participation rates of men whereas the participation rates of women are expected

to increase slightly in the forecast period.
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9% of GDP at present to more than 14% of GDP in 2030, whereas pension
contributions are expected to remain stable at the recent figure of around
8% of GDP, if all system parameters remain constant.1)

Under these assumptions, deficits in the pension account would rise from
the current 1% of GDP to more that 6% of GDP annually by 2030 in the base-
line scenario, which would interfere with the general budget, which is currently
grappling with difficult structural problems. The gap between revenue and
expenditure in the general budget has recently widened mainly due to the
autonomously decreasing tax quota and rising expenditure, which are both
driven by mandatory items. The impacts of both transformation costs and pri-
vatization revenues, which influenced both sides of the budget significantly in
the past, will vanish in the coming years. Unsustainable trends in the state
budget and the need for fiscal consolidation are appropriately illustrated by
the rise in the share of mandatory expenditure items from 65% to 82% in recent
years, which restrains the scope for conceptual budgetary programs.2)

The general government budget deficits will autonomously accelerate from
a recent —3.9% of GDP3) and will surpass 6% of GDP between 2003 and 2006,
if no fiscal consolidation takes place. Although the debt level at 19.5% of GDP
in 2002 is fairly small compared to that of some EU countries, without any cor-
rective measures it will double until 2006.4) As mentioned above, pension
expenditure will burden the state budget significantly in the future, and in
the baseline scenario, which only replicates current growth paths of spending
items into future, the pressure of pension expenditure will not be mitigated
much by the development of other budgetary items.

Below, I present long-term forecasts carried out in the framework of the
OECD projects �Fiscal Implication of Aging� and �Projections of Health Care
to 2050� from the years 2000 and 2002, respectively, as reported for the Czech
Republic recently by Krejdl and Bezdék (2003). These figures describe the
impact of population aging on age-related spending, i.e. pension expenditure,
health care, education expenditure and child or family benefits. With a rising
share of elderly population, it stands to reason that pension spending and health
care will gain importance, as elderly people access health care much more than
other age cohorts, and as they draw pension benefits, of course. These pressures
can be somewhat mitigated by the drop in education expenditure and child or
family benefits resulting from the decline in the share of young people; however,
the course shaped by pension expenditure will determine the state budget as a
whole.

As Krejdl and Bezdék (2003) note, the baseline scenario they use is not the
most likely scenario. Fulfillment of EU accession criteria (subsequently also the
Stability and Growth Pact) and financial market constraints will make the gov-
ernment bring public finance in a healthier direction. However, the autonomous

1 MLSA (2002a).
2 Figures include both mandatory and quasi-mandatory items. Mandatory items consist of expenditures defined by the legis-

lature (e.g. social transfers) and of expenditures defined by contractual obligations (e.g. state guarantees). Quasi-mandatory
expenditures include active employment policy, defense, public service wages and predefined investments. Ministry of Finance
(2002).

3 Ministry of Finance. Without net lending and transfers to transformation institutions.
4 Ministry of Finance (2002).
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development of budgetary items as they are enacted today represents a useful
baseline for assessing the effectiveness of consolidation measures and might
motivate policymakers to react in due time.

It is useful to keep in mind that a poor starting position in the primary bal-
ance causes the forecast debt figures to deteriorate significantly and obscures the
real impact of population aging on primary deficits and debt. If recent deficits
were removed in the next few years, public debt would stand at a substantially
lower level; however, it would still amount to a dramatic 280% of GDP in 2050
instead of 680% as reported in table 2.1)2)

As the OECD project on the fiscal impacts of aging was carried out inter-
nationally (to a certain extent),3) it is possible to compare the position of the
Czech Republic to that of other OECD countries. Although the outcome of

Table 2

Impact of Population Aging on the State Budget and Debt

2000 2010 2020 2030 2040 2050

% of GDP

Expenditure
Pension spending 9.3 9.4 10.1 11.4 13.7 15.2
Health care 6.6 7.0 7.6 8.0 8.4 8.5
Education expenditure 4.1 3.9 3.6 3.6 3.5 3.5
Child/family benefits 1.6 1.3 1.3 1.2 1.3 1.3
Total age-related spending 21.5 21.6 22.6 24.3 26.8 28.6
Other gen. government spending 20.1 22.6 22.5 22.5 22.5 22.5
Total spending 41.6 44.2 45.1 46.9 49.4 51.2

Revenue
Social security contributions 14.5 14.9 14.9 14.9 14.9 14.9
Other gen. government revenue 24.9 24.9 24.9 24.9 24.9 24.9
Total revenue 39.3 39.8 39.8 39.8 39.8 39.8

Primary balance — 2.3 — 4.3 — 5.3 — 7.1 — 9.6 — 11.3
Debt interest payments 1.1 1.9 4.1 8.1 14.9 25.7

Debt 16.7 55.0 112.5 217.8 397.3 680.6

Source: Krejdl and Bezdék (2003).

1 Krejdl and Bezdék (2003). Figures represent decade averages, i.e. the 2010 figures stand for the period 2000 to 2010. Only
the 2000 data stand for the period 1995 to 2000. Pension spending includes operating costs.

2 Krejdl and Bezdék (2003).

Table 3

Changes in Primary Balances due to Population Aging

2000 level Change 2000—2050

Primary balance Primary balance Old-age pension
spending only

in percentage points of GDP

Belgium 6.8 — 4.2 —2.4
Denmark 4.3 — 4.0 —1.0
Finland 5.5 —10.2 —6.4
Netherlands 4.2 — 6.9 —1.8
Sweden 4.3 — 7.0 —5.4
United Kingdom 4.0 — 1.5 —0.6
Czech Republic —2.4 — 6.8 —6.7
Poland —0.9 1.0 1.3

Source: OECD (2001).

3 Only a few countries reported the necessary data to the full extent. The figures for these countries are listed in table 3.
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the deteriorating demography on the Czech primary balance will not be the
worst one among the countries under consideration, the contribution of pen-
sion expenditure as a single item will impact the budget more than in any other
country. This demonstrates the worrisome circumstances of the Czech pension
system quite well.1)

3.3 Redistribution
The redistribution from those paying more to those contributing less is even
larger today than it was in 1989, at the end of the communist era.2) The
1995 Act did not help much in this respect, as the rate of pension leveling
has decreased only marginally since it was enacted.3) Table 4 illustrates the
degree of redistribution: persons who earn just 70% of the average wage receive
a pension equal to 76% of their net previous income, while persons earning e.g.
double the average wage are entitled to a pension equal to only 38% of their net
personal income. It is easy to see that the persons with a rather wide range of
different earnings are eligible for a comparatively narrow range of pensions
between 55% and 75% of the average net wage.

The government has already taken some steps to reduce pension leveling;
however, its efforts were limited and subordinated to the need to keep expen-
diture under control. As mentioned above, the government has full authority
over two devices to regulate the extent of redistribution — the flat part of a pen-
sion, and the bend points that are used to convert incomes earned during a
working career into the computational base of pensions. The flat pension has
been held unchanged since 1998, and its share has subsequently decreased from
24% of the total pension in 1998 to 20% in 2002, and changes in the bend
points went in the same direction. The lower bend point was valorized less than
the average wage increased, and the upper bend point a little more, which
somewhat mitigated the leveling of pensions; however, this came at the cost
of lowering replacement ratios.

3.4 Favorable Treatment of Self-Employed Persons
A risk that is inherent to all pension schemes that do not pursue a reasonable
link between contributions paid in and pension benefits received is that the

1 The figures for the Czech Republic noted here are not fully comparable to those in table 2, because the figures here represent
the relevant years only (changes between them) and not averages (see Krejdl and Bezdék, 2003).

2 MLSA (2002b).
3 MLSA (2002a).

Table 4

Leveling of Old-Age Replacement Rates

Personal wage/
average wage

Pension/
personal wage

Pension/
average wage

%

70 76 54
100 61 61
150 46 67
200 38 71
250 33 75

Source: MLSA (2002a) and own calculations.
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governing authority might lose its overview of all built-in redistribution mech-
anisms. The Czech Republic is a case in point, for the recent establishment of
the system unintentionally substantially favors self-employed people. This is the
case because self-employed persons are able to rationalize their contribution
base more widely than employees and because the minimum contribution base
is relatively low. The result is that the contribution base of self-employed
persons amounts on average to only 28% of the contribution base of wage
earners.1) Hence, owing to high degree of pension leveling, resources are in
effect shifted from employees to the self-employed.

Recent discussions in the government coalition suggest that the government
is aware of these weaknesses. The coalition agreed on an increase of the contri-
bution base for self-employed persons, which is set to be phased in by 2006, and
even the minimum contribution base is scheduled to be increased, most likely
from 2004. Furthermore, it agreed on a proposal to correct the redistribution
pattern to some extent by introducing a ceiling for the contribution base for all
participants. The suggested ceiling would be five times the average wage. How-
ever, these proposals have not yet been submitted to parliament.

To sum up the main points of this section, the biggest weakness of the cur-
rent pension system is that it is unprepared to handle adverse demographic
shocks. Moreover, the high leveling of pensions alongside an abundant extent
of noncontributing periods breaks down the link between contributions and
benefits and might cause distortions on the labor market. The favored position
of self-employed persons represents a partial problem; it exploits weaknesses in
the redistribution pattern of the pension system. In the next section, I turn my
attention to the second pillar of the Czech pension system.

4 The Voluntary Funded Pillar
Within this pillar, individuals have the opportunity to take part in state-con-
tributory supplementary pension insurance or in personal pension plans man-
aged by insurance companies. As mentioned above, the pension insurance
scheme was introduced by the 1994 Supplementary Pension Insurance Act
(Act no. 42/1994 Coll.); it is provided exclusively by means of pension funds.
The law stipulates detailed rules on pension fund governance, the activities of
supervisory authorities, financial requirements and rules on investment diver-
sification.

Participants are obliged to pay monthly contributions (they may be even paid
in by employers on behalf of their employees). In order to encourage partici-
pation in voluntary supplementary pension schemes, the state grants subsidies
and tax benefits for their participants. Pension funds provide benefits, which
can take the form of lump sums or pensions (old-age and disability pensions,
and early retirement or inheritance life annuities). The minimum period after
which an old-age pension may be drawn is currently five years and is conditional
on the eligibility for an old-age pension from the state pension insurance or on
reaching of 60 years of age. A pension plan can be even terminated before
attainment of the statutory age, but the state contributions must be returned
in such cases.

1 MLSA (2002a).
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There are more than 2.5 million participants in the supplementary scheme,
which seems to be relatively high (50% of the labor force); the drawback is that
the scheme has only lately begun to fulfill its original intention well. Instead of
providing a source of additional income in retirement, it served mostly as a
short-term saving instrument, with a generous state contribution that made
the scheme very attractive. At the end of 2001 the cumulative state subsidies
accounted for 35% of total assets held by all pension funds.1)

The reason for this use of short-term savings lies in the original legislature,
which contained several elements that motivated savers to short-term behavior.
The minimum required saving period was originally only one year, and the
bottom age for drawing a lump sum without losing the state subsidy was just
50 years. This explains the age structure of participants. The average age of par-
ticipants is 49 years, with nearly 20% of the population over 60 (retirees)
participating in the system. On the other hand, only 20% of the population
younger than 35 are participating in the system.2) Another factor fostering
the short-term behavior of depositors is the rather small size of the average con-
tribution (around 3% of the average gross wage). With respect to the age struc-
ture of participants, this amount is not enough to build up a sufficiently high
capital stock to cover a significant lifetime annuity in retirement. On the other
hand, low contributions might even be motivated by the structure of the state
subsidy, which declines (in relative terms) as contributions rise.

The 2002 amendment to the Supplementary Pension Insurance Act brought
about important advances in the transparency of pension funds� governance,
increased effectiveness and tightened supervision in this field. While the main
legislative weaknesses of the supplementary scheme have already been elimi-
nated, the pension funds still remain unattractive for savers due to their low real
returns averaging around 0.6% between 1995 and 2001.3) Low real returns
might be related to the short-term investment horizon of depositors, which
implies owning rather liquid instruments in the investment portfolio, and to
the conservative investment strategy of pension funds. The future of private
pension funds depends crucially on further progress in pension reform. Espe-
cially the proposal on creating occupational pension funds, which I describe
in the next section, would bring about tough competition for pension funds,
possibly raising their operating costs (e.g. for advertisement) even above the
present high level.4)

Having reviewed the situation of both pillars of the Czech pension system, I
will now concentrate on the future course of reforms as indicated by the latest
government or ministerial drafts. These drafts or proposals concentrated on
three issues — the reorganization of the mandatory pillar, changes of the pension
formulas towards a defined contribution system, and the introduction of an
occupational pension scheme.

1 MLSA (2002b).
2 Lasagabaster et al. (2002).
3 MLSA (2002b); deflated by the average CPI.
4 Lasagabaster et al. (2002). The current level of operating costs lies between 14% and 18% depending on whether the state

contribution is included in the denominator or not.
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5 The Recent Reform Proposals
5.1 The Social Insurance Agency
From August 2000, the government�s draft for the establishment of the Social
Insurance Agency (SIA) has been at the center of discussion. The SIAwas to have
taken over the duties of the existing Czech Social Insurance Administration in
the spheres of pension and health insurance. The main difference compared
to the recent status would have been that a control group consisting of the main
players in the pension system should have operated the new body independently
from the government. The draft targeted an improvement of transparency and
public control of the pension system. The proposal also provided for the creation
of a reserve fund that was to have financed unexpected fluctuations of revenues
and expenditures and prevented frequent changes of system parameters.

Nevertheless, parliament rejected the draft, because it did not put forward
any substantial efforts to tackle major problems of the pension system and
would in fact have obscured the real problems. Furthermore, the proposal
might simply have moved the problems out of the pension account and into
other parts of the state budget without really solving them. For example, the
draft proposed the introduction of regular payments from the state budget
for noncontribution periods and the flat part of a pension, which would be
problematic owing to the difficulties of the state budget. The draft drew criti-
cism from international organizations as well, as the proposal would have led to
a further fragmentation of the general government sector; the current extent of
the fragmentation already makes it difficult to maintain full fiscal transparency
across its components.1)

After the SIA draft was refused, the government did not submit any other
draft on a complex pension reform. The MLSA and independent experts remain
reserved regarding their views on the shape of reform. The MLSA will rely on
gradual adjustments of the existing system and on reinforcing supplementary
pension insurance. At present several committees are dealing with pension
reform — one in the Chamber of Deputies (at the level of a subcommittee, which
means it is of secondary importance), one expert group at the MLSA and one at
the Council for Economic and Social Accord (labor unions, employers and the
government). They are discussing two major points at the moment: (1) the shift
of the defined benefit pay-as-you-go scheme towards the defined contribution
pay-as-you-go scheme (the so-called notional defined contribution system,
NDC) and (2) the introduction of supplementary employers� pension funds.

5.2 The Notional Defined Contribution System
The pure NDC system works in a simple way: participants pay their contribu-
tions into the state budget, like today, and the CSSZ spends this money imme-
diately on pensions for current retirees. The main difference compared to the
defined benefit scheme is that an individual�s contributions are recorded on an
individual account, and when the individual retires are converted into a lifetime
annuity applying actuarial mathematics. Hence, the NDC system includes some
automatic stabilizers against increasing longevity and shifts the discretion to
determine the retirement age to individuals. More precisely, it disengages the

1 OECD (2003).
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government from the unpleasant obligation of disclosing the fact that people
will have to contribute longer to get the same pension as today.

However, even these stabilizers will not be able to prevent a financial imbal-
ance. To really do so, recorded contributions would have to bear �notional�
interest equal to the growth of the covered wage bill. This solution would estab-
lish a financial balance, but at the expense of a declining replacement ratio.
Applying another interest-bearing formula presupposes additional financial
reserves in the state budget or additional savings of individuals to prevent them
from falling into poverty. Admittedly, the NDC system might bring about pos-
itive effects on the labor market due to the tighter link between contributions
and benefits. However, in the presence of the severe demographic shock that
will occur in the Czech Republic, it can suggest no other solution than to
�pay more to get less.�

5.3 Occupational Pension Funds
Since 2001 the MLSA has promoted an enlargement of supplementary pension
schemes with pension funds provided by employers for their employees. The
MLSA presents this proposal as the missing �second� pillar of the pension system
on account of its funded nature (in the World Bank�s terminology); however,
participation in these funds is intended to be voluntary. Thus, it would in fact
only widen the already existing �third� funded pillar.

The main line of reasoning in support of the draft is the reputedly low oper-
ating cost of occupational schemes, because occupational funds will not need to
attract new clients, unlike commercial pension funds have to now. Hence,
employers� funds would save money on advertisement. The administrators of
funds will have to cooperate with professional portfolio managers — although
the type of cooperation was not precisely defined in the draft. However, exter-
nal cooperation might make the system more expensive and in addition, the
experience in this field from the United States shows that the operating costs
of occupational funds are not particularly low.1)

As proposed, the funds would have to satisfy some minimum interest rate
condition. It can be argued that this condition could lead to herding behavior
by the funds� managers, which could end in the management of almost identical
portfolios at thousands of small employers� funds. Thus, a few more centrally
managed funds might bring about the same outcome at presumably lower costs.2)

As was the case for the NDC draft, the supplementary employers� funds are
not able to address satisfactorily the issues associated with the problem of pop-
ulation aging, especially with regard to two facts. First, these funds are to be run
on a voluntary basis without any state guarantee and even without the explicit
state subsidies that exist in the voluntary funded pillar now. It is assumed that
contributions to employers� funds would be motivated only through tax bene-
fits. Second, considering the high contributions to the first mandatory pillar and
the confidence of the government about the sustainability of the pay-as-you-go
pillar, it is rather unlikely that its participants would en masse consider it neces-
sary to pay additional money to a new supplementary pension system.

1 Andrews (1993).
2 Musı«lek (2000).
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6 Conclusions
In this study, I have tried to summarize the evolution of the Czech pension sys-
tem in the transition period and to illustrate its most striking weaknesses, as I
am convinced that addressing these weaknesses represents one of the most
important challenges the current government will face. The difficulty of the
recent situation lies not only in the worrisome prospects of the young genera-
tion for their pension insurance, but even more in the fact that the pension sys-
tem may become a threat to the financial stability of the state budget in the near
future. I have pointed out that recent deficits of around 1% of GDP have been
pushed down so far artificially due to discretionary measures operating mainly
in the short-term horizon. Once the response to these measures peters out, the
Czech Republic will have to tackle rising imbalances more seriously than has
been the case until now. The issue is becoming even more relevant in light of
future EMU accession, when it will coincide with the need to remedy the gen-
eral budget as a whole.

The gradual method of reforms adopted implicitly in the Czech Republic, as
compared to the �big-bang� approach of neighboring transition countries, has
helped to tackle the most burning problems so far; however, it has in fact
succeeded in obscuring the actual intensity of the issue. The government has
not learned from the examples of other Central European countries — Poland,
Hungary and recently even the Slovak Republic — which have introduced
mandatory funded pillars beside reforming their pay-as-you-go systems. A move
towards a more active role of funded pensions would better prepare the Czech
Republic as well for the challenges of the next decades.

I aimed to highlight the true nature of the recent reform proposals, i.e. the
Social Insurance Agency, the transition to the notional defined contribution sys-
tem, and the introduction of occupational pension funds. As these proposals
indicate, the Czech Republic is going to continue its gradual reforms, which
in my opinion cannot really solve the problem of population aging and will only
postpone the needed steps further.

To close on a somewhat more optimistic note, it is likely that coming closer
to EU accession and EMU membership means that certain fiscal rules will have
to be met, so that the new obligations will move the focus more towards issues
requiring sound fiscal policies, and that the gradual reform approach will be
replaced by more thoroughgoing reforms.
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1 Introduction
Former Yugoslavia is among the Central and Eastern European economies that
have experienced the most striking changes in politics and economics over the
last twenty years. Back in the 1980s it counted among the most economically
advanced socialist countries, featuring a relatively unique system of workers�
self-management which also bore some traits of a market economy. It was more
outward-oriented than other socialist economies at the time, not only as regards
foreign trade, but also with a view to the movement of people (tourism, guest
workers). At the turn of the millennium, by contrast, the Federal Republic of
Yugoslavia (FRY) was judged to be one of the most backward countries in
Europe, also with respect to per capita income and the standard of living. But
just two years later, a new resolute and committed government has proved that
bold changes are possible in a short time, as it appears to have put the country en
route to catching up precious lost time and ground.

As will be shown below, the evolution of the banking sector reflects overall
economic developments particularly well, sometimes taking the lead in
changes, sometimes appearing to be at the pinnacle of crisis. The structure
of the following analysis of the development of market-oriented banking in Ser-
bia and Montenegro (since 2000) is rather simple. There are two main chapters.
Chapter 2 describes the bleak point of departure: an accumulation of structural
problems emerging from the banking system in former socialist Yugoslavia and
negative external effects stemming from wars and economic sanctions, coupled
with internal economic stagnation and deterioration in the 1990s. This chapter
also analyzes the situation of the Yugoslav banking sector at end-2000, i.e. in the
immediate aftermath of the democratic changes that took place in the fall of that
year.

Chapter 3 deals with the policies of the new authorities, with banking
reforms, changes and developments until early 2003. Since the end of the
1990s, political and economic developments in Montenegro have become more
and more independent of Belgrade. Therefore, separate subchapters deal with
the banking developments in Serbia and in Montenegro, the two former con-
stituent republics of the FRYand today the two states forming the confederation
of Serbia and Montenegro. Banking in the region of Kosovo/Kosova, which has
been under UN administration since mid-1999, will be dealt with in a separate
box. Chapter 4 summarizes the study and draws some conclusions.

Generally, the study attempts to give a concise overview over historic evo-
lutions and interrelationships. Topics covered comprise legal foundations, bank-
ing supervision, banks� major sources of assets, liabilities, earnings and related
changes, bank restructuring and the role of foreign banks and FDI. Where nec-
essary, reference will be made to major traits of real sector development.

1 Oesterreichische Nationalbank, Foreign Research Division. I wish to thank an anonymous referee and Doris Ritzberger-
Gru‹nwald (OeNB Foreign Research Division) for their very helpful comments. My gratitude also goes to Vice Governor
Radovan Jelaśic« of Narodna Banka Srbije (NBS) and to the NBS Supervision Department for the valuable information pro-
vided. I am furthermore grateful for data received from Martin Hammer (OeNB Banking Analysis and Inspections Division).
The views expressed in this paper are those of the author and do not necessarily represent the position of the Oesterreichische
Nationalbank.
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2 Bleak Initial Conditions
2.1 Banking in Former Socialist Yugoslavia
In the former Socialist Federative Republic of Yugoslavia (SFRY)1) a two-tier
banking system had already existed since the early 1960s. The detailed legal
foundation for socialist Yugoslav banking was laid down in the Law on Principles
of the Credit and Banking System, adopted in 1977. Under the former system
of workers� self-management, banks were owned almost exclusively by socially
owned enterprises. Credit institutions2) pooled their owners� surplus resources,
tried to attract additional funds from the local population and granted loans
mostly to finance owner firms� investment projects (connected lending). Given
the generally accommodative monetary policy and an environment of soft
budget constraints throughout the economy, real interest rates were very low
or negative as a rule. Spreads also tended to be modest. This gave rise to high
investment demand and strong growth rates of capital accumulation, triggering
overinvestment (according to market economy criteria), low productivity,
limited efficiency of capital stock and a waste of resources.

Although most banks were the property of enterprises, government exerted
considerable sway over credit activities. While not so much intervening directly,
state authorities (predominantly regional and local jurisdictions) had various
means at their disposal to impose their influence on enterprises and banks in
exchange for protection against competition and other economic risks, includ-
ing the risk of liquidation (OECD, 1987, p. 43). Among the main economic pol-
icy instruments the National Bank of Yugoslavia (NBY) used to control banks�
activities were credit ceilings (necessary to ration credit volumes, given negative
real interest rates) and selective credits at preferential interest rates to cover
�priority areas� — essentially agriculture, energy supply and export financing.

In 1985 there were about 170 banks on the territory of the SFRY. Almost
all banks focused their business regionally or locally, concentrating on their
owners� needs. There were strong pressures on intermediaries to take unjusti-
fied risks and, if necessary, to roll over loans. Hardly any restructuring took
place, few enterprises were closed. There are no reports of any bank bank-
ruptcy or liquidation in the 1970s or the 1980s. In both decades, banks had
taken up foreign currency credits under sovereign guarantee on international
financial markets and mostly onlent the proceeds to enterprises carrying out
projects particularly supported by the authorities. Another source of foreign
exchange for the banks were growing deposits of the population, generated
from tourism earnings and guest worker remittances. Most of these deposits
were redeposited with the NBY in the mid-1980s in exchange for �interest-free�
dinar (domestic currency) credits. However, the monetary authority�s foreign
exchange reserves were soon run down.

In the above-outlined environment of pervasive structural rigidities, easy
money and financial laxity, inflation accelerated throughout the 1980s and
reached hyperinflationary levels at the end of the decade. While some of the
foreign exchange-financed investments proved unviable, the continuing depre-

1 Stretching from Slovenia to Macedonia, the former multiethnic SFRY was the predecessor of the later independent states in the
area, including the Federal Republic of Yugoslavia (FRY), which subsequently became Serbia and Montenegro.

2 The terms �bank� and �credit institution� are regarded as synonymous in this paper.
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ciation of the dinar made it difficult or impossible for many enterprises to repay
their foreign currency loans, which further weakened the portfolios of banks
whose underlying financial positions were already precarious. On the other
hand, the real value of dinar deposits and lending shrank. Toward the end of
the 1980s, foreign currency-denominated deposits and credits made up two
thirds of Yugoslav banks� liabilities. Although the NBY had the ultimate respon-
sibility for foreign currency deposits, it did not hold sufficient hard currency
reserves to cover them. The country�s and its banks� growing foreign debt
was repeatedly rescheduled by agreements with Paris and London Club cred-
itors.

The adoption of a new, more market-oriented Law on Banks and Other
Financial Organizations in 1989 required all banks in Yugoslavia to incorporate.
�Old� banks were transformed into, and �new� banks were founded as, joint
stock companies. The possibility of private ownership was opened up for
new banks. A number of prudential regulations were introduced (including cap-
ital adequacy ratios, maximum shares of big loans in banks� capital, maximum
shares of long-term investment in companies in banks� capital).1) But the new
rules were not enforced and there were no essential changes in credit institu-
tions� behavior. In the same year, the SFRY government allowed the establish-
ment of wholly private or mixed private and socially owned firms and in 1990,
it made a last attempt to stabilize the macroeconomic situation and initiate
structural reforms. This effort was known as the Markovic program.2) An
anti-inflation program was launched in January 1990, which brought price
increases to zero by mid-year. But the efforts foundered due to the weakness
of the central authorities. The following year, the SFRY disintegrated and col-
lapsed in wars. Inflation started to gather momentum again and any servicing
of foreign debt ceased.

2.2 The 1990s — A �Lost Decade�
The 1990s turned out to be a lost decade for Yugoslavia. The falling-apart of the
former SFRY, the loss of markets, the interruption of long-established produc-
tion relations, armed conflict, regional wars and chaos, international isolation
and the imposition of crippling sanctions as well as continuous economic mis-
management and pervasive corruption contributed to pushing real GDP dras-
tically down in the first half of the 1990s and keeping it on average at about
50% of its precrisis level in the second half of the decade. The pauperization
of the Yugoslav population attained alarming dimensions: According to UN esti-
mates the proportion of persons living in poverty — defined as living on a total
monthly income of USD 60 or less — reached two-thirds in 1999.

In April 1992, the Federal Republic of Yugoslavia (FRY) was established. It
consisted of the republics of Serbia (including the provinces of Vojvodina and
Kosovo) and Montenegro. Swelling monetized budget deficits (up to 30% of
GDP) on account of skyrocketing defense expenditures plunged the FRY into
renewed hyperinflation in the same year. The explosion of prices climaxed in
January 1994, when monthly inflation surpassed 300 billion percent (IMF,

1 These regulations were set out in Articles 26 and 27 of the new banking law.
2 Referring to former federal prime minister Ante Markovic, the �architect� of the program.
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December 12, 2000, p. 5, 7). The country suffered demonetization and mone-
tary collapse; it became fully dollarized (most important flight currency:
Deutsche mark). A few smaller banks collapsed. GDP fell precipitously until
1993, when it reached but 40% of its 1989 level, its lowest point in decades.
Subsistence activities expanded. On January 24, 1994, the authorities launched
a strict �Program of Monetary Reconstruction,� providing inter alia for the
introduction of the �new dinar,� linked to the Deutsche mark (1:1) in a currency
board regime.1) The new regime halted price increases within a few days, but
was only successful for about nine months.

Increasing pressure for money issuing to finance agriculture and other
economic activities made itself felt in the summer of 1994, and the currency
board was in fact abandoned in the fall of the year by allowing the coverage
of money issues by commodities. Later on, inflationary pressures reemerged,
even though fiscal policy was tightened in 1994 and 1995. Soon a stop-and-
go pattern of policies resurfaced and gradually eroded policy credibility. More-
over, the stabilization program had suffered from the major weakness that it had
not included any meaningful structural reforms of enterprises and banks which
could have moved the economy nearer to hard budget constraints. Hence, from
its record-low point of departure, GDP is estimated to have grown, on average,
by only 5% to 6% per annum from 1994 to 1998.

The Serbian enterprise privatization law of 1997 reiterated a previously
adopted principle of voluntary privatization of socially owned firms. With
the notable exception of Telekom Srbija, 49% of which was sold to a consor-
tium of foreign investors for USD 920 million in 1997, no large enterprise
was privatized in the 1990s. A considerable number of small and medium-sized
enterprises opted for adopting private ownership, though. In these cases
management and employee buyouts prevailed. Business behavior did not
change fundamentally. It appears that in the course of the volatile 1990s, the
importance of links between politics and business even grew. Corruption
expanded and became endemic. The economy reverted to a swift expansion
of public consumption and unsustainable twin deficits (of the budget and
current account). The current account shortfall amounted to 8% of GDP on
average in the 1996—98 period.

Back in 1991, the authorities in Belgrade had suspended withdrawals from
households� foreign exchange accounts with domestic banks (which in fact had
already been transferred to the NBY). Thus, these foreign currency balances
were �frozen� — in fact confiscated — and commercial banks as well as the public
were denied access to these funds, which amounted to about DEM 7 billion.
Some years later it became evident that the funds had been spent by the gov-
ernment. The disintegration of former Yugoslavia and the hyperinflation of
1992—94 contributed to rendering almost all of the foreign currency loans that
Yugoslav banks had taken up abroad and onlent to domestic enterprises non-
performing. Although the Yugoslav state had undertaken to guarantee the repay-
ment of banks� liabilities to foreign creditors, it defaulted on its obligations in

1 This program was largely designed and implemented by Dragoslav Avramovic«, the former governor of the NBY. It was therefore
also called �Avramovic program.�
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the first half of the 1990s. The price explosion all but wiped out the value of
dinar liabilities and assets of credit institutions.

On the other hand, hyperinflation and heightened exchange rate instability
opened up some avenues for currency speculation. Some banks also participated
in the lucrative, but mostly illicit business of evading or circumventing inter-
national economic sanctions (Śevic« et al., 2000, p. 381, 398). Still, at end-1996,
90% of all bank loans were estimated to be bad (Djukic, 1998, p. 273). Unprof-
itable and nonperforming foreign currency subbalances became prevalent in
balance sheets. In the second half of the 1990s, even according to banks� own
reports, the Yugoslav banking sector as a whole was saddled with substantial
negative capital (Labus, 1998, p. 37).1) This situation encouraged moral hazard
behavior and adverse selection of debtors. Needless to say that the population,
expropriated twice by hyperinflation and again by the freezing of its foreign cur-
rency deposits, had lost confidence in the banking sector.

In 1993 the Federal Republic of Yugoslavia adopted a new banking law
which, however, essentially reiterated the inherited principles and rules. Pru-
dential requirements drawn up by the 1989 banking law were retained, but time
limits for their fulfillment were repeatedly extended. The Law on Rehabilita-
tion, Bankruptcy and Liquidation of Banks was passed and a new institution,
the Agency for Deposit Insurance and Bank Rehabilitation, was established.
But initially, the new legislation had little effect and there was only little work
for the new agency. At the end of 1996, there were 107 credit institutions in the
Federal Republic of Yugoslavia, of which more than half (59) had been founded
after 1989. These �new� banks, many of which were privately owned, had the
advantage of having neither frozen foreign exchange accounts, nor large foreign
debts, nor nonperforming foreign currency loans on their books. Their draw-
back was that they were small and had low financial potential. The new banks
together accounted for less than 8% of the total assets and liabilities of the
Yugoslav banking sector in 1996. Among them there was a number of report-
edly relatively healthy institutions (Labus, 1998, p. 41).

Real interest rates turned positive in the mid-1990s and interest rate spreads
widened substantially. But this was largely followed by a further weakening of
payment discipline and a ballooning of bad debts. While the NBY did not have
the possibility to request immediate compliance with prudential regulations, it
was still authorized to revoke an operating license if a credit institution failed
to satisfy the requirements prescribed for its establishment. This happened in
January 1997, when the NBY withdrew the licenses of 15 ailing medium-sized
and small banks and initiated the liquidation of most of them. But this measure
did not improve the overall situation of the sector much, since the main financial
problems were concentrated in the six largest �old� socially owned banks and
the NBY did not dare to revoke their licenses for fear of triggering an all-out
collapse of the system. Furthermore, the political authorities upheld pressure
on the banking system to keep credit lines open for the ailing real sector (Śevic«
et al., 2000, p. 388, 392).

1 Banks� own reports of the time are assessed to be hopelessly optimistic, given that it was a widespread practice e.g. to enter
computed interest on rolled-over loans as earnings and to underprovision for dubious and nonperforming assets.
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In 1998 the Yugoslav authorities attempted to find a solution to the problem
of frozen foreign exchange deposits with domestic banks. A law was enacted
that converted the deposits into public debt, capitalized the interest (based
on a government-set interest rate of 2% per annum) and established an ambi-
tious repayment schedule for the deposits. The total public debt assumed by
this legislation was DEM 7.4 billion. Based on the law, repayment finally started
in 2000.

In the fall of 1997 a more reform-oriented administration came to power
in the republic of Montenegro. In conflict with the political authorities in
Belgrade, it embarked on a course toward more autonomy and independence
for the republic. In 1999 a new Montenegrin privatization law was enacted.
Privatization became obligatory and provided for a mix of management and
employee buyouts, purchases by �outsiders� and voucher privatization. How-
ever, the new legislation did not quickly trigger sizeable adjustments. In
November 1999 the republican authorities introduced the Deutsche mark
(euro) as a parallel currency to the dinar in Montenegro.

The Kosovo war of spring 1999 cut Yugoslav GDP that year by about a fifth,
which brought economic activities almost down to their trough level of 1993.
The wartime destruction also lowered potential output. The unemployment
rate rose to almost 30%. Consumer price inflation amounted to 37% in 1999
(end-year, see table 1). But this did not, of course, include repressed inflation,
which expanded given the buildup of a plethora of price controls. The country
remained in default on its foreign debt for an entire decade. The above-men-
tioned new economic shock of 1999 as well as the fate of financial pyramid
schemes that flourished in the second half of the decade pushed the Yugoslav
banking sector and credit markets to the verge of collapse.

2.3 The Situation of Yugoslav Banks at the Time of the Regime Change
(Late 2000)

With the country subject to continuing sanctions and mismanagement through-
out most of the year 2000, the FRY�s economic recovery from the renewed col-
lapse of 1999 was relatively weak. GDP increased by about 5%. In the run-up to
the federal elections in September 2000, which led to the fall of the old regime,
the printing press was cranked up once again. This, together with the decision

Table 1

Macroeconomic and Monetary Indicators for the FRY/Serbia and Montenegro

GDP growth
(real)

CPI inflation
(year-end)

Exchange rate
(official, YUD/
EUR, average)

Exchange rate
(official, YUD/
USD, average)

Discount rate
(year-end)

Broad money
(M2, year-end)

Broad money
(M2, year-end)

Budget balan-
ce (general
government)

Current
account
balance

Gross foreign
currency re-
serves (excl.
gold, year-end)

External debt
(year-end)

% % YUD YUD % p.a. change in % % of GDP % of GDP % of GDP USD million % of GDP

1993 —30.8 . . . . . . 80,000 . . . . . . . . . . . .
1994 2.5 . . . . . . 9.0 . . . . . . . . . . . .
1995 6.1 120.4 . . . . 90.2 . . . . —4.3 . . . . . .
1996 7.8 58.6 6.30 4.97 68.2 . . . . —3.8 —11.6 . . 79.4
1997 10.1 9.5 6.48 5.72 33.7 . . . . —7.6 — 7,7 . . 71.2
1998 1.9 44.5 10.46 9.34 34.5 . . . . —5.4 — 4.8 300 87.5
1999 —18.0 36.5 11.74 11.01 35.0 . . 21.0 . . — 7.5 289 123.2
2000 5.0 113.5 15.30 16.69 26.6 58.5 18.0 —0.9 — 7.4 516 140.1
2001 5.5 39.0 59.50 66.84 16.4 89.7 16.9 —1.4 —10.7 1,169 101.3
2002 4.0 14.2 60.73 64.19 9.5 . . . . —4.5 —12.9 2,280 77.0

Source: NBS, IMF, EBRD, WIIW.
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to liberalize prices at the end of October, triggered a tripling of CPI inflation to
113.5% (end-year) in 2000. Domestic credit expanded strongly. By contrast,
fiscal policy was tightened by cutting expenditure and defaulting on spending
commitments, thus increasing public payment arrears. The general government
cash deficit is estimated to have declined to 0.9% of GDP in 2000. The current
account gap remained at a high level (7.4% of GDP). Total external debt
reached USD 11.4 billion at end-2000, corresponding to an unsustainable level
of 140% of GDP (table 1).

In December 2000 the new democratic authorities in Belgrade abolished the
multiple exchange rate regime that had been in place until then and liberalized
the dinar (which depreciated to a rate of around 30 YUD/DEM). The inde-
pendence-oriented authorities in Podgorica (the Montenegrin capital) in
November 2000 withdrew the dinar from circulation in the republic, thus
breaking off the monetary link with the NBY and unilaterally euroizing Monte-
negro. Therefore, the euro (Deutsche mark) became the sole legal tender in the
Republic of Montenegro. Moreover, fiscal ties between Podgorica and Belgrade
were almost entirely severed. Montenegro established its own trade and cus-
toms regime in mid-2000. Most of Yugoslavia�s large enterprises remained
unreformed and accrued heavy losses. Widespread interenterprise arrears
and barter arrangements were common. Activities of small and medium-sized
enterprises were often connected to the shadow economy, avoiding (or evading)
taxes. Privatization in Serbia almost came to a standstill in 2000 and Monte-
negro experienced no meaningful progress.

Below, we will illustrate some of the major traits of Yugoslav banks� financial
reports for 2000, as summed up by the NBY (NBY, 2001, p. 81—88). As men-
tioned earlier with respect to data for 1996, the qualification has to be made that
banks� own reports were likely biased and therefore not fully reliable. On
December 31, 2000, 81 out of 96 licensed credit institutions submitted reports
on their business activities. Of these 81 banks only three small institutions
(which together accounted for less than 1% of the sector�s total balance sheet
amount) showed full compliance with the prudential requirements of the 1993
(1989) banking law.

The dismal situation is reflected by a number of indicators (table 2). The
sector�s overall capital adequacy ratio was calculated at 0.7% of risk-weighted
assets (which is far below the 8% minimum level corresponding to the Basel
Accord of 1988). Five large banks, making up 28.6% of total assets, featured
negative capital. The share of household savings — excluding frozen foreign
currency savings — in banks� total liabilities came to less than 1%, which con-
firms that household assets made up a negligible source of bank funds and
underlines the lack of confidence the household sector had in credit institutions.
Given the above-mentioned capital adequacy ratio and the traditional lending
behavior of credit institutions referred to earlier, it may not be so surprising that
the total sum of large (and the largest permissible) credits outstripped capital
more than 39-fold and thus missed the respective prudential requirement
(80% of capital) by a huge margin. Loans granted to shareholders and persons
connected to them (customer shareholders) comprised 88% of the total value of
large credits.
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�Potential losses, resulting from risky assets and corresponding off-balance
items� (NBY, 2001, p. 85) exceeded 100% of capital in 12 banks which
accounted for 56.5% of the aggregated balance sheet amount; such losses sur-
passed 50% of capital in 20 credit institutions comprising 82.6% of the total
balance sheet sum.1) The NBY concluded that the situation of the Yugoslav
banking sector at the end of 2000 was �very bad,� that credit institutions could
not meet the needs of households and enterprises in providing credit services
and funds mobilization, that banks were overburdened with unrecoverable
claims and that they had not developed risk management nor based their
operations on prudential standards (NBY, 2001, p. 87). According to the IMF,
30 banks (including the 6 largest), which together comprised around 70% of
the sector�s assets, were insolvent as stated in their own reports (IMF,
December 12, 2000, p. 15). The largely insolvent state of the banking system
demanded urgent and comprehensive restructuring measures.

3 A Break with the Past — Committed Reforms
3.1 The Development of Banking in Serbia from 2001 to 2003
3.1.1 Macroeconomic and Structural Background
In 2001 and 2002 the Serbian authorities took major steps forward in cleaning
up the republic�s banking sector. Banking sector reforms have been among the
most ambitious structural reforms carried out in Serbia since the turn of the
millennium. Despite impressive progress, the overall economic situation
remains difficult and fragile. After expanding 5.5% in 2001, Yugoslav GDP is
estimated to have grown about 4% in 2002. If these figures are accurate, the
country has probably still not reached the income level it had before the Kosovo
war. Macroeconomic stabilization has been quite successful, however. At the
beginning of 2001 the NBYopted for a tightly managed exchange rate float, up-
holding the link of the domestic currency to the Deutsche mark (euro) and the
reference exchange rate at 30 YUD/DEM. With the euro cash changeover at
the beginning of 2002, the reference rate was adjusted to 60 YUD/EUR, which

1 Banks with negative capital are included in the calculation.

Table 2

Banking Sector-Related Indicators

for the FRY/Serbia and Montenegro

Number of
banks (thereof
foreign-
owned, year-
end)

Asset share of
state-owned/
socially
owned banks

Deposit rate
(year-end)

Lending rate
(long term,
year-end)

Domestic
credit (year-
end)

Domestic
credit to the
private sector

Bad loans Capital ade-
quacy (capital/
risk-weighted
assets, year-
end)

Number % % p.a. % p.a. change in % % of GDP % of total loans %

1994 . . 94 . . . . . . . . 10.3 . .
1995 . . 95 . . . . . . . . 12.0 . .
1996 107 92 34.3 196.7 . . 9.2 12.3 9.5
1997 . . 90 19.1 71.8 . . 10.8 15.1 . .
1998 . . 90 16.2 60.3 . . 11.2 13.1 . .
1999 . . 89 13.1 45.4 20.5 9.8 10.2 . .
2000 81(1) 91 34.6 77.9 276.1 8.2 27.8 0.7
2001 53(8) 66 24.5 32.5 13.6 6.0 24.4 21.91)
2002 . . . . . . 19.2 24.5 . . . . . .

Source: NBS, EBRD, IMF.
1) Excluding the four large banks that were closed in January 2002.
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implies a slight devaluation of the dinar. The tightly managed float has (so far)
been very successful in combating inflation, stabilizing expectations and shoring
up confidence in the currency. Inflation went down to 39.0% in 2001 and
14.2% (end-year) in 2002. In May 2002 the dinar became convertible on cur-
rent account transactions, according to Article VIII of the IMF�s Articles of
Agreement.

Despite some progress in tax reform, the reversal of unsustainable cuts con-
tributed to pushing up the cash budget deficit from 1.4% of GDP in 2001 to
about 4.5% of GDP in 2002 (table 1). Despite falling inflation, the real appre-
ciation of the Yugoslav currency continued and was accompanied by growing
trade and current account deficits. The latter development is, of course, also
influenced by a consumption wave after at least a decade of deprivation. The
current account gap (before foreign grants) rose to about USD 1.7 billion or
13% of GDP in 2002 (according to preliminary data).1) FDI is estimated to have
increased to around 3.5% of GDP that year and therefore to have covered only a
minor part of the disequilibrium. Registered unemployment surpassed 30% at
end-2002, but according to labor force surveys, joblessness amounted to around
13% (Gligorov, 2003, p. 106).

In the fall of 2001, the authorities reached an important debt restructuring
agreement with the Paris Club, which became effective after the signing of a
three-year extended arrangement with the IMF in the spring of 2002. The
agreement with the Paris Club provides for a phased 66% reduction of the
country�s liabilities to the group of sovereign creditors (some USD 4.5 billion).
Yugoslavia�s foreign debt thus contracted to below USD 10 billion at end-2002.
Gross foreign exchange reserves grew to about USD 2.1 billion by March
2003, partly thanks to foreign financial assistance (IMF, April 2, 2003, p. 7—8).

By early 2003, enterprise privatization had not reached a major break-
through yet. In early 2001, the authorities had suspended privatization activity
following the 1997 Serbian privatization law (which had favored management
and employee buyouts). In mid-2001 new privatization legislation was adopted
which defined the privatization process as mandatory and specified that at least
70% of shares in socially owned and state-owned enterprises be sold to private
investors through transparent tender and auction procedures. During the year
2002 about 200 firms (of which 12 were larger ones) were privatized, with total
privatization revenues coming to around EUR 400 million. At end-2001 a new
labor law was adopted, which increased labor market flexibility (Herderschee,
2002, p. 37). Nevertheless, deep-rooted corporate governance problems, such
as unclear ownership, dominance of �insiders,� overstaffing, lack of capital,
inefficient organization, weak competitiveness, low profitability as well as cor-
ruption, continue to plague the Serbian enterprise sector.

Based on an agreement signed by the representatives of the two Yugoslav
constituent republics in March 2002, a constitutional charter of a new, loose
confederation called �Serbia and Montenegro� to replace the FRY, was drafted.
The constitutional charter formally acknowledges the political and economic
status quo (including the different currencies and separated fiscal, trade and cus-
toms regimes), but commits the two republics to remain bound together in a

1 This figure may be exaggerated by an underrecording of exports and remittances (EBRD, 2003, p. 80).
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common state for at least three years. Apart from providing for common
defense and foreign policies, it proposes a harmonization of the economic sys-
tems of the two republics as they begin to approach and integrate with the EU.
The charter was ratified by the Serbian, Montenegrin and Yugoslav legislatures
in early 2003 and entered into force at the beginning of February. Thus the
NBY, which had actually exercised no authority over Montenegro since 2000,
formally ceased to exist and became the National Bank of Serbia (Narodna
Banka Srbije — NBS).

3.1.2 Banking Sector Development and Reform
In the first months of 2001 the new NBY management carried out a compre-
hensive assessment of the banking sector and its activities and in May 2001 ela-
borated a bank restructuring strategy (with technical assistance from the IMF,
the World Bank and bilateral donors). The essence of the restructuring strategy
was to undertake bank rehabilitation and recapitalization only if it is expected to
produce a viable institution with good prospects for privatization through sale to
a strategic investor at a reasonable price and only if it can be implemented with
identifiable fiscal resources. Given that the authorities disposed of very limited
fiscal means and remained dependent on outside donors, the second constraint
was indeed a strong one.

The diagnostic reviews assessed credit institutions in Serbia with respect to
capital adequacy, operational viability, liquidity, quality of bank management,
privatization prospects and systemic importance. Based on these reviews, the
NBY separated the banks into four groups: A — healthy banks; B — solvent,
but undercapitalized banks; C — insolvent, but potentially viable and/or system-
ically important banks; and D — insolvent banks without potential viability or
systemic importance. Of a total of 71 banks at end-June 2001 in Serbia, 29
(accounting for 13% of the total book value of banking sector assets) were
assessed to be healthy (group A). 16 banks (representing 19% of total assets)
were judged to be solvent, but undercapitalized (group B). Group C comprised
7 credit institutions (accounting for over 60% of total assets), and 19 banks were
found to be insolvent and unviable (allotted to group D, 9% of assets). Whereas
the NBY was to supervise groups A and B, the Federal Agency for Deposit
Insurance and Bank Rehabilitation (BRA) was reorganized and assigned the
duties of rehabilitating or liquidating institutions in groups C and D (see also
table 2) (Charap et al., 2002, p. 22).1)

The authorities quickly moved to implement the restructuring strategy. A
bank bankruptcy law was enacted in October 2001. In the second half of the
year, all 19 banks of the above-mentioned group D (relatively small, under-
capitalized and inefficient outfits) were closed. Moreover, the BRA board, on
recommendation of the NBY, decided to write off the equity capital of five
of the largest banks (most of them assigned to group C). These five banks were
all in distress and had been put under the agency�s supervision. They were all
transformed banks (founded before 1989), saddled with frozen assets and
liabilities in the form of long-term foreign currency loans and deposits. The

1 In September 2001, amendments were enacted to the Law on Rehabilitation, Bankruptcy and Liquidation of Banks author-
izing the BRA as the receiver and liquidator of credit institutions.
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BRA established itself as the exclusive owner of the five banks and appointed
new managers. Detailed analyses of the balance sheets and profit and loss
accounts of these banks confirmed that they were deeply insolvent and suffering
unsustainable operating losses and liquidity bottlenecks.1)

The monetary authorities — in agreement with the Yugoslav and Serbian
governments — decided to shut down and liquidate four of these institutions.
Orders to initiate bankruptcy proceedings against them were issued on
January 3, 2002. The four banks concerned (Beobanka, Beogradska Banka,
Investbanka and Jugobanka) accounted for almost 60% of the book value of
the sector�s assets and for about two-thirds of outstanding commercial credit
to the nonfinancial sector. In the light of some delays owing to worker protests,
the four institutions were gradually placed under the effective control of the
BRAwithin the first three weeks of January. Resolution of the fifth bank (Borska
Banka) was deferred, owing to its economic and political importance for the
copper industry and its strong presence in a particular region.

The authorities gave two reasons for their bold decision to liquidate the
above-mentioned four banks: First, the fiscal resources necessary for reha-
bilitation were not available. These resources were estimated at around
USD 3.8 billion (38% of GDP in 2001) and were over and above the state-guar-
anteed obligations to London and Paris Club creditors and foreign currency
deposits that had been frozen in the early 1990s. Second, given the chronically
dismal state of the banks in question, the negative impact of the closures on pub-
lic confidence in the sector was unlikely to be important. The banks� liquidity
positions deteriorated sharply in the run-up to the closures, requiring financial
injections (of about USD 19 million in December 2001) by the authorities
(Charap et al., 2002, p. 24—25).

After the initiation of bankruptcy, a process of depositor compensation took
place. By end-April 2002, this process was nearly complete and compensation
payments totaled USD 56 million.2) The government initially bore most of the
cost. Also drawing on support from the Serbian budget, a social package (largely
severance payments) of USD 20 million for around 8,500 employees was
launched upon bank closure. The total incremental liquidation cost of the four
large credit institutions — including NBY liquidity injections prior to closure —
thus adds up to over USD 90 million (almost 1% of GDP). As it turned out, the
bank closures did not have significant repercussions on the financial and the
real sector; on the contrary, the determined intervention of the authorities
actually improved public confidence and stimulated hope that the banking sec-
tor had finally reached a turning point. The intervention certainly constituted
one of the boldest bank restructuring measures yet undertaken in transition
economies.

Following the closures, the authorities and the NBY have strived to
strengthen the central bank�s regulatory and supervisory powers. An amend-

1 Based on these analyses, the NBY estimated the negative capital of these banks to equal about EUR 5 billion (OECD, 2003,
p. 77).

2 Frozen foreign exchange deposits were excluded from this compensation procedure, since they are subject to a separate repay-
ment scheme (see above), nor does debt relating to old foreign currency credits taken up by banks abroad and guaranteed by
the state feature in this scheme.
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ment to the Law on Banks and Other Financial Organizations was approved by
the federal as well as the Serbian parliament in mid-2002. It allowed the NBY to
issue or modify prudential regulations and supervisory rules without having to
go through the parliamentary process, as had been the case before. This enhan-
ces the monetary authority�s regulatory clout and flexibility to react to changing
circumstances. While some regulations have been tightened, particularly for
provisioning, the most important difference to the past appears to be enforce-
ment. This is borne out by the above-described tough restructuring measures as
well as by 15 mergers of other banks (which had taken place by end-2001)
induced by the effective implementation of minimum capital requirements.

As of mid-2002, the number of banks in Serbia had declined to 48, and fur-
ther consolidation of the sector is expected. Since early 2001, the NBY and the
BRA have made substantial progress in enhancing the capacity of their staff to
carry out prudential supervision. Further revisions in banking laws and regula-
tions are planned to bring legislation more into line with EU and international
standards. Although most banks in Serbia are in private ownership, the majority
of still existing transformed banks are the property of socially owned enter-
prises which are in the process of being privatized. Thus, unless they are liqui-
dated, the privatization of many remaining transformed banks will probably take
place indirectly through the privatization of their owners. This raises the possi-
bility that capital ownership in these institutions could turn out to be scattered,
which could affect the future availability of funds for investment and the quality
of corporate governance.

But the authorities devised a particular privatization strategy that at least
partly promises to circumvent the potential problem. The strategy refers to a
number of banks that (like the four large banks that were closed at the beginning
of 2002) are burdened with frozen assets and liabilities in the form of long-term
foreign currency loans and deposits.1) These banks are to be restructured by
converting state claims (related to guarantees for banks� foreign exchange liabil-
ities to the Paris and London Club) into shares. After thus putting most of these
credit institutions explicitly into majority state ownership, a debt workout pro-
gram is to be applied and the authorities are to sell their stakes to strategic

Table 3

Ownership Structure of Yugoslav Banks (End-2001)

Balance sheet total Capital

YUD million share in % YUD million share in %

State-owned banks 11,230 3.8 2,682 5.8
Socially owned banks 179,677 61.7 12,049 26.1
Privately owned banks 100,553 34.5 31,455 68.1
thereof foreign-owned1) 38,395 13.2 7,262 15.7
Total 291,460 100.0 46,186 100.0

Source: NBY.
1) Delta Banka, HVB Banka Jugoslavija, Micro Finance Banka, National Bank of Greece Beograd, Raiffeisenbank Beograd, Socie«te« Ge«ne«rale Yugoslav

Bank.

1 With regard to the mentioned repayment scheme for frozen foreign currency accounts in domestic banks, the federal govern-
ment passed a decree in January 2001 on two special state obligations to be issued to the holders of these accounts. In August
2002, the Serbian authorities launched the issue of EUR 4.2 billion of bonds in exchange for such deposits. The bonds can
reportedly also be used to acquire shares in privatized companies or to make tax payments (Saravanja, 2002, p. 11).
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investors or alternatively shut the banks down. In August 2002 the NBY carried
out the announced debt-equity swaps in 15 credit institutions, which together
accounted for about half of total bank assets (OECD, 2003, p. 78).1) The NBS is
currently working on the subsequent program. The state plans to sell its stakes
in all of these banks until mid-2004.

Even for newer private banks not saddled with frozen assets and liabilities,
the current situation of commercial banking remains difficult. Given that the
wave of liquidations and bankruptcies has clearly established and enforced hard
budget constraints for the banking sector, many banks have become more cau-
tious in lending to the real sector, which has so far not been restructured to a
comparative extent. Domestic credit to the private sector declined to 6% of
GDP in 2001 (table 2). Although enterprise bankruptcy rules have recently
been strengthened,2) it remains to be seen to what degree this will translate into
practice and whether the implementation of creditor rights will improve. As
long as market-oriented incentives are not sufficiently in place for firms, banks
will not be able to perform their function as financial intermediaries between
savers and the real sector in a satisfactory manner.

Despite visible changes and steadily improving confidence in banking, the
majority of the population�s (nonfrozen) savings are still held in foreign cur-
rency cash outside the banking system. Some lingering mistrust was reflected
by the public�s behavior during the recent cash changeover from Deutsche mark
(and other euro area currencies) to euro at the beginning of 2002. In order to
carry out the conversion, it was necessary to pay one�s Deutsche mark cash into
bank accounts which were then converted. In the event, about DEM 7.8 billion
were paid in and converted into euro. About three quarters of the total paid-in
amount was subsequently withdrawn. Still, around EUR 1 billion of additional
funds left on bank accounts after the cash changeover afforded a welcome boost
to the sector.

Another benefit was provided by the abolition of the Bureaux for Clearing
and Payment (Zavodi za obracun i placanja — ZOP) and their replacement by a
contemporary bank-based settlement system as of the beginning of 2003. The
ZOP, as state institutions established in the socialist era, had furnished obliga-
tory payment services for fees and monitored the official accounts of all regis-
tered firms (Koyama et al., 2002, p. 320). Thus, while any monitoring of
accounts was limited and transferred to the tax authorities, an additional source
of income emerged for banks. But there are also expectations that the payment
system reform will prompt more bank mergers, as some may find it hard to
meet the new technical and liquidity requirements.

From late 2000 to December 2002, the NBY issued eight new licenses,
seven of which were for new foreign-owned banks. The latter are Micro Finance
Banka (owned by German and Dutch banks, the EBRD and the International
Finance Corporation — IFC), Alfa Banka (Russian ownership), HVB Banka

1 The state acquired a majority participation in 11 banks (Continental Banka Novi Sad, Jubanka, Privredna Banka Panćevo,
Vojvodjanska Banka, Credi Banka Kragujevac, Panonska Banka Novi Sad, Srpska Regionalna Banka, Niśka Banka, Novo-
sadska Banka, Borska Banka, Pirotska Banka) and became a co-owner of a further four (Agrobanka, Kapital Banka,
Ćaćanska Banka, Komercijalna Banka). See also IMF, April 2, 2003, p. 16.

2 New enterprise bankruptcy legislation was approved in late 2002.
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(Germany/Austria), National Bank of Greece (a private Greek credit institu-
tion), Raiffeisenbank Jugoslavija (Austria), Delta Banka (Cyprus) and Zepter
Banka (Switzerland). Another foreign-owned credit institution (Socie«te«
Ge«ne«rale, France) had already been licensed to operate in Yugoslavia in the
early 1990s. Hypo Alpe-Adria-Bank (Austria) acquired a majority stake in
Depozitno-Kreditna Banka in October 2002. Foreign-owned banks have quickly
gained terrain in banking operations, accounting for an estimated 13% of total
Serbian bank assets and 16% of capital at end-2001 (excluding the four large
insolvent banks, see table 3).

Foreign banks have played a particularly prominent role in restoring confi-
dence in the sector and have gathered the lion�s share of new deposits. Whereas
many savers remain mistrustful of domestic credit institutions, foreign banks
do not feature such a reputation problem. At end-2001, more than two-thirds
of all nonfrozen accounts in Serbia were located in banks with foreign capital
(OECD, 2003, p. 78). On the other hand, foreign owners are far from domi-
nating the list of Serbia�s top ten banks (ranked by assets, table 4), as is the
case in neighboring Croatia, Bulgaria, Romania and particularly in the Central
European countries. Further consolidation of banking is likely, as the minimum
capital requirement was doubled to EUR 10 million in late 2002 (see also
table 2).

3.1.4 The Cleaning-Up of the Banking Sector as Reflected by Indicators
At the time of this writing (March 2003), banking data for end-2002 are not yet
available on a broad basis.1) Therefore, the following account is mostly limited
to comparing the situation of end-2000 with that precisely a year later; it relies
on data published by the NBY, but the data available for end-2001 (and in some
cases also those of end-2000) already exclude from calculations the four large
credit institutions that were closed in early 2002.2) This exclusion has important
repercussions, since the four large closed banks accounted for the lion�s share of

Table 4

Serbia�s Top Ten Banks (as of End-2002)

Credit institution Total assets
(as of end-
2002)

Major shareholders1) Share of all
foreign
investors in
capital

YUD million %

1 Vojvodjanska Banka a.d. Novi Sad 48,620 Republic of Serbia 66.8% 0.25
2 Komercijalna Banka a.d. Beograd 35,547 Republic of Serbia 35.1% ca. 11.00
3 Delta Banka a.d. Beograd 28,914 Hemslade Trading Ltd. Nicosia, Cyprus 92.3% 92.30
4 Raiffeisenbank a.d. Beograd 17,297 Raiffeisen International Beteiligungs AG, Vienna 90% 100.00
5 Jubanka a.d. Beograd 17,099 Republic of Serbia 70.8%, Jugobanka a.d. 10.0% 2.40
6 Agroindustrijska Komercijalna Banka a.d. Niś 11,131 �Irva� Beograd2) 14.3% �
7 Novosadska Banka a.d. Novi Sad 10,323 Republic of Serbia 51.8% �
8 YU Garant Banka a.d. Beograd 9,727 Federal government 96.5% �
9 Pośtanska Śtedionica a.d. Beograd 8,962 JPPTT Saobracaja Srbije3) 79.3% �

10 Socie«te« Ge«ne«rale Yugoslav Bank a.d. Beograd 8,636 Socie«te« Ge«ne«rale 100% 100.00

Source: Information provided by the NBS Supervision Department.
1) Shares over 10%.
2) A private architecture and construction firm.
3) Yugoslav-Serbian enterprise for post and telecommunications.

1 Banks on the territory of Montenegro are not included in the account below.
2 Data sources are NBY (2002) and OECD (2003, p. 80), which refers to information collected from the NBY.
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the sector�s balance sheet total and the negative level of both their capital and
losses was very high.

At end-2000, a total of 81 reporting banks in Serbia accounted for a book
value of assets of YUD 704.3 billion (EUR 12.0 billion). If one excludes the
four big closed banks, the book value of bank assets comes to YUD 249.0
billion (EUR 4.2 billion). After a number of exits and mergers (as well as
new entries) in 2001, at the end of the year 49 banks possessed assets amounting
to YUD 291.5 billion (EUR 5.0 billion). This corresponds to around 40% of
GDP, which is low, even compared to other transition countries.1) Of the 49
credit institutions at end-2001, 19 older or transformed banks accounted for
about two-thirds of total assets and 30 newer banks for one-third. On average,
therefore, institutions founded before 1989 remained considerably larger than
those created after that year. Despite the cleaning-up of the sector, assets and
liabilities in connection with frozen foreign currency savings accounts and
long-term foreign exchange loans and investments still dominated aggregated
balance sheets, although their importance has declined. They made up 66.1%
of total assets at end-2000 (54.7% if the four closed banks are excluded) and
39.7% at end-2001. At the end of 2001, these immobilized assets were of
course still of overwhelming importance for older banks, where they came
to 57.2% of assets (table 5).

Excluding the four closed banks, short-term credits expanded in 2001 from
13.8% to 22.8% of the assets of all credit institutions. Cash and cash equivalents

Table 5

Serbian Commercial Banks: Asset Structure

December 31, 2000 December 31, 2001

All banks1) All banks1) Older banks2) Newer banks3)

Amount in
YUD million

share in % amount in
YUD million

share in % % of GDP amount in
YUD million

share in % amount in
YUD million

share in % share of
newer banks
in total
banking
sector in %

Cash and cash equivalents 30,622 12.3 39,489 13.6 5.5 16,630 8.4 22,859 24.5 57.9
Deposits with the NBYand short-term
securities refinanced 12,448 5.0 20,045 6.9 2.8 9,214 4.7 10,832 11.6 54.0

Short-term credits 34,356 13.8 66,562 22.8 9.3 26,466 13.4 40,097 43.0 60.2
thereof to the nonfinancial sector . . . . 49,548 17.0 6.9 . . . . . . . . . .
Short-term securities . . . . 8,876 3.1 1.2 3,434 1.7 5,442 5.8 61.3
Long-term securities . . . . 8,106 2.8 1.1 8,102 4.1 4,000 0.0 0.1
Other assets and nonoperating assets 20,912 8.4 13,830 4.8 1.9 9,344 4.7 4,485 4.8 32.4
Claims on the FRY for foreign currency
savings deposits4) 91,616 36.8 66,787 22.9 9.4 66,787 33.7 � � 0.0

Long-term loans and investments4) 44,563 17.9 49,023 16.8 6.9 46,622 23.5 2,401 2.6 4.9
Equity investments 4,232 1.7 5,182 1.8 0.7 2,644 1.3 2,538 2.7 49.0
Fixed assets 10,207 4.1 13,560 4.7 1.9 8,893 4.5 4,667 5.0 34.4
Total assets 248,957 100.0 291,460 100.0 40.9 198,136 100.0 93,324 100.0 32.0
Off-balance sheet items . . . . 75,683 30.4 12.5 77,471 39.1 11,292 12.1 . .

Source: NBY, OECD.
1) Excluding the four largest banks that were closed in early 2002.
2) Founded before 1989 and therefore particularly burdened with frozen foreign exchange deposits and nonperforming foreign exchange claims. Transformed into joint stock companies in 1989.
3) Founded after 1989, many of them privately owned.
4) Nonperforming or frozen assets.

1 In 2001, banking system assets came to about 58% of GDP in Hungary, in Poland the respective ratio was 65%, in Slovenia
it was 77%, in Slovakia 90% and in the Czech Republic 130%. Croatia�s banking system assets came to about 88% of GDP
that year.
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increased slightly from 12.3% to 13.5%. As of end-2001, newer banks
accounted for over 60% of all short-term credits and for almost 60% of all
cash. Interestingly, newer banks exhibited a higher share of overdue (classified)
loans in short-term credit (26%) than older banks (17%), suggesting that the
recent credit expansion carried out by newer banks has been more risky than
the behavior of their older peers. The latter, being saddled with a bigger legacy
of nonperforming loans and unproductive assets, have apparently curtailed new
credits and become more cautious lenders. Credit restraint is also traceable to
the experience of hardening budget constraints, as described above. Looking
at the entire credit volume at end-2001 and disregarding old nonperforming
foreign currency loans, short-term credits made up around 90% of the total
(table 5).

Boosted by improving confidence, new bank loans to enterprises and house-
holds in the year 2002 are reported to have expanded nominally by almost 60%
(which corresponds to about 40% in real terms). Since this has apparently not
stimulated industrial production perceptibly, but seems to have fuelled import
demand, the central bank governor decided to issue a warning against excessive
credit expansion and even considered measures to curb loan growth and super-
vise banks more strictly (Filipovic, 2003a, 2003b).

In the course of 2001, the share of (nonfrozen) demand deposits in total
banking sector liabilities grew by about 10 percentage points to around one
quarter. Long-term provisions increased threefold to over 8% of liabilities.
Whereas newer banks accounted for more than half of total demand deposits
as of end-2001, the lion�s share of long-term provisions was made by older
banks (table 6). While they had stagnated in the preceding years, (non-
frozen) foreign currency deposits are reported to have risen in 2001 from

Table 6

Serbian Commercial Banks: Liability Structure

December 31, 2000 December 31, 2001

All banks1) All banks1) Older banks2) Newer banks3)

Amount in
YUD million

share in % amount in
YUD million

share in % % of GDP amount in
YUD million

share in % amount in
YUD million

share in % share of
newer banks
in total
banking
sector in %

Sight deposits 39,584 15.9 72,608 24.9 10.2 32,981 16.7 32,626 42.5 54.6
Liabilities to the NBY 747 0.3 653 0.2 0.1 597 0.3 57 0.1 8.1
Short-term deposits . . . . 20,677 7.1 2.9 10,342 5.2 10,335 11.1 50.0
Long-term deposits . . . . 845 0.3 0.1 527 0.3 317 0.3 37.6
Short-term loans 3,983 1.6 3,628 1.3 0.5 2,510 1.3 1,219 1.3 32.7
Long-term loans4) 46,057 18.5 40,847 14.0 5.7 40,544 20.5 303 0.3 0.7
Short-term securities . . . . 2,796 1.0 0.4 435 0.2 2,360 2.5 84.4
Long-term securities . . . . 1,166 0.4 0.2 1,162 0.6 4 0.0 0.3
Liabilities for foreign currency savings

deposits4) 92,363 37.1 69,908 24.0
9.8

69,908 35.3 � �
0.0

Other liabilities 15,435 6.2 7,855 2.7 1.1 4,054 2.1 3,801 4.1 8.4
Long-term provisions 697 2.8 24,191 8.3 3.4 20,625 10.4 3,566 3.8 14.7
Capital 43,816 17.6 46,186 15.9 6.5 14,450 7.3 31,736 34.0 68.7
Total liabilities 248,957 100.0 291,460 100.0 40.9 198,135 100.0 93,324 100.0 32.0

Source: NBY, OECD.
1) Excluding the four largest banks that were closed in early 2002.
2) Founded before 1989 and therefore particularly burdened with frozen foreign exchange deposits and nonperforming foreign exchange loans. Transformed into joint stock companies in 1989.
3) Founded after 1989, many of them privately owned.
4) Nonperforming or frozen assets.
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EUR 560 million to EUR 960 million; almost the entire increase is attrib-
utable to the expansion of household deposits, which grew more than ten-
fold (from EUR 32 million to EUR 348 million). After dinar deposits as
measured on a real basis shrank until 2000, they recovered again in 2001,
but remained much smaller than foreign exchange deposits.

Deposits were generally dominated by extremely short-term maturities. At
end-2001, over three-quarters of (nonfrozen) deposits were demand deposits;
long-term deposits constituted about 1% of the total (table 6). In late 2002 it
was reported that over 90% of dinar accounts were made up of deposits up to
three months (Filipovic, 2002). The recent expansion of credits as well as of
deposits does indicate some initial recovery of confidence, even if banks still
shy away from granting long-term loans. Lending rates have been falling since
end-2000, and this is largely responsible for bringing down spreads to deposit
rates (table 2).1)

While liquidity appears to have been restored and solvency seems to be at
least partly improving, profitability remains in the doldrums. The banking sec-
tor as a whole continued to make a net loss at end-2001 (YUD 10.5 billion or
EUR 180 million); this net loss, however, fully originated with older credit
institutions, whereas newer banks registered a — tiny — profit (YUD181million
or EUR 3 million). The counterpart to expanded liquidity is that the capital
adequacy ratios of most operating banks are satisfactory. The overall capital
adequacy ratio of the banking sector reportedly rose from 0.7% at end-20002)
to 21.9% a year later — well beyond the prudential norm of 8% (table 7). Given
the different financial situation of older and newer banks, over two-thirds of
the sector�s capital was concentrated in the latter group (see also table 3). High
liquidity in many cases also signifies a lack of good investment opportunities.
The sector still has a long way to go to improve financial intermediation.
Chart 1 gives an idea of where Serbia and Montenegro stand in comparison
to other transition countries in terms of their share of credit to the private
sector in GDP.

1 In March 2002 the (nominal) weighted lending rate amounted to 2.09% per month and the weighted deposit rate came to
1.50% per month, resulting in a spread of 0.59%. Extrapolated on an annual basis, the respective figures would be 28%,
20% and 8% (IMF, 2002b, p. 73—74).

2 Including the four big banks that were closed at the beginning of 2002.

Table 7

Serbian Commercial Banks: Selected Indicators (End-2001)

All banks1) Older banks2) Newer banks3)

Share of overdue (classified) loans in short-term credit in % 23.1 17.0 26.1
Big loans (largest possible exposures)4) capital in % 233.3 665.3 58.6
Net profits (YUD million) —10,524 —10,704 181
Capital adequacy in % 21.9 10.3 40.6

Source: NBY, OECD.
1) Excluding the four largest banks that were closed in early 2002.
2) Founded before 1989 and therefore particularly burdened with frozen foreign exchange deposits and nonperforming foreign exchange loans.

Transformed into joint stock companies in 1989.
3) Founded after 1989, many of them privately owned.
4) Largest possible exposures refer to loans granted to related parties (shareholders or persons related to them) and exceeding 5% of capital.
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3.2 The Development of Banking in Montenegro since 2001
3.2.1 Macroeconomic and Structural Background
Economic developments in Montenegro since 2001 have been largely similar to
developments in Serbia.1) The economy of the small republic with no more than
620,000 inhabitants (compared to Serbia with a population of about 10 million,
including Kosovo/Kosova) is structurally volatile, since it strongly depends on
the production and export of one large ailing aluminum smeltering plant and on
tourism (on the Adriatic coast) as sources of income. Whereas GDP is estimated
to have grown by 3% in 2001 and 1% in 2002, industrial production contracted
in both years. Montenegro�s end-2001 inflation rate came to 24%, which was
lower than in Serbia, but higher than the aimed-for 15% and potentially more
problematic, given that euroization has left Montenegro no possibility to
devalue its currency in case it loses competitiveness. In December 2002 retail
prices were 10% above the level of end-2001.

Concerns about competitiveness are not unfounded. Like in Serbia, the for-
eign trade and current account gaps widened considerably in 2001 and remained
high in the first half of 2002. The republic�s trade deficit amounted to
USD 375 million in 2001, equivalent to about 30% of GDP (OECD, 2003,
p. 55—56) and came to USD 174 million in the first half of 2002. The Monte-
negrin tourism industry is in great need of modernization. But the republic�s
balance of payments position has so far been supported by relatively high inflows
of aid. As this aid declines, higher levels of FDI will need to be attracted and
exports will need to expand. Despite budgetary reform efforts, Montenegro
has continued to suffer fiscal problems. The budget deficit (before grants) came
to about 5% of GDP in 2001. Unemployment reached 20% in mid-2002. Fol-
lowing the completion of the voucher privatization program at end-2001, which
covered about a quarter of state property, progress with privatization to outsid-
ers through tender and auction procedures has been limited. The lion�s share of
Montenegro�s business world still awaits a major overhaul of corporate gover-
nance.

3.2.2 Banking Sector Development and Reform
In the course of 2000, the Montenegrin authorities effectively took over the
supervision of credit institutions on the republic�s territory from the NBY.
For this purpose, banking supervision staff had to be hired from scratch. In
November 2000 — the same month the euro was adopted as sole legal tender
— parliament passed the Law on the Central Bank of Montenegro. The Centralna
Banka Crne Gore (Central Bank of Montenegro — CBM) started to operate in
early 2001. It is not an issuing bank and its responsibilities focus on licensing
credit institutions, conducting banking supervision and regulating the payment
system. Given the monetary regime, the CBM is not authorized to grant loans
to the government or to credit institutions (save very short-term liquidity sup-
port).

Upon its establishment, the CBM embarked on the reform of the banking
sector, with technical assistance of foreign donors. The major traits of banking

1 However, the limited amount of economic data available on Montenegro makes it more difficult to gauge how the situation
has evolved.
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in Serbia (close traditional relations between shareholders and borrowers, con-
nected lending, large �blocs� of frozen deposits and loans, lack of confidence in
the sector) are, of course, also valid in Montenegro. Since early 2001, all banks
were required to undergo on-site assessment and apply for a new license. By the
fall of 2002, seven banks had been relicensed (with one bank remaining to be
relicensed), two new licenses were issued (one of which went to a foreign-
owned bank), two credit institutions were put into liquidation (including the
subsidiary of Jugobanka that was closed by the Belgrade authorities in early
2002) and the largest bank, Montenegrobanka, was put under temporary
CBM administration. In the fall of 2002 there were eleven banks in Montenegro
(disregarding those in liquidation), two of which were in majority foreign
ownership: the Euromarket Bank was majority-owned by the Soros Economic
Development Fund;1) the largest shareholder of Opportunity Bank was the
Christian nonprofit organization Opportunity International Canada.

Given that the diagnostic report of Montenegrobanka had shown that the
institution�s situation was not satisfactory in most segments of business opera-
tions, the CBM placed the bank under temporary administration in April
2001. The bank�s deposit-taking and credit activities were substantially curtailed
and the authorities refrained from any capital injection. On prior government
initiative, a reorganization plan was adopted in December 2001. In early 2002,
over two-thirds of Montenegrobanka�s employees were laid off (about 300 per-
sons) and balance sheet restructuring was carried out to address the bank�s
insolvency. Frozen foreign exchange savings and long-term foreign exchange
loans were cleared from the bank�s balance sheet. After the end of temporary
administration, Montenegrobanka was returned to its owners for management
and in mid-2002 a tender privatization plan was launched for the bank (CBM,
2003a, p. 3; Charap et al., 2002, p. 27).

Together with the above-mentioned liquidations, this measure has improved
the environment of Montenegrin banking, although a number of other old banks
are still saddled with structural problems and the sector remains in fragile con-
dition. Some recovery of confidence is reflected by the fact that total (nonfro-
zen) deposits have increased since the euro cash changeover. Montenegrin bank
savings came to EUR 288 million in October 2002. Nearly 75% of the deposits
bore short-term maturities (less than one year). However, according to press
reports, no less than DEM 900 million were presented for conversion, which
greatly exceeded expectations.2) The two majority foreign-owned credit insti-
tutions accounted for more than half of all deposits in mid-2002. Bank loans
totaled EUR 111 million at end-October (Center for Entrepreneurship and
Economic Development, 2003, p. 3).

The Montenegrin central bank law notwithstanding, other Yugoslav banking
legislation and regulations have continued to be valid in the republic, although a
number of acts were passed to strengthen prudential supervision and bring rules
nearer to international standards. The monetary authorities even opted for
implementation of the CAMELS3) system and, based on this methodology, have

1 Austria�s Raiffeisen Zentralbank was a minority shareholder in Euromarket Bank.
2 It is assumed that a large share of this money came from neighboring countries (Robinson, 2002, p. 10).
3 Internationally accepted bank rating methodology consisting of six main components: C — capital adequacy, A — asset qual-

ity, M — management quality, E — quality and level of earnings, L — liquidity adequacy, S — sensitivity to market risk.
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commenced rating banks. With respect to the authorities� goal of privatizing
some of the biggest of Montenegro�s banks to strategic investors, no break-
through has yet been achieved. The abolition of the payment bureaux (ZOP)
and their replacement by a bank-based settlement system is scheduled for
mid-2003. Thus Montenegro is the last territory of the former SFRY to part
with the ZOP.

Since mid-2001 the authorities have attempted to subject a large number of
offshore banks (reportedly over 500) to stricter control. Offshore banking
already emerged in Montenegro in 1996; it has been governed by special legis-
lation1) and has apparently been quite lucrative, as it has offered substantial tax
benefits and protected the identity of owners. Offshore banks have been
licensed by the republic�s Ministry of Finance and have remained outside the
responsibility of the CBM (or the NBY). However, foreign pressure (especially
from the EU and the U.S.A.) contributed to persuading the authorities to
effectively cancel the above-mentioned legislation in mid-2002, compelling
the offshore entities to wind up, look for other activities, or move elsewhere
(Offshore Companies from the Republic of Montenegro, 2002).

Banking in Kosovo/Kosova

The formerly autonomous Serbian province of Kosovo and Metohija, landlocked, mountainous and
dominated by agriculture, has traditionally been one of the poorest regions of Yugoslavia. 90% of
its approximately 2.0 million inhabitants are ethnic Albanians. In 1990 the autonomous status of
the province was revoked, Kosovo was more and more neglected by the authorities in Belgrade and
throughout the 1990s investment declined in the province, resulting in physically deteriorating
enterprises and infrastructure. Banking activities were also curtailed and some banks left the area.
Moreover, many ethnic Albanian managers and employees of firms and credit institutions were
dismissed and replaced by Serbs.

Following intervention by NATO military forces in the spring of 1999 and based on UN
Security Council Resolution 1244, the United Nations Interim Administration Mission in Kosovo
(UNMIK) took over the administration of the province which, however, has formally remained
inside the boundaries of Serbia and Yugoslavia. In September 1999 UNMIK declared the
Deutsche mark (euro) official legal tender in Kosovo and stated that the new administration
services would pay their employees only in Deutsche mark and accept tax payments in the
German currency. Like in other areas of (former) Yugoslavia, the population had already widely
used the Deutsche mark before. Although using the dinar continued to be legal, the Yugoslav
currency was soon marginalized on the territory of Kosovo. In May 2000 the new authorities estab-
lished the Banking and Payments Authority of Kosovo (BPK), which was responsible for providing
payment services and overseeing the reconstruction of the Kosovar banking sector. The BPK is in
charge of licensing and delicensing banks and other financial institutions.

Almost four years after the end of the Serbian administration, Kosovo�s economy continues
to be in poor condition even if statistics do not fully account for the impressive amount of entre-
preneurial activity going on in the informal economy. Humanitarian assistance and donor-assisted
reconstruction set in quickly, contributing to an initial recovery of activities in 2000 that consoli-
dated in 2001, when the territory�s GDP increased 11%, and in 2002, when growth is estimated

1 Act on Companies which are Established and which Conduct Business Activity on Special Terms (Official Gazette of the
Republic of Montenegro 2002).
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to have amounted to 7%. Apart from the recovery of agriculture, construction and retail trade are
expanding and there are indications of an — as yet weak — shift to manufacturing and other eco-
nomic activities. Inflation declined from 11.3% in 2001 to about 6.5% in 2002. Unemployment is
high and continues to be a major problem.

Foreign and donor support notwithstanding, workers� remittances from abroad are also very
significant for the Kosovar economy, having reportedly reached about one quarter of GDP. The IMF
estimated total consumption to have exceeded GDP by over 20% in 2001 (Demekas et al., 2002,
p. 6). Up to the fall of 2002, privatization was still being prepared and no major progress had yet
been registered. It is estimated that only about a fifth of Kosovo�s socially owned enterprises can be
privatized as going concerns. The commercial law framework, including some aspects of property
rights, competition, bankruptcy and creditor protection rules, is still at an early stage of develop-
ment. Law enforcement needs strengthening.

During the 1990s, the Kosovar economy had become more and more cash-based and hard
currency savings were practically exclusively �stashed away in mattresses� or held abroad (by guest
workers). In 1999 UNMIK decided to restart the sector from scratch. The first credit institution to
receive a license from the new authorities was Micro-Enterprise Bank, which launched operations
at the beginning of 2000. Shareholders of the bank are the EBRD, the IFC and Western (mostly
German and Dutch) banks. Another foreign-owned bank founded in Kosovo was the American
Bank of Kosovo, established by USAID in November 2001. Both institutions have focused on grant-
ing loans to small and medium-sized firms and start-ups (World Investment News, 2002).

Like in Montenegro and Serbia, the euro cash changeover in early 2002 stimulated banking
activity. By mid-2002, the Banking and Payments Authority of Kosovo had licensed or relicensed
seven banks, some of which were institutions that had already had a history of operations in
the territory. Others were newly set up and at least the above-mentioned two were in majority
foreign ownership. In December 2002 the Austrian Raiffeisen Zentralbank (RZB) purchased a
majority stake in the American Bank of Kosovo.1) Given the expansion of operative banks, the
BPK transferred the provision of payment services to credit institutions.

The above-mentioned foreign-owned banks have dominated the Kosovar banking sector with
respect to deposits, assets and credit volume. The dominance is partly explained by the greater
trust Kosovars harbor in foreign-owned outfits. At end-December 2001 total bank deposits in
Kosovo reportedly amounted to EUR 478 million, but loans to the private sector just came to
EUR 25 million. Although banks� loan portfolios more than doubled by June 2002 compared to
December 2001, credit activity in general remains very constrained. The overall credit volume
in mid-2002 equaled about 15% of deposits, reflecting the limited maturity available (essentially
below 12 months) at rather high interest rates (European Commission, 2002, p. 48).

1 In the first quarter of 2003 the bank�s name was changed to Raiffeisenbank Kosovo.
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4 Summary and Conclusions
This article analyzes recent developments of banking in Serbia and Montenegro.
In the former socialist Yugoslav system of workers� self-management, banks were
owned by socially owned enterprises. Their primary task was to accumulate
financial resources to cheaply finance owner firms� investment projects (connected
lending). In this context, a generally accommodative monetary policy and per-
vasive soft budget constraints contributed to overinvestment and a waste of
resources. In the 1970s and 1980s, a number of banks took up foreign currency
credits under sovereign guarantee on international financial markets and mostly
onlent the proceeds to enterprises carrying out projects particularly supported
by the socialist authorities.

Growing deposits of the population, generated from tourism earnings and
guest worker remittances, constituted another source of foreign exchange for
banks. Most of these deposits were redeposited with the National Bank of Yugo-
slavia (NBY) in the mid-1980s. However, the monetary authority�s foreign
exchange reserves were soon run down. Inflation accelerated throughout the
1980s and reached hyperinflationary levels at the end of the decade. Many
foreign currency-denominated loans became nonperforming and the real value
of dinar deposits and lending shrank. Toward the end of the 1980s, foreign
exchange-denominated accounts and credits made up two-thirds of Yugoslav
banks� liabilities.

The disintegration and collapse of socialist Yugoslavia at the beginning of the
1990s ushered in a �lost decade� in which major structural traits and weaknesses
of the banking system were preserved or deteriorated further and the overall
situation became desperate. The 1990s featured losses of markets, repeated
wars, economic sanctions and the international isolation of the Federal Republic
of Yugoslavia. Mismanagement and pervasive corruption were major factors that
contributed to the degeneration of the economy. The real sector remained
devoid of any meaningful structural reforms in these years. In 1991, the author-
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ities in Belgrade suspended withdrawals from households� foreign exchange
accounts with domestic banks. Thus these balances were �frozen� — in fact con-
fiscated by the state. Although the authorities had undertaken to guarantee the
repayment of banks� liabilities to foreign creditors, they defaulted on their obli-
gations in the first half of the 1990s.

After the major hyperinflation of 1993—94, 90% of all bank loans were esti-
mated to be bad. Unprofitable or nonperforming foreign currency subbalances
dominated balance sheets. In November 1999, the independence-oriented
Montenegrin authorities introduced the Deutsche mark as a parallel currency
to the dinar in their republic. A year later, the dinar was withdrawn from cir-
culation in Montenegro. The monetary link with Serbia had thus been elimi-
nated, which amounted to unilateral euroization. At end-2000, Yugoslav credit
institutions were largely insolvent and saddled with substantial negative capital.

The new democratic authorities that took over in Belgrade in late 2000
made bank restructuring one of the priorities on their reform agenda. While
macrostabilization has (so far) proved quite successful, enterprise privatization
and restructuring have yet to get off the ground. Deep-rooted corporate gover-
nance problems have continued to plague the Yugoslav enterprise sector. In the
first half of 2001 the new NBY management (with the assistance of international
financial institutions and bilateral donors) carried out a comprehensive assess-
ment of the banking sector and drew up a bank restructuring strategy. Of a total
of 71 banks at end-June 2001, 19 relatively small and undercapitalized outfits
were quickly shut down.

In one of the boldest bank resolution measures yet undertaken in transition
economies, the Serbian authorities at the beginning of 2002 decided to liquidate
four large and deeply insolvent credit institutions. These four banks had together
accounted for almost 60% of the book value of the sector�s assets and for about
two-thirds of outstanding commercial credit to the nonfinancial sector. 8,500
bank employees were laid off. The total incremental liquidation cost of the four
banks came to about USD 90 million. As it turned out, the determined interven-
tion of the authorities actually improved public confidence and stimulated hope that
the banking sector had finally reached a turning point. Banking legislation and
regulations were improved and enforcement started to be taken seriously. Thus,
the implementation of minimum capital requirements triggered an ongoing
process of consolidation. As of mid-2002, the number of banks in Serbia had
declined to 48.

After the above-mentioned first major wave of reform, credit institutions
have become more cautious in lending to the real sector, which is still structurally
weak. Attempts at attracting urgently needed strategic investors have so far
yielded limited results. Nevertheless, from late 2000 to December 2002, the
NBY issued eight new licenses, of which seven were for foreign-owned banks.
The latter have played a prominent role in restoring confidence in the sector and have
gathered the lion�s share of new deposits. At the beginning of 2002, the total assets
of the Serbian banking sector (excluding the four large closed banks) amounted
to EUR 5.0 billion. This corresponds to about 40% of GDP, which is low, even
compared to other transition countries. 19 older banks (founded before the col-
lapse of socialist Yugoslavia and therefore largely burdened with frozen foreign
exchange deposits and nonperforming foreign currency loans and liabilities)
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accounted for two-thirds of total assets, 30 newer banks accounted for one-third.
Immobilized assets still made up about 40% of overall banking assets.

While they had stagnated in the preceding years, (nonfrozen) foreign cur-
rency deposits almost doubled to about EUR 1 billion in the course of 2001.
During the year 2002, new bank loans to enterprises and households expanded
(albeit from a very modest point of departure) by about 40% in real terms. This
recent expansion of deposits and credits does indicate some initial recovery of
confidence, although banks still shy away from granting long-term loans. While
liquidity appears to be restored and solvency may be at least partly improving,
profitability — particularly in the case of old banks — remains in the doldrums.
Good investment opportunities often continue to go begging. The sector still
has a long way to go to improve financial intermediation.

Montenegro�s tiny economy is dominated by the production and export activ-
ity of a large, outdated aluminum smeltering plant and by tourism revenues.
Given Montenegro�s euroized status, persisting double-digit inflation may
threaten its competitiveness. Corporate governance still awaits a major over-
haul. The Central Bank of Montenegro (CBM), responsible for banking super-
vision on the republic�s territory, started to operate in early 2001. All Monte-
negrin credit institutions were required to undergo an on-site assessment. Until
the fall of 2002, 2 of a total of 13 banks were liquidated, 7 banks were
relicensed, 2 new licenses were issued and the largest bank, suffering serious
difficulties, was put under CBM administration and restructured. Some recov-
ery of confidence is reflected by the recent growth of deposits. The two major-
ity foreign-owned credit institutions have gained more than half of all deposits.
After considerable foreign pressure, offshore banking practices were outlawed
in Montenegro in mid-2002.

The province of Kosovo/Kosova is dominated by agriculture and has tradi-
tionally been one of the poorest regions of Yugoslavia. After the United Nations
had taken over the administration in the wake of the Kosovo war (1999), the
Deutsche mark (euro) became the official legal tender in the province (euroiza-
tion). In May 2000 the new authorities established the Banking and Payments
Authority of Kosovo (BPK). The province�s economic recovery has been assisted
by donor-financed reconstruction and substantial workers� remittances. How-
ever, the commercial law framework and its enforcement are not yet strong
enough. The UN administration decided to restart the Kosovar banking sector
from scratch. By mid-2002, the BPK had licensed or relicensed seven banks,
two of which were under foreign ownership. The latter came to dominate
the sector with respect to deposits and credit volume. Still, overall credit activ-
ity remains very subdued.

All in all, there can be no doubt that the new Yugoslav authorities have
avoided the mistakes made by other transition countries and that they quickly
opted for banking reform methods which — after some trial and error — have
already proved to promise success elsewhere. This refers to the opening of the
market for foreign banks, the tightening of banking supervision and its resolute
enforcement as well as the up-front implementation of inevitable painful
restructuring measures. Thus, Yugoslavia�s status as a reform latecomer also
features a positive side, which has enabled the country to put itself on the
catching-up path.
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Despite impressive progress achieved in a short time, and courageous efforts
in some fields, Serbia and Montenegro face further major challenges with
respect to banking sector development if they want to continue to advance
on the catching-up lane:
— A strong effort to consolidate and affirm the rule of law, particularly in the

area of property rights, bankruptcy rules and creditors� rights, is called for.
Functioning and transparent institutions, e.g. courts and state administra-
tion, should strengthen contract enforcement;

— Such an effort could set the stage for a breakthrough in FDI and lead foreign
investors to deepen their activities in Serbia and Montenegro;

— As proved by the experience of neighboring countries such as Croatia,
Hungary and a number of others, the strategy of privatizing big banks
through sales to (foreign) strategic investors can constitute a pivotal element
in modernizing the banking landscape in Serbia and Montenegro;

— The problem of unproductive or nonperforming frozen assets and liabilities,
which still burdens some banks, should be resolved in an equitable manner
as soon as feasible. The removal of these �frozen blocs� from the banking
system and their treatment by the fiscal authorities would substantially
relieve the banking environment;

— For credit institutions to be able to effectively perform their financial inter-
mediation function between savers and the real sector, hard budget con-
straints need to spread from banks to enterprises. Real sector restructuring
needs to catch up with financial sector reform;

— Given that there is a widespread lack of information on firms� creditworthi-
ness, particularly in the case of small and medium-sized enterprises, the
establishment of a central credit registry along the lines of experience gath-
ered in neighboring countries could adjust information costs for banks and
remove an obstacle to granting credits.

Cutoff date for data: April 30, 2003.
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Śevic«, A. and Z. Śevic«. 2000. Banking Reform in the Federal Republic of Yugoslavia. In: Most-Moct —

Economic Policy in Transitional Economies 10(3—4). 381—404.
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In the first half of 2003, the OeNB hosted one lecture by an economist within its
series of lectures dedicated to topics of special interest to transition economies.
Readers may benefit from the main insights drawn from the lectures, which are
summarized below.

Margarete Quehenberger, deputy head of the Berlin branch of the European
Investment Bank (EIB), delivered a lecture detailing the role of the EIB in
the Catching-Up Process of Eastern Germany. The presentation covered a short
historical overview, financing contract amounts, the different types of financing
facilities, the main operational priorities in defining eligibility criteria for
projects and finally the rise in the volume of financing projects in Germany,
above all eastern Germany.

The presentations are frequently rounded off by statements by invited dis-
cussants, and a general discussion gives the participants — representatives of
the academic community, government bodies and reporters, all of whom have
a professional interest in the topics presented — ample opportunity to debate
with the speakers. Constraints on the length of Focus on Transition do not allow
a detailed account of the discussions in the synopsis the reader will find below.

Lecture by Margarete Quehenberger

The Role of the European Investment Bank
in the Catching-Up Process of Eastern Germany
On April 9, 2003, Margarethe Quehenberger, deputy head of the Berlin branch
of the European Investment Bank (EIB), delivered a lecture entitled �The
Role of the European Investment Bank in the Catching-Up Process of Eastern
Germany.�

1 EIB Strategy

After a brief introduction by Vice Governor Tumpel-Gugerell, Ms. Quehen-
berger presented a short overview of the history of the EIB. The EIB was
founded in 1958 on the basis of the Treaty establishing the European Commun-
ity (Treaty of Rome). Its aim was to promote European integration by providing
long-term financing to promote the balanced development of the European
Union. At present, the subscribed capital of the EIB amounts to EUR 150 bil-
lion, and the 15 Member States of the EU are its shareholders. In 2002 the EIB
signed financing contracts to the amount of EUR 39 billion, 80% of which were
spent within the EU.

The European Investment Fund (EIF), which was founded in 1994 with a
capital of EUR 2 billion, has three shareholders, namely the EIB (60%), the
European Commission (30%) and several financial intermediaries (10%). In
the year 2002, the operations of the EIF consisted in providing debt guarantees
of EUR 1.2 billion and EUR 472 million for venture capital funds.

The EIB�s main operational priorities in defining eligibility criteria for
projects submitted are the following:
— Regional development and economic and social cohesion within the EU; it

was stressed that the localization of a submitted project within an assisted
area was the most important eligibility criterion in the past
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— Improvement of trans-European transport and energy networks (TENs)
— Environmental protection and improving the quality of life
— Enhancement of the international competitiveness of European firms,

especially of small and medium-sized enterprises (SMEs)
— Implementation of the �Innovation 2000 Initiative� (i2i), which is a follow-

up of the strategy established by the Lisbon Summit emphasizing the need
for Europe to develop a more competitive and dynamic knowledge-based
economy.
The preparation of the accession countries for EU membership and assis-

tance to the EU�s development aid and cooperation policy in the partner coun-
tries1) were mentioned as further important strategic objectives of the EIB.

2 Financing Facilities

The EIB loans can cover up to 50% of the investment costs of public and private
sector projects. The total share of EU funds including EIB financing must not
exceed 70% of the cumulative investment costs; for projects in objective 1
areas, the limit is 90%. The maturities for projects in the industrial sector
are up to 12 years, for infrastructure projects up to 30 years. The loans are
mainly disbursed in euro; however, they are also disbursed in the currencies
of EU Member States not participating in the euro area as well as other curren-
cies, such as Polish zloty, Hungarian forint, U.S. dollars, Japanese yen or Swiss
francs.

Projects with investment costs ranging from EUR 40,000 to EUR 25 million
are financed by the EIB via so-called global loans. These are credit lines made
available to banks or financial institutions, which onlend the proceeds to small
or medium-scale investment projects that meet the EIB�s criteria. About 35% of
the EIB�s loans are granted in the form of global loans.

3 The EIB�s Added Value

With an excellent AAA credit rating by the leading credit agencies and the status
of a major international borrower on financial markets, the EIB is able to raise
funds at advantageous rates. Being a not-for-profit institution, the EIB passes
on the financial advantages to its clients, reflecting its borrowing cost. Interest
rates are based on the EIB�s borrowing cost and a small margin to cover admin-
istrative expenses and other costs. The EIB can make available large amounts
over long maturities in practically all major currencies and can act as a catalyst,
encouraging other banks and financial partners to participate in an investment,
as it never finances more than 50% of the total project cost.

4 The EIB in Eastern Germany

The volume of loans to German projects has increased from EUR 860 million in
1990 to EUR 6.5 billion in 2002. This rise can basically be attributed to the
granting of loans to eastern Germany, which has received an investment volume
of EUR 21.2 billion from the EIB since 1990. Nevertheless, since the mid-1990s
the volume of loans to western German projects has also substantially increased,

1 Countries in the Mediterranean region (e.g. Morocco, Israel) or in the Balkans, Asian and Latin American countries or in the
ACP country region are designated as partner countries.
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which Ms. Quehenberger explained as resulting from the higher investment
dynamics in western Germany. Regarding the financing facilities, 43% of all
loans in Germany were granted in the form of global loans.

As the entire eastern part of Germany is an objective 1 region according
to the EU�s regional policy definition, this can be seen as the main eligibility
criterion for the investment projects in that region. The EIB�s strategic aim is
the enhancement of investment in manufacturing and services as well as public
infrastructure. The latter is rather broadly defined and includes investment
projects in cultural or sports facilities.

5 Discussion

In the lively discussion that followed the lecture, a participant noted that the
EIB, which in the past was also dubbed the �mezzogiorno� bank because it
financed many projects in the Italian south, has partially failed to attain its objec-
tives in that particular region. Other issues of discussion concerned the role of
the euro in loan issuing, as the EIB is one of the world�s largest borrowers on
international capital markets; the ex post evaluation of funded projects at the
microlevel; and the high level of loans in Germany, in particular in western
Germany.

Lectures
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The East Jour Fixe of the Oesterreichische Nationalbank, a series of meetings
initiated in 1991 as a forum in which economists, members of academia,
government officials and other experts on Central and Eastern Europe meet
to discuss specific transition issues, looks back on a long tradition. The meetings
are always opened with speeches held by experts about key topical issues related
to transition economies. High-profile discussants are invited to comment on the
contributions, and finally policymakers, analysts and researchers engage in an
exchange of views during the general discussion, which is a highlight on the
agenda.

In the first half of 2003 a highly topical meeting within the East Jour Fixe
series was held.

The 48th East Jour Fixe took place on February 13, 2003, and attracted a
large audience with a particular interest in equilibrium exchange rates and
ERM II. The meeting was held in the form of two panel sessions, the first of
which dealt with the estimation of equilibrium exchange rates for the transition
economies in Central and Eastern Europe and was chaired by the Director of
the Economic Analysis and Research Section of the OeNB, Peter Mooslechner.
The panel members were Byung-Yeon Kim, University of Essex, who presented
a paper written jointly with Iikka Korhonen, Bank of Finland, and discussants
Chiara Osbat, European Central Bank, and Thomas Steinberger, Oesterreichi-
sche Nationalbank.

The second panel was chaired by Doris Ritzberger-Gru‹nwald, Head of the
Foreign Research Division of the Oesterreichische Nationalbank, and covered
the Greek experience with euro area entry first, as presented by Hercules
Voridis, Bank of Greece, and continued with commentaries from the accession
countries, with speakers presenting their view of the policy options available
to the acceding countries of Eastern Europe. Zdenék Ćech of Ćeska« na«rodnı«
banka, Marek Rozkrut of Narodowy Bank Polski, Jakub Borowski of Narodowy
Bank Polski and Attila Csajbo«k of Magyar Nemzeti Bank weighed the pros and
cons of joining the euro area at an early point in time.

The presentations met with the vivid interest of all participants and were
followed by a lively discussion between, and among, the panelists and the audi-
ence.

Contributions by Byung-Yeon Kim, Hercules Voridis,

Zdenék Ćech and Marek Rozkrut

The Next Step: A Special Focus on Equilibrium Exchange
Rates and ERM II
On February 13, 2003, the 48th East Jour Fixe meeting was held in the Neuer
Kassensaal of the Oesterreichische Nationalbank. The meeting entitled �The
Next Step: A Special Focus on Equilibrium Exchange Rates and ERM II� pro-
vided a broad forum for the discussion of the prospects of the accession coun-
tries to join the euro area after their forthcoming membership in the EU. The
topic aroused considerable interest in the academic, central banking, and private
commercial banking community, as reflected by a large audience and several
interventions by participants. More than 50 experts visited the Oesterreichische
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Nationalbank to join the meeting, many of them from abroad. As always, the
meeting began with presentations by invited speakers and discussants, which
were followed by an extensive general discussion, an important item on the
agenda.

In the first panel, chaired by the Director of the Economic Analysis and
Research Section of the OeNB, Peter Mooslechner, the estimation of equili-
brium exchange rates for the transition economies in Eastern Europe and
the methodological issues arising in this context were discussed. Professor
Byung-Yeon Kim from the University of Essex presented a paper written jointly
with Iikka Korhonen from the Bank of Finland and discussed by Chiara Osbat of
the European Central Bank and Thomas Steinberger of the Oesterreichische
Nationalbank. The paper employed a modern econometric approach to circum-
vent the pervasive problem of short time series for aggregate economic data in
the context of equilibrium exchange rate estimation, which is even more severe
in the case of the accession countries. Relying on a panel of long time series for
29 middle- and high-income countries from all around the world, a long-run
equilibrium relationship between the real exchange rate and various macro-
economic variables such as GDP per capita, the investment-to-GDP ratio,
the share of government expenditure in GDP and the degree of openness of
the economy was estimated. Then the resulting equation was applied out of
sample to data from the accession countries Czech Republic, Hungary, Poland,
Slovakia and Slovenia.

While the estimation period was 1975 to 1999, real equilibrium exchange
rates for the Czech Republic, Hungary, Poland, Slovakia and Slovenia were cal-
culated only for the period 1990 to 1999 due to problems of data availability.
Kim and Korhonen estimated their long-run relationship with two different
exchange rate measures: the U.S. dollar real exchange rate and the effective
(trade-weighted) real exchange rate. The Behavioral Equilibrium Exchange Rate
(BEER) approach, which is quite flexible in its choice of explanatory variables,
is a convenient approach for this purpose. To interpret the econometric results,
the Balassa-Samuelson hypothesis is used as a theoretical reference point. It
turns out that the sign of the coefficients corresponds to the predictions of
the theory. As their primary estimation method, Kim and Korhonen chose
the Pooled Mean Group estimator. This estimator allows the short-run response
of the real equilibrium exchange rate to shocks to differ across countries, but
restricts the long-run coefficients to be equal. As a robustness check, also
the Fully Modified OLS (ordinary least squares) estimator is applied. The results
of the two estimation methods are qualitatively similar, although point estimates
vary somewhat.

The bottom line results clearly show an initial undervaluation of both U.S.
dollar and effective real exchange rates for the Czech koruna, the Hungarian
forint, the Polish zloty and the Slovak koruna in the early 1990s. During the
1990s real U.S. dollar exchange rates largely converged to their equilibrium val-
ues. For real effective exchange rates, there is evidence of strong overvaluation
for Hungary and of a lesser overvaluation for the Czech Republic, Poland and
the Slovak Republic at the end of the 1990s. In the discussion it was pointed out,
however, that various econometric and theoretical problems remain even after
taking the innovative approach of this paper. In particular, the time series were
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shown to be nonstationary, but the estimation procedure relies on untested
assumptions of independence between the stochastic trends driving the individ-
ual time series. Also, for the calculation of long-run equilibrium exchange rates,
equilibrium values of the determining factors rather than their actual realized
values should be used. The general discussion focused on the controversial
result for Hungary, and the authors conceded that the estimated overvaluation
might be somewhat exaggerated, but also argued that they were confident with
the qualitative results they obtained with their analysis.

In the second panel, which was chaired by Doris Ritzberger-Gru‹nwald,
Head of the Foreign Research Division of the Oesterreichische Nationalbank,
Hercules Voridis from the Bank of Greece summarized the Greek experience
with EMU entry as the first speaker. Then, speakers from the accession coun-
tries presented their view of the policy options available to the new member
countries, discussing the pros and cons of joining EMU right after obtaining
EU membership. Zdenék Ćech (Ćeska« na«rodnı« banka) and Marek Rozkrut
(Narodowy Bank Polski) were quite optimistic about the advantages of joining
monetary union for their home countries. This view was largely shared by the
discussants of the session, Jakub Borowski (Narodowy Bank Polski) and Attila
Csajbo«k (Magyar Nemzeti Bank).

In his presentation, Hercules Voridis emphasized the surprisingly fast con-
vergence of interest rates and the nominal exchange rate over the period
1998 to 2000. Greece had entered ERM only on March 16, 1998, nine months
prior to the start of EMU/ERM II on January 1, 1999. The initial central parity
was chosen 12.3 above the GRD/ECU market exchange rate, representing a
devaluation of 12.3%. The Greek currency appreciated somewhat until March
1999, widening the gap between the central parity and the market exchange
rate. After a rather small revaluation of the central parity, resulting in an appre-
ciation of 3.5%, the nominal exchange rate converged gradually towards the
final conversion rate of 340.750 GRD/EUR until March 2001, the date of
Greece�s EMU entry. In his discussion, Jakub Borowski stressed that the Greek
case provided an interesting example of solving some policy dilemmas in
ERM II which should be studied by the current accession countries on their
way to euro. However, he also noted several differences between Greece and
the CEECs. In particular, Greece entered ERM II with a much worse inflation
performance than that presently observed in some of the accession countries.

Zdenék Ćech and Marek Rozkrut shared a somewhat sceptic view on the
ERM II mechanism. Their general feeling was that the procedure suggested
by the European Union to first join ERM II and only after a stabilization and
monitoring period adopt the euro as a common currency is lengthy and might
threaten the successful economic integration of the accession countries with the
current Member States of the European Union. Both speakers represented the
views of countries that are very likely to join the European Union already on
May 1, 2004, and that wish to be part of the Eurosystem as soon as possible.
Zdenék Ćech pointed out that according to the criteria and the empirical stand-
ards of tests for optimal currency areas (OCA), the Czech Republic would
face rather low economic costs in adopting the euro. Also, if the euro area
constitutes an OCA, it would remain so even after the entry of the accession
countries. Despite the positive verdict that OCA tests would give, an important
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challenge for the accession countries prior to the adoption of the euro remains,
however: the suitable choice of the central parity to the euro upon ERM II
entry, which will heavily influence the outcome of the evaluation of the
exchange rate criterion and which will also predetermine the final conversion
rate. According to Zdenék Ćech, the Czech economy is likely to easily fulfill
the exchange rate and inflation criteria during the two-year membership period
in ERM II. However, there could be significant appreciation pressure if the
adoption of euro were postponed.

Marek Rozkrut joined the group of sceptics and labeled ERM II a �waiting
room� for entry into the euro area. He pointed out that during ERM II mem-
bership, the basic policy option of a realignment still increases the likelihood of
speculative attacks against a currency. At the same time, however, if the central
parity is credible, a �convergence play� is created, which will lead to stable
exchange rate developments. But the asymmetric nature of the exchange rate
criterion will lead accession countries to choose an initial central parity that
is biased towards an undervaluation of the currency. In general, official support
of the ECB for the exchange rate policy chosen by the accession countries will
enhance the credibility of this policy and hence increase the probability of suc-
cessful euro adoption. Attila Csajbo«k discussed the contributions of Zdenék
Ćech and Marek Rozkrut and pointed to the advantages of ERM II if the
exchange rate can be stabilized within the narrow band of –2.5%. If the
exchange rate remains within such a close band for a period of two years, this
signals that ERM II entry should take place only when fiscal and inflation con-
vergence is safely on track and the political commitment to a quick adoption of
the euro is strong. In this case the expected time spent in ERM II is short and
the central parity can be credibly communicated as a prospective euro conver-
sion rate. This may help to avoid large and potentially destabilizing speculative
inflows.

In the general discussion the differing opinions on the desirability of quick
adoption of the euro by the accession countries were voiced once again. While
ECB and OeNB participants stressed the need to carry out successful macro-
economic adjustment prior to the euro adoption, participants from accession
country central banks warned that slow progress in adoption of the euro
could be interpreted by financial markets as a signal for insufficient macroeco-
nomic adjustment and could increase the volatility of cross-border investment
flows, making the implementation of successful adjustment policies even more
difficult.

The �East Jour Fixe�
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In the first months of 2003 the OeNB intensively pursued its technical cooper-
ation activities with transition countries in Central and Eastern Europe (CEE),
the western Balkans and the CIS republics, both at a bilateral and at a multi-
lateral level.

Within recent years, the recipient central banks, especially those in CEE,
have made much progress. This new situation is reflected both in the changes
in the type of assistance provided but also in an amended regional focus of
the OeNB�s training and assistance efforts.

Eight1) of the former recipient countries will become members of the Euro-
pean Union in May 2004 and — although the need for assistance will remain —
these can be dealt with within the framework of normal central bank relations.
Moreover, some of the traditional recipient countries have started to become
providers of technical assistance, so that the old distinction between �donors�
and �recipients� is becoming increasingly inaccurate. However, there is still a
strong demand for assistance and training in Southeastern Europe (including
Bulgaria and Romania) and the CIS countries, and much of the focus of the
OeNB�s assistance and training efforts has already shifted to these regions.

At the multilateral level, the OeNB is working together closely with the
Joint Vienna Institute (JVI). The year 2003 has brought about major changes
for this permanent international training institution: On May 1, 2003, a new
arrangement came into effect according to which the JVI has two primary
members, namely the IMF and the Austrian authorities (the Austrian Ministry
of Finance and the OeNB). As a consequence, the Austrian authorities stepped
up substantially their financial contributions to the JVI, providing — first and
foremost — entirely new facilities for the JVI. The official opening ceremony
of the JVI in the new building at Mariahilferstrasse 97 (in Vienna�s sixth district)
will take place on November 2, 2003, on the occasion of the opening of the
OeNB�s East-West Conference, an acclaimed conference which will be jointly
organized with the JVI in 2003.

Looking at the JVI�s course schedule for this year, the new facilities will be
working virtually at full capacity. The OeNB increased its contribution to the
JVI�s academic program from four to five seminars for central bankers in 2003.

In view of the continued strong demand for these one-week-seminars as well
as the highly positive reaction of the participants, the OeNB has decided to offer
seminars on the following topics: �EU Accession Countries on their Way to
EMU — What Remains to Be Done? (February 12 to 14), �EMU — Basic Prin-
ciples� (February 26 to 28), �Cards, Coins and Banknotes — Presented by the
Money and Cards Group of the Oesterreichische Nationalbank� (May 26 to
28), �Modern Management of a Central Bank� (September 22 to 26), and
�Banking Supervision: Today and Tomorrow� (December 1 to 4).

Moreover, the Austrian authorities will continue to jointly organize two
one-week seminars on �Foreign Direct Investment Policy� and �Structural
Reforms: Public and Private Partnership� in 2003. As in the past, the JVI�s main
course in Applied Economic Policy (AEP) with a duration of 14 weeks will be
held twice a year. The AEP includes a one-week �Austrian segment� financed
jointly by the Austrian authorities. In the first part of this segment, experts from

1 The Czech Republic, Estonia, Hungary, Latvia, Lithuania, Poland, Slovakia and Slovenia.
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a variety of academic and organizational backgrounds spend three days pre-
senting lectures devoted to specific features of Austria�s market economy. In
the second part, the so-called �study tour,� participants spend three days visiting
companies, state and local government authorities, banks, media centers and
the like to gain an insight into the structures of Austria�s economy and admin-
istration. The program for each study tour is organized by the OeNB, typically
in cooperation with the OeNB�s branch offices in various Austrian provincial
capitals. The first study tour in 2003 took the participants to Klagenfurt (March
5 to 8), the second study tour will bring them to St. Po‹lten (October 8 to 11).

In addition to these seminars, the OeNB continued its bilateral technical
cooperation activities with central banks in transition countries (mostly in
Southeastern Europe and the CIS countries) by organizing consultations,
lectures and various study and information visits to the OeNB.

Within this framework, the OeNB hosted study visits and organized lectures
for experts from various CEEC central banks on topics like internal auditing and
controlling, and EU accession strategies. Moreover, the OeNB is currently
organizing study visits on topics like the production, storage, transport and
destruction of banknotes and coins, and cash processing for some CIS central
banks (i.e. the Bank of Russia or the National Bank of Kazakhstan).

Technical Cooperation
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S t a t i s t i c a l A n n e x



Gross Domestic Product

Bulgaria Czech
Republic

Estonia Hungary Latvia Lithuania Poland Romania Russia Slovak
Republic

Slovenia

Annual change in %

�7.3 �0.5 �21.6 �3.1 x x þ2.6 �8.8 �14.5 �6.5 �5.5
1993 �1.5 þ0.1 � 8.2 �0.6 �14.9 �16.2 þ3.8 þ1.5 � 8.7 �3.7 þ2.8
1994 þ1.8 þ2.2 � 2.0 þ2.9 þ 0.6 � 9.8 þ5.2 þ3.9 �12.7 þ5.2 þ5.3
1995 þ2.9 þ5.9 þ 4.3 þ1.5 � 0.8 þ 3.3 þ7.0 þ7.1 � 4.1 þ6.5 þ4.1
1996 �9.4 þ4.3 þ 3.9 þ1.3 þ 3.7 þ 4.7 þ6.0 þ3.9 � 3.4 þ5.8 þ3.5
1997 �5.6 �0.8 þ 9.8 þ4.6 þ 8.4 þ 7.3 þ6.8 �6.1 þ 1.4 þ5.6 þ4.6
1998 þ4.0 �1.0 þ 4.6 þ4.9 þ 4.8 þ 5.1 þ4.8 �4.8 � 5.3 þ4.0 þ3.8
1999 þ2.3 þ0.5 � 0.6 þ4.1 þ 2.8 � 3.9 þ3.9 �1.2 þ 6.4 þ1.3 þ5.2
2000 þ5.4 þ3.3 þ 7.1 þ5.3 þ 6.8 þ 3.8 þ4.1 þ1.8 þ10.0 þ2.2 þ4.7
2001 þ4.1 þ3.1 þ 5.0 þ3.9 þ 7.7 þ 5.9 þ1.0 þ5.3 þ 5.0 þ3.3 þ3.0
2002 þ4.8 þ2.0 þ 5.5 þ3.3 þ 5.0 þ 5.9 þ1.3 þ4.9 þ 4.3 þ4.4 þ3.1

2000
1st quarter þ5.1 þ3.3 þ 6.4 þ6.5 þ 6.2 þ 5.5 þ5.9 þ0.9 þ 9.0 þ3.9 þ6.2
2nd quarter þ5.8 þ3.1 þ 8.6 þ5.6 þ 4.9 þ 0.0 þ5.0 þ3.3 þ 8.6 þ4.7 þ3.4
3rd quarter þ5.6 þ2.8 þ 7.9 þ4.5 þ 6.6 þ 5.9 þ3.1 þ1.8 þ 8.8 þ5.4 þ5.5
4th quarter þ5.0 þ3.9 þ 5.7 þ4.2 þ 8.4 þ 3.9 þ2.4 þ0.4 þ 6.8 þ5.2 þ3.5

2001
1st quarter þ4.1 þ3.6 þ 5.7 þ4.4 þ 8.3 þ 3.5 þ2.3 þ4.8 þ 4.8 þ3.0 þ3.2
2nd quarter þ4.1 þ3.5 þ 5.5 þ4.0 þ 9.3 þ 6.6 þ0.9 þ5.0 þ 5.3 þ2.8 þ2.8
3rd quarter þ3.9 þ3.3 þ 3.9 þ3.7 þ 6.4 þ 5.3 þ0.8 þ6.8 þ 5.8 þ3.5 þ3.3
4th quarter þ4.2 þ2.7 þ 5.1 þ3.3 þ 6.8 þ 7.9 þ0.2 þ4.5 þ 4.3 þ3.9 þ2.6

2002
1st quarter þ3.2 þ2.8 þ 3.2 þ2.9 þ 3.7 þ 3.9 þ0.5 þ3.1 þ 3.7 þ3.9 þ2.2
2nd quarter þ5.3 þ1.9 þ 7.0 þ3.1 þ 4.9 þ 7.7 þ0.8 þ5.7 þ 4.1 þ4.0 þ3.2
3rd quarter þ4.5 þ1.7 þ 6.7 þ3.5 þ 7.4 þ 7.8 þ1.6 þ4.7 þ 4.3 þ4.4 þ3.6
4th quarter þ6.2 þ1.8 þ 5.9 þ3.7 þ 8.3 þ 7.0 þ2.1 þ6.1 þ 4.3 þ5.4 þ3.0

Source: WIIW (The Vienna Institute for International Economic Studies); Estonia, Latvia, Lithuania: IMF; Russia: national sources from 1999. Quarterly data: Eurostat, national sources.
Due to revisions quarterly data may not match annual data.

Industrial Production

Bulgaria Czech
Republic

Estonia1) Hungary Latvia Lithuania2) Poland Romania Russia Slovak
Republic

Slovenia

Annual change in %

1993 � 9.8 � 5.3 x þ 4.0 �38.1 �34.7 þ 6.4 þ 1.3 �14.1 � 3.8 �2.8
1994 þ10.6 þ 2.1 � 2.1 þ 9.6 � 9.5 �29.8 þ12.1 þ 3.3 �20.9 þ 4.8 þ6.4
1995 þ 4.5 þ 8.7 þ 2.0 þ 4.6 � 6.3 þ 0.9 þ 9.7 þ 9.4 � 3.3 þ 8.3 þ2.0
1996 þ 5.1 þ 2.0 þ 3.5 þ 3.4 þ 1.4 þ 3.5 þ 8.3 þ 6.3 � 4.0 þ 2.5 þ1.0
1997 � 5.4 þ 4.5 þ15.2 þ11.1 þ 6.1 þ 8.0 þ11.5 � 7.2 þ 1.9 þ 2.7 þ1.0
1998 � 7.9 þ 1.6 þ 3.2 þ12.5 þ 2.0 þ 9.3 þ 3.5 �13.8 � 5.2 þ 5.0 þ3.7
1999 � 9.3 � 3.1 � 1.7 þ10.1 � 8.8 � 9.6 þ 4.7 � 2.4 þ11.0 � 2.0 �0.5
2000 þ10.3 þ 5.4 þ14.6 þ18.5 þ 3.2 þ 8.8 þ 7.8 þ 7.1 þ11.9 þ 8.3 þ6.3
2001 � 2.4 þ 6.7 þ 7.9 þ 4.0 þ 6.9 þ16.5 þ 0.6 þ 8.2 þ 4.9 þ 7.3 þ3.1
2002 þ 2.6 þ 4.9 þ 6.9 þ 2.7 þ 5.8 þ 7.7 þ 1.4 þ 6.0 þ 3.7 þ 6.5 þ2.5

2002
January � 2.9 þ 2.6 þ 2.4 � 5.7 þ 2.8 � 2.4 � 1.4 þ 5.0 þ 2.2 þ 0.2 þ3.9
February þ 0.1 þ 5.8 þ 2.6 þ 1.5 þ 0.1 � 5.9 þ 0.3 þ 5.0 þ 2.0 þ 4.6 þ3.2
March � 2.5 þ 4.1 � 5.5 þ 3.3 � 2.5 þ10.8 � 3.2 � 0.1 þ 3.7 � 1.3 �1.5
April þ15.5 þ 8.2 þ19.6 þ 4.1 þ 6.6 þ11.0 þ 0.3 þ 5.6 þ 4.3 þ10.3 þ9.6
May þ 5.3 þ 5.1 þ 9.0 � 4.2 þ 4.6 þ 4.6 � 4.2 þ 0.1 þ 2.8 þ 3.7 þ0.1
June þ 3.0 þ 1.3 þ 3.3 þ 3.9 þ 6.6 þ 4.0 þ 2.1 þ 6.6 þ 4.4 þ 3.8 �1.9
July þ 8.5 þ10.8 þ 9.3 þ 7.9 þ 8.1 þ 0.6 þ 5.7 þ 9.1 þ 7.8 þ12.0 þ4.6
August þ 6.0 � 2.8 þ 8.1 � 2.6 þ 4.3 þ 3.3 � 1.2 þ 6.4 þ 3.4 þ 6.6 þ0.1
September þ 6.7 þ 9.2 þ16.0 þ10.9 þ 9.6 þ 7.0 þ 6.7 þ 9.1 þ 5.5 þ 9.8 þ6.8
October þ 0.6 þ 3.5 þ10.9 � 0.8 þ11.6 � 1.2 þ 3.3 þ 9.6 þ 3.9 þ 8.7 þ1.5
November þ11.0 þ 4.4 þ 3.8 þ 4.0 þ 6.3 þ 0.5 þ 3.1 þ 7.0 þ 0.8 þ 8.9 þ0.6
December þ 0.8 þ 6.6 þ 7.0 þ 9.6 þ11.9 þ 5.8 þ 5.1 þ 8.6 þ 3.2 þ10.9 þ2.8

2003
January þ15.4 þ 6.4 þ 6.2 þ 4.7 þ 7.0 . . þ 3.4 þ 1.6 þ 4.9 þ12.6 �1.9
February þ15.5 þ 5.2 þ10.3 þ 1.6 þ10.0 . . þ 4.2 � 1.9 þ 6.5 þ 8.7 �0.2
March . . . . þ15.6 . . þ12.3 . . þ 5.7 . . þ 6.7 . . . .

Source: Annual data: WIIW; Estonia, Latvia, Lithuania: national sources. Monthly data: national sources.
1) Industrial sales up to 1999.
2) Industrial sales.
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Unemployment Rate

Bulgaria Czech
Republic

Estonia1) Hungary Latvia Lithuania Poland Romania Russia Slovak
Republic

Slovenia

End of period (%)

1993 16.4 3.5 1.8 11.9 5.8 4.4 16.4 10.4 6.0 14.4 15.4
1994 12.8 3.2 1.5 10.7 6.5 3.8 16.0 10.9 7.7 14.6 14.2
1995 11.1 2.9 2.1 10.2 6.5 6.1 14.9 9.5 9.0 13.1 14.5
1996 12.5 3.5 2.6 9.9 7.2 7.1 13.2 6.6 9.9 12.8 14.4
1997 13.7 5.2 2.7 8.7 7.0 5.9 10.3 8.9 11.2 12.5 14.8
1998 12.2 7.5 2.7 7.8 9.2 6.4 10.4 10.4 13.3 15.6 14.6
1999 16.0 9.4 4.0 7.0 9.1 8.4 13.1 11.8 12.2 19.2 13.0
2000 17.9 8.8 5.9 6.4 7.8 11.5 15.1 10.5 9.9 17.9 12.0
2001 17.3 8.9 6.1 5.7 7.7 12.5 17.5 8.4 8.7 18.6 11.8
2002 16.3 9.8 5.9 5.8 7.9 11.3 18.1 8.1 7.5 17.5 11.3

2002
January 18.0 9.4 6.6 5.6 7.9 13.1 18.1 12.7 8.6 19.7 12.0
February 17.9 9.3 6.5 5.7 8.2 12.9 18.2 13.5 8.4 19.6 11.8
March 17.5 9.1 6.4 5.8 8.2 12.6 18.2 13.4 8.2 19.1 11.7
April 17.8 8.8 6.4 5.7 8.1 11.8 17.9 11.4 8.0 18.1 11.6
May 17.6 8.6 6.0 5.6 8.0 11.1 17.3 10.5 7.7 17.7 11.4
June 17.2 8.7 5.5 5.6 7.9 10.7 17.4 9.9 7.5 17.6 11.3
July 17.6 9.2 5.5 5.9 8.0 10.7 17.5 9.2 7.4 17.6 11.5
August 17.6 9.4 5.4 5.9 7.9 10.7 17.5 8.7 7.2 17.2 11.6
September 17.4 9.4 5.5 5.9 7.8 10.5 17.6 8.4 7.6 16.6 11.7
October 17.4 9.3 5.5 5.9 7.7 10.4 17.5 8.2 8.1 16.4 11.7
November 16.9 9.3 5.6 5.9 7.7 10.7 17.8 8.1 8.5 16.8 11.5
December 16.3 9.8 5.4 5.9 7.6 10.9 18.1 8.1 8.5 17.5 11.3

2003
January 17.5 10.2 5.7 6.1 7.7 12.1 18.7 8.3 8.6 17.7 11.6
February 16.5 10.2 5.7 6.4 7.9 12.1 18.8 8.5 8.6 17.1 11.5
March 15.7 10.0 . . . . . . . . 18.7 . . 8.4 16.5 . .

Source: WIIW; Estonia, Latvia, Lithuania: national sources.
1) Period average.

Consumer Price Index

Bulgaria Czech
Republic

Estonia Hungary Latvia Lithuania Poland Romania Russia Slovak
Republic

Slovenia

Period average (annual change in %)

1993 þ 72.8 þ20.8 þ89.8 þ22.5 þ108.8 þ410.2 þ35.3 þ256.1 þ873.5 þ23.2 þ32.3
1994 þ 96.0 þ10.0 þ47.7 þ18.8 þ 35.9 þ 72.2 þ32.2 þ136.8 þ307.0 þ13.4 þ19.8
1995 þ 62.1 þ 9.1 þ28.8 þ28.2 þ 25.0 þ 39.7 þ27.8 þ 32.3 þ197.5 þ 9.9 þ12.6
1996 þ 121.6 þ 8.8 þ23.1 þ23.6 þ 17.6 þ 24.6 þ19.9 þ 38.8 þ 47.8 þ 5.8 þ 9.7
1997 þ1,058.4 þ 8.5 þ10.6 þ18.3 þ 8.4 þ 8.9 þ14.9 þ154.8 þ 14.8 þ 6.1 þ 9.1
1998 þ 18.7 þ10.7 þ 8.2 þ14.3 þ 4.7 þ 5.1 þ11.8 þ 59.1 þ 27.6 þ 6.7 þ 8.6
1999 þ 2.6 þ 2.1 þ 3.3 þ10.0 þ 2.4 þ 0.8 þ 7.3 þ 45.8 þ 85.7 þ10.6 þ 6.6
2000 þ 10.3 þ 3.9 þ 4.0 þ 9.8 þ 2.7 þ 1.0 þ10.1 þ 45.7 þ 20.8 þ12.0 þ10.9
2001 þ 7.4 þ 4.7 þ 5.7 þ 9.2 þ 2.5 þ 1.2 þ 5.5 þ 34.5 þ 21.6 þ 7.1 þ 9.4
2002 þ 5.8 þ 1.8 þ 3.6 þ 5.3 þ 1.9 þ 0.3 þ 1.9 þ 22.5 þ 16.0 þ 3.3 þ 7.5

2002
January þ 7.0 þ 3.7 þ 4.2 þ 6.6 þ 3.5 þ 3.2 þ 3.4 þ 28.6 þ 19.2 þ 6.2 þ 8.4
February þ 8.4 þ 3.9 þ 4.4 þ 6.2 þ 3.3 þ 2.7 þ 3.5 þ 27.2 þ 17.9 þ 4.3 þ 8.1
March þ 9.2 þ 3.7 þ 4.3 þ 5.9 þ 3.2 þ 2.0 þ 3.3 þ 25.1 þ 17.0 þ 3.6 þ 7.6
April þ 9.2 þ 3.2 þ 4.6 þ 6.1 þ 2.9 þ 1.7 þ 3.0 þ 24.4 þ 16.3 þ 3.6 þ 8.4
May þ 6.9 þ 2.5 þ 4.1 þ 5.6 þ 2.0 þ 0.9 þ 1.9 þ 24.5 þ 16.2 þ 3.2 þ 7.5
June þ 5.2 þ 1.2 þ 3.8 þ 4.8 þ 1.0 � 0.1 þ 1.6 þ 24.0 þ 14.9 þ 2.6 þ 6.8
July þ 5.5 þ 0.6 þ 3.1 þ 4.6 þ 1.0 þ 0.5 þ 1.3 þ 23.0 þ 15.1 þ 2.0 þ 7.2
August þ 4.5 þ 0.6 þ 2.6 þ 4.5 þ 0.9 � 0.6 þ 1.2 þ 21.3 þ 15.2 þ 2.7 þ 7.3
September þ 4.0 þ 0.8 þ 2.7 þ 4.6 þ 1.0 � 1.1 þ 1.3 þ 19.8 þ 15.0 þ 2.8 þ 7.2
October þ 3.2 þ 0.6 þ 3.2 þ 4.9 þ 1.6 � 0.7 þ 1.1 þ 18.8 þ 15.0 þ 2.9 þ 7.2
November þ 3.2 þ 0.5 þ 3.1 þ 4.8 þ 1.6 � 0.6 þ 0.9 þ 18.6 þ 15.2 þ 2.9 þ 6.7
December þ 3.8 þ 0.6 þ 2.7 þ 4.8 þ 1.4 � 0.6 þ 0.8 þ 17.8 þ 15.1 þ 3.4 þ 7.2

2003
January þ 1.7 � 0.4 þ 2.6 þ 4.7 þ 1.4 � 1.5 þ 0.4 þ 16.6 þ 14.3 þ 7.3 þ 6.6
February þ 0.2 � 0.4 þ 2.4 þ 4.6 þ 2.1 � 1.6 þ 0.3 þ 16.2 þ 14.8 þ 7.6 þ 6.2
March � 0.2 � 0.4 þ 2.4 þ 4.6 þ 2.2 � 1.1 . . . . . . . . . .

Source: WIIW; Estonia, Latvia, Lithuania: IMF.
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Trade Balance

Bulgaria Czech
Republic

Estonia Hungary Latvia Lithuania Poland Romania Russia Slovak
Republic

Slovenia

USD million

1993 � 885.4 � 525.3 � 144.8 �3,247.0 18.6 � 154.8 � 2,482.0 �1,128.0 15,590.0 � 932.0 � 154.2
1994 � 16.9 �1,381.2 � 356.9 �3,635.0 � 301.1 � 204.9 � 895.0 � 411.0 16,927.0 58.5 � 336.5
1995 37.0 �3,677.9 � 732.5 �2,442.0 � 514.0 � 698.0 � 1,912.0 �1,577.0 19,816.0 � 227.5 � 953.9
1996 121.7 �5,706.3 �1,190.8 �1,206.9 � 877.1 � 896.2 � 8,179.0 �2,470.0 21,592.0 �2,292.6 � 826.1
1997 321.0 �4,892.9 �1,687.2 �1,567.1 �1,051.3 �1,147.5 �11,320.0 �1,980.0 14,913.0 �2,057.9 � 774.8
1998 � 380.7 �2,603.3 �1,743.4 �1,904.9 �1,377.4 �1,518.4 �13,720.0 �2,625.0 16,429.0 �2,353.1 � 792.0
1999 �1,081.0 �1,902.6 � 820.6 �2,190.5 �1,223.2 �1,404.6 �14,379.0 �1,257.0 36,014.0 �1,092.4 �1,235.1
2000 �1,175.5 �3,131.0 � 766.3 �2,902.7 �1,322.2 �1,103.8 �13,168.0 �1,684.0 60,172.0 � 916.8 �1,138.9
2001 �1,580.5 �3,075.0 � 790.9 �3,127.9 �1,505.1 �1,108.0 �11,675.0 �2,969.0 48,121.0 �1,984.8 � 619.4
2002 �2,228.0 �2,364.0 �1,787.0 �3,236.5 �1,760.9 �1,252.4 �10,352.0 �3,987.9 46,281.0 �2,011.9 � 243.0

2002
January � 82.4 � 160.0 � 104.2 � 298.2 � 99.4 x � 1,109.0 � 173.0 2,973.0 � 118.9 � 20.4
February � 75.4 74.0 � 76.8 � 227.9 � 99.4 x � 818.0 � 148.8 2,589.0 � 130.3 � 27.5
March � 136.0 � 168.0 � 115.7 � 90.1 � 122.5 � 254.2 � 701.0 � 151.5 3,679.0 � 153.4 � 31.3
April � 196.7 1.0 � 148.0 � 218.3 � 144.7 x � 742.0 � 231.8 4,276.0 � 116.6 � 37.0
May � 239.1 � 335.0 � 136.0 � 136.2 � 137.2 x � 814.0 � 240.1 3,812.0 � 232.1 � 29.7
June � 117.2 � 61.0 � 105.1 � 106.5 � 148.9 � 331.3 � 680.0 � 196.5 3,281.0 � 125.2 32.1
July � 139.0 � 321.0 � 173.0 � 422.4 � 158.7 x � 606.0 � 294.2 3,756.0 � 152.2 32.5
August � 105.7 � 178.0 � 93.5 � 195.6 � 129.1 x � 894.0 � 65.4 4,731.0 � 87.9 � 15.8
September � 133.1 � 131.0 � 133.5 � 125.9 � 165.6 � 269.6 � 898.0 � 348.0 4,607.0 � 186.7 29.3
October � 237.7 � 249.0 � 134.4 � 452.3 � 200.8 x � 1,039.0 � 448.5 4,201.0 � 308.7 28.0
November � 277.8 � 252.0 � 128.2 � 207.0 � 164.6 x � 1,088.0 �1,245.8 3,713.0 � 228.3 � 58.4
December � 410.3 � 584.0 � 178.7 � 614.4 � 198.1 � 481.6 � 963.0 � 444.3 4,665.0 � 327.0 � 144.6

2003
January � 72.8 � 92.0 � 150.0 � 197.6 � 129.0 x � 1,199.0 � 247.0 4,926.0 � 21.9 8.7
February � 124.6 � 98.0 � 184.7 � 333.8 � 143.1 x � 628.0 � 229.8 4,633.0 � 65.3 � 97.1
March . . � 313.0 � 225.1 � 288.3 . . . . � 523.0 � 342.7 5,622.0 � 91.7 . .

Source: National sources.

Current Account

Bulgaria Czech
Republic

Estonia Hungary Latvia Lithuania Poland Romania Russia Slovak
Republic1)

Slovenia

USD million

1993 x 455.8 15.8 �2,958.7 428.0 � 85.7 � 2,868.0 �1,174.0 12,792.0 � 601.2 191.9
1994 x � 786.8 � 121.6 �3,300.4 200.8 � 94.0 677.0 � 428.0 8,291.0 664.9 574.8
1995 x �1,369.1 � 102.6 �1,915.1 � 17.9 � 614.4 5,310.0 �1,774.0 7,457.0 391.4 � 74.7
1996 x �4,121.2 � 272.3 �1,339.5 � 280.0 � 722.7 � 1,371.0 �2,571.0 11,725.0 �2,098.1 55.5
1997 1,046.3 �3,563.5 � 442.5 � 847.8 � 346.2 � 981.5 � 4,309.0 �2,137.0 2,032.0 �1,803.9 50.5
1998 � 61.4 �1,385.5 � 383.0 �2,020.3 � 707.8 �1,298.1 � 6,841.0 �2,968.0 659.0 �2,124.0 � 118.0
1999 � 651.7 �1,567.1 � 245.1 �1,974.9 � 635.9 �1,194.1 �11,553.0 �1,469.0 24,731.0 � 979.7 � 698.4
2000 � 701.6 �2,843.6 � 292.1 �1,434.3 � 487.7 � 674.8 � 9,952.0 �1,363.0 47,294.0 � 713.0 � 547.6
2001 � 842.2 �2,654.0 � 342.0 �1,247.8 �1,169.8 � 573.7 � 7,166.0 �2,223.0 34,620.0 �1,755.9 30.9
2002 � 678.7 �3,708.0 � 786.5 �2,770.8 � 651.7 � 662.8 � 6,700.0 �1,632.0 32,807.0 �1,938.9 375.0

2002
January � 130.4 x � 66.4 � 230.1 � 7.4 x � 870.0 � 82.0 x � 84.2 56.2
February � 41.9 x � 50.3 � 154.6 � 14.6 x � 824.0 � 96.0 x � 83.5 25.2
March � 54.9 � 426.7 � 75.3 � 36.2 � 34.1 � 129.2 � 652.0 � 106.0 6,761.0 � 144.7 � 16.8
April � 136.9 x � 78.3 � 301.6 � 53.8 x � 634.0 � 257.0 x � 133.4 � 0.6
May � 100.5 x � 53.9 � 114.0 � 52.0 x � 568.0 � 122.0 x � 316.0 7.2
June 97.8 � 550.2 � 27.2 � 249.3 � 65.4 � 210.4 � 430.0 � 244.0 8,052.0 � 105.7 74.3
July 116.3 x � 74.9 � 251.7 � 72.0 x � 109.0 � 141.0 x � 120.1 46.8
August 160.7 x � 30.1 20.7 � 33.7 x � 276.0 113.0 x � 30.9 43.6
September 51.3 �1,654.5 � 68.5 � 51.8 � 75.9 � 50.5 � 524.0 � 20.0 8,618.0 � 192.1 132.5
October � 139.1 x � 68.3 � 327.7 � 90.9 x � 566.0 � 158.0 x � 248.7 89.1
November � 179.3 x � 96.3 � 306.4 � 58.4 x � 752.0 � 176.0 x � 160.7 26.7
December � 314.1 �1,149.7 � 117.4 � 648.5 � 100.1 � 343.8 � 495.0 � 282.0 9,376.0 � 318.9 � 109.2

2003
January � 159.8 x � 101.6 � 282.6 � 12.3 x � 752.0 � 15.0 x � 46.0 87.3
February � 150.5 x � 110.5 � 444.8 � 37.7 x � 525.0 � 57.0 x . . � 33.5
March . . . . � 116.7 � 338.4 . . . . � 262.0 . . 11,900.0 . . . .

Source: National central banks.
1) From 1997: BOP Manual, 5thedition; monthly data: calculated on the basis of cumulative data.
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Total Reserves minus Gold

Bulgaria Czech
Republic

Estonia Hungary Latvia Lithuania Poland Romania Russia Slovak
Republic

Slovenia

End of period (USD million)

1993 655.2 3,789.4 386.1 6,700.0 431.5 350.3 4,092.0 995.5 5,835.0 415.6 787.8
1994 1,001.8 6,144.5 443.4 6,735.5 545.2 525.5 5,841.8 2,086.2 3,980.4 1,691.2 1,499.0
1995 1,236.5 13,842.9 579.9 11,974.3 505.7 757.0 14,774.1 1,579.0 14,382.8 3,363.9 1,820.8
1996 483.6 12,351.8 636.8 9,720.2 654.1 772.2 17,844.0 2,102.8 11,276.4 3,418.9 2,297.4
1997 2,111.5 9,733.7 757.7 8,407.9 704.0 1,010.0 20,407.2 3,803.3 12,894.7 3,230.3 3,314.7
1998 2,684.7 12,542.1 810.6 9,318.7 728.2 1,409.1 27,325.2 2,867.4 7,801.4 2,868.8 3,638.5
1999 2,892.1 12,806.1 853.5 10,954.0 840.2 1,195.0 26,354.7 2,687.0 8,457.2 3,370.7 3,168.0
2000 3,154.9 13,019.2 920.6 11,189.6 850.9 1,311.6 26,562.0 3,922.2 24,264.3 4,022.3 3,196.0
2001 3,290.8 14,341.2 820.2 10,727.2 1,148.7 1,617.7 25,648.4 5,441.9 32,542.4 4,141.0 4,330.0
2002 4,407.1 23,555.6 1,000.4 10,348.5 1,241.4 2,356.2 28,649.7 7,211.3 44,053.6 8,808.7 6,980.2

2002
January 2,972.1 14,497.6 800.6 10,104.2 1,139.3 1,638.5 25,400.4 5,316.3 32,316.7 4,371.7 4,272.7
February 2,977.4 14,517.4 788.7 9,657.9 1,121.2 1,758.1 25,454.1 5,349.7 32,768.3 4,316.9 4,511.2
March 2,923.7 14,625.2 858.6 9,588.7 1,129.9 1,683.3 26,053.9 5,425.7 33,179.2 4,399.5 4,521.1
April 3,125.5 16,069.6 839.1 10,035.7 1,130.9 1,745.1 26,196.0 5,437.7 35,024.5 4,496.8 4,780.9
May 3,314.1 20,238.8 859.2 9,765.6 1,133.2 2,104.2 26,435.7 6,352.0 38,495.9 4,537.0 4,941.9
June 3,706.5 21,296.6 914.3 10,149.1 1,145.1 2,289.5 27,099.4 6,256.8 39,848.0 4,420.8 5,384.9
July 3,698.1 21,394.7 892.2 10,048.0 1,129.5 2,043.7 28,285.7 6,520.1 39,563.5 7,200.0 5,314.3
August 3,816.3 21,634.3 979.8 10,122.5 1,203.4 2,080.5 28,332.4 6,709.9 40,596.2 7,192.4 5,378.5
September 3,960.1 22,342.1 924.1 10,069.0 1,229.0 2,094.8 28,183.9 6,828.2 41,887.3 7,544.2 5,865.2
October 4,088.4 22,373.1 935.4 9,732.5 1,148.5 2,176.2 28,186.9 7,069.0 43,034.3 7,701.1 5,969.0
November 4,204.1 22,604.5 923.0 9,693.2 1,114.8 2,146.4 28,449.7 7,048.8 44,469.7 8,422.3 6,733.2
December 4,407.1 23,555.6 1,000.4 10,348.5 1,241.4 2,356.2 28,649.7 7,211.3 44,053.6 8,808.7 6,980.2

2003
January 4,270.5 24,314.9 1,004.2 15,312.8 1,189.8 2,504.6 29,267.4 7,241.1 45,533.6 9,379.2 7,191.3
February 4,317.6 24,444.2 1,004.7 13,976.8 1,236.0 2,551.6 . . 7,320.1 49,325.9 9,923.1 7,320.0
March 4,435.2 . . 1,082.4 13,587.1 1,105.8 2,829.2 . . . . 51,790.0 9,379.3 . .

Source: IMF.

Central Government Surplus/Deficit

Bulgaria Czech
Republic

Estonia1) Hungary Latvia Lithuania Poland2) Romania Russia Slovak
Republic

Slovenia3)

% of GDP

1993 �11.0 þ0.1 �0.4 � 5.6 �0.2 x �2.8 �1.7 � 4.6 �6.2 þ 0.9
1994 � 6.5 þ0.9 �0.6 � 8.1 �1.9 �1.9 �2.7 �4.2 �10.3 �4.7 þ 0.0
1995 � 6.6 þ0.5 þ0.3 � 5.5 �3.8 �1.8 �2.4 �4.1 � 3.2 �1.5 þ 0.0
1996 �10.8 �0.1 �1.6 � 1.9 �0.8 �2.5 �2.4 �4.9 � 4.4 �4.1 þ 0.3
1997 � 3.6 �0.9 þ2.2 � 4.0 þ1.2 �1.0 �1.2 �3.6 � 5.2 �5.2 � 1.2
1998 þ 1.3 �1.6 �1.8 � 5.5 þ0.2 �1.3 �2.4 �2.8 � 5.7 �2.5 � 0.8
1999 þ 1.9 �1.6 �4.8 � 3.0 �3.0 �0.3 �2.0 �2.5 � 6.2 �1.8 � 0.6
2000 � 0.7 �2.3 �0.7 � 2.8 �2.8 �1.6 �2.2 �3.6 þ 2.4 �3.0 � 1.4
2001 � 2.2 �3.1 þ0.4 � 2.9 �1.5 �1.2 �4.3 �3.1 þ 2.9 �4.5 � 1.4
2002 þ 0.0 �2.8 þ1.1 � 8.7 �2.1 . . �5.1 . . þ 1.4 �4.8 � 3.1

2000
1st quarter þ 0.1 þ1.8 �0.9 � 4.3 �0.9 �2.6 �4.5 �6.3 þ 2.0 �0.4 � 4.1
2nd quarter þ 6.8 �2.6 �2.2 � 1.1 �4.8 �2.0 �2.2 �5.6 þ 4.8 þ0.0 � 2.4
3rd quarter � 3.2 �2.5 þ1.9 � 0.4 �2.0 �0.6 �2.0 �1.9 þ 2.0 �3.0 � 3.0
4th quarter � 5.9 �5.6 �1.5 � 5.4 �3.3 �1.6 �0.7 �2.4 þ 1.1 �8.6 þ 5.2

2001
1st quarter � 1.9 þ0.5 þ0.2 � 1.1 �1.7 þ0.3 �9.1 �4.4 þ 2.6 �2.5 � 5.0
2nd quarter þ 4.2 �5.8 þ1.0 � 1.3 �0.8 �3.4 �2.1 �5.4 þ 3.9 �3.1 � 5.5
3rd quarter � 3.7 þ1.3 þ3.0 � 2.3 �0.9 �0.2 �1.6 �2.4 þ 1.8 �3.7 � 0.8
4th quarter � 1.4 �7.9 �2.7 � 5.9 �2.4 �1.5 �5.1 �1.4 þ 3.5 �8.5 þ 6.5

2002
1st quarter � 0.6 �2.9 þ1.4 � 5.0 �0.9 �0.9 �9.2 �4.3 þ 4.7 �6.2 �10.3
2nd quarter þ 4.9 þ2.6 þ2.3 � 3.4 þ0.3 þ1.3 �4.5 �5.5 þ 2.1 �3.5 � 2.9
3rd quarter þ 1.8 �3.6 þ3.9 � 4.2 �1.1 �0.1 �2.2 �0.7 . . �2.7 þ 1.0
4th quarter þ 0.0 �0.9 �3.4 �21.0 �5.8 . . �4.7 . . . . �7.0 þ 0.7

Source: WIIW; Latvia, Lithuania: national sources; Estonia: national sources from 1996; Russia: IMF; Tacis from 1996. Quarterly data: national sources.
1) Including social budget in 1993 and 1994.
2) Since 1998: privatization receipts treated as financing items.
3) General government balance; revised methodology since 1999.
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General Government Debt

Bulgaria Czech
Republic

Estonia Hungary Latvia Lithuania Poland Romania Russia Slovak
Republic

Slovenia

% of GDP

1997 105.1 12.9 6.9 64.2 x 15.7 46.9 16.5 x x 28.8
1998 79.6 13.7 6.0 61.9 10.6 17.1 41.6 18.0 x 25.1 28.8
1999 79.3 14.5 6.5 61.0 13.7 23.0 42.7 24.0 x 26.4 40.2
2000 73.6 17.0 5.1 55.4 13.9 24.0 38.7 24.0 x 27.6 45.2
2001 66.3 23.7 4.8 53.1 16.0 23.1 38.7 23.3 x 27.5 44.1

Source: Eurostat.

Gross External Debt

Bulgaria1) Czech
Republic

Estonia Hungary Latvia Lithuania Poland Romania2) Russia Slovak
Republic3)

Slovenia

USD million

1992 13,805.7 7,762.3 x 21,644.0 x x 47,044.0 3,240.0 80,200.0 2,981.0 1,741.0
1993 13,836.4 9,604.9 228.0 24,566.0 x x 47,246.0 4,249.0 112,784.0 3,626.0 1,873.0
1994 11,338.4 12,209.7 381.0 28,526.0 x 529.0 42,174.0 5,563.0 121,600.0 4,310.0 2,258.0
1995 10,148.0 17,190.3 626.0 31,660.0 1,538.0 1,374.0 43,957.0 6,482.1 120,500.0 5,827.0 2,970.0
1996 9,601.6 21,180.5 1,534.0 27,956.0 2,091.0 2,401.0 47,541.0 8,344.9 125,000.0 7,810.0 3,981.0
1997 10,408.5 21,616.5 2,562.0 24,394.7 2,756.0 3,299.0 49,647.0 9,502.7 130,800.0 10,700.0 4,123.0
1998 10,891.9 24,348.4 2,924.0 27,280.4 3,098.0 3,795.0 59,135.0 9,898.6 145,000.0 11,900.0 4,915.0
1999 10,913.9 22,860.6 2,879.0 29,189.8 3,821.0 4,540.0 65,365.0 9,156.0 158,800.0 10,518.0 5,400.0
2000 11,201.8 21,608.3 3,011.0 30,253.7 4,713.0 4,884.0 69,465.0 10,649.4 161,400.0 10,804.2 6,217.0
2001 10,618.7 22,374.0 3,279.0 33,165.7 5,578.0 5,262.0 71,797.0 12,361.0 150,800.0 11,042.5 6,717.0
2002 10,946.2 26,280.8 . . 40,418.7 . . . . 81,946.0 . . 153,500.0 11,940.6 8,799.0

Source: WIIW; Bulgaria, Estonia, Latvia, Lithuania: EBRD.
1) Gross external debt in convertible currencies.
2) Medium- and long-term gross debt.
3) The official level of foreign debt in 1997 was USD 9.9 billion; however, this figure was distorted by an accounting operation.
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Exchange Rate

Bulgaria Czech
Republic

Estonia Hungary Latvia Lithuania Poland Romania Russia Slovak
Republic

Slovenia

Period average (ATS/EUR per 100 units of national currency)1)

1993 42,145.65 39.90 87.97 12.65 1,722.52 267.77 642.13 1.53 1,162.41 37.80 10.27
1994 21,112.38 39.68 87.92 10.86 2,040.34 287.14 502.65 0.69 516.66 35.64 8.87
1995 15,002.23 37.99 87.94 8.02 1,910.82 252.04 415.73 0.50 219.13 33.93 8.51
1996 5,950.87 39.00 87.97 6.94 1,922.04 264.67 392.66 0.34 204.87 34.54 7.82
1997 725.62 38.50 87.92 6.53 2,100.91 305.11 372.16 0.17 209.07 36.30 7.64
1998 703.20 38.35 87.95 5.77 2,098.86 309.48 356.19 0.14 127.55 35.13 7.45
1999 51.11 2.72 6.39 0.40 160.39 23.47 23.65 0.0061 3.81 2.27 0.52
2000 51.12 2.81 6.40 0.38 178.96 27.14 24.93 0.0050 3.84 2.35 0.49
2001 51.15 2.94 6.36 0.39 177.99 27.94 27.26 0.0038 3.83 2.31 0.46
2002 50.95 3.24 6.37 0.41 171.19 28.78 25.95 0.0032 3.37 2.34 0.44

2002
January 51.13 3.12 6.40 0.41 177.49 28.31 27.86 0.0035 3.72 2.36 0.45
February 51.13 3.15 6.39 0.41 178.76 28.94 27.45 0.0036 3.73 2.37 0.45
March 51.12 3.19 6.39 0.41 178.41 28.98 27.56 0.0035 3.68 2.38 0.45
April 51.10 3.29 6.39 0.41 177.24 28.92 27.81 0.0034 3.62 2.40 0.44
May 51.17 3.27 6.39 0.41 173.94 28.85 26.96 0.0033 3.49 2.33 0.44
June 51.13 3.30 6.38 0.41 169.97 28.84 26.01 0.0031 3.33 2.25 0.44
July 51.13 3.36 6.39 0.41 167.72 28.97 24.48 0.0031 3.20 2.25 0.44
August 51.12 3.25 6.39 0.41 169.04 28.97 24.47 0.0031 3.24 2.27 0.44
September 51.10 3.31 6.39 0.41 168.53 28.97 24.57 0.0031 3.22 2.33 0.44
October 51.14 3.26 6.40 0.41 167.97 28.97 24.73 0.0031 3.22 2.39 0.44
November 51.62 3.28 6.45 0.42 167.75 29.22 25.49 0.0030 3.17 2.43 0.44
December 51.04 3.20 6.40 0.42 164.18 28.91 25.11 0.0029 3.09 2.39 0.43

2003
January 51.13 3.18 6.39 0.42 160.41 28.87 24.57 0.0028 2.96 2.40 0.43
February 51.13 3.16 6.39 0.41 159.23 28.99 24.01 0.0028 2.93 2.38 0.43
March 51.13 3.15 6.39 0.41 158.49 28.95 23.06 0.0028 2.94 2.39 0.43
April2) 51.35 3.16 6.39 0.41 159.00 28.96 23.27 0.0027 . . 2.44 0.43

Source: IMF.
1) In Austrian schillings up to December 31, 1998; in euro as of January 1, 1999.
2) Source: OeNB.

Official Lending Rate1)

Bulgaria2) Czech
Republic3)

Estonia Hungary2) Latvia2) Lithuania2) Poland4) Romania4) Russia4) Slovak
Republic4)

Slovenia5)

Annual change in %

1993 52.00 x x 22.00 27.00 x 29.00 70.00 210.00 12.00 x
1994 72.00 x x 25.00 25.00 x 28.00 58.00 180.00 12.00 x
1995 34.00 11.30 x 28.00 24.00 x 25.00 35.00 160.00 9.75 13.75
1996 180.00 12.40 x 23.00 9.50 x 22.00 35.00 48.00 8.80 6.07
1997 6.70 14.75 x 20.50 4.00 13.00 24.50 40.00 28.00 8.80 9.84
1998 5.10 9.50 x 17.00 4.00 13.00 18.25 35.00 60.00 8.80 6.26
1999 4.50 5.25 x 14.50 4.00 13.00 19.00 35.00 55.00 8.80 6.05
2000 4.60 5.25 x 11.00 3.50 9.60 21.50 35.00 25.00 8.80 9.86
2001 4.73 4.75 x 9.80 3.50 7.80 14.00 35.00 25.00 8.80 7.30
2002 3.35 2.75 x 8.50 3.00 7.99 7.50 20.40 21.00 6.50 7.30

2002
January 4.87 4.50 x 9.00 3.50 6.90 12.00 35.00 25.00 7.75 7.30
February 4.62 4.25 x 8.50 3.50 7.30 12.00 34.60 25.00 7.75 8.11
March 4.50 4.25 x 8.50 3.50 6.70 12.00 34.20 25.00 7.75 8.56
April 3.98 3.75 x 8.50 3.50 4.90 11.00 34.10 23.00 8.25 7.55
May 3.98 3.75 x 9.00 3.50 5.40 10.50 32.20 23.00 8.25 8.56
June 3.76 3.75 x 9.00 3.50 7.40 10.00 30.60 23.00 8.25 7.55
July 3.72 3.00 x 9.50 3.50 5.70 10.00 28.30 23.00 8.25 7.30
August 3.84 3.00 x 9.50 3.50 7.30 9.00 27.20 21.00 8.25 7.30
September 3.80 3.00 x 9.50 3.00 6.50 8.50 25.60 21.00 8.25 7.55
October 3.76 3.00 x 9.50 3.00 7.09 7.75 23.80 21.00 8.00 7.30
November 3.76 2.75 x 9.00 3.00 5.76 7.50 22.20 21.00 6.50 7.55
December 3.35 2.75 x 8.50 3.00 7.99 7.50 20.40 21.00 6.50 7.30

2003
January 2.52 2.50 x 6.50 3.00 7.67 7.25 19.60 21.00 7.50 7.30
February 2.54 2.50 x 6.50 3.00 8.60 6.75 19.20 18.00 6.50 8.11
March 2.58 2.50 x 6.50 3.00 5.71 6.50 18.40 18.00 6.50 6.05
April . . 2.50 x 6.50 3.00 5.13 6.25 17.40 18.00 6.50 6.26

Source: WIIW; Latvia, Lithuania: national sources.
1) Due to currency board arrangements, the Bank of Estonia and the Bank of Lithuania do not lend to the government or to enterprises. Therefore these two countries do not define or publish discount rates. On October 9,1997,

the Bank of Lithuania introduced an �official lending rate�: a weighted average rate on domestic currency lending to residents.
2) Refinancing rate.
3) Repo rate.
4) Discount rate.
5) Base interest rate.
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Legend
. . = not available
x = not applicable
_ = new series

Discrepancies may arise from rounding.

Abbreviations
BRA Federal Agency for Deposit Insurance

and Bank Rehabilitation (Serbia)
CBM Central Bank of Montenegro
CEE Central and Eastern Europe
CEECs Central and Eastern European countries
CIS Community of Independent States
ĆNB Ćeska« na«rodnı« banka
CPI consumer price index
CSO Central Statistical Office (Hungary)
CSSZ Czech Social Security Administration
EBRD European Bank for Reconstruction and Development
ECB European Central Bank (EU)
EDB excessive deficit procedure
EIB European Investment Bank (EU)
EIF European Investment Fund (EU)
EMU Economic and Monetary Union
ESA 95 European System of Accounts 1995
EU European Union
EUR euro
EURIBOR Euro Interbank Offered Rate
ECB European Central Bank
FDI foreign direct investment
FRY Federal Republic of Yugoslavia
GDP gross domestic product
GFS 86 Manual of Government Financial Statistics (IMF)
IFI international financial institution
IMF International Monetary Fund
JVI Joint Vienna Institute
MLSA Ministry of Labor and Social Affairs (Czech Republic)
MNB Magyar Nemzeti Bank
NBP Narodowy Bank Polski
NBS Narodna Banka Srbije
NBY National Bank of Yugoslavia
NCB national central bank
NDC notional defined contribution (pension system)
NiGEM National Institute�s Global Economic Model
OCA optimum currency area
OECD Organisation for Economic Co-operation and Development
OeNB Oesterreichische Nationalbank
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Pact Stability and Growth Pact
PEP Preaccession Economic Program
PIT personal income tax
PPI producer price index
PPP purchasing power parity
QUEST quarterly European simulation tool
REER real effective exchange rate
SEATS/TRAMO Signal Extraction in ARIMA (Auto-Regressive Integrated

Moving Average) Time Series/Time series Regression
with ARIMA noise, Missing values and Outliers

SFRY Socialist Federative Republic of Yugoslavia
SGP Stability and Growth Pact
SIA Social Insurance Agency (Czech Republic)
SME small and medium-sized enterprise
SNA System of National Accounts
Treaty Treaty on European Union
TEN transport and energy network
UIP uncovered interest parity
UN United Nations
UNECE United Nations Economic Commission for Europe
VAT value added tax
WIBOR Warsaw Interbank Offered Rate
WIFO O‹ sterreichisches Institut fu‹r Wirtschaftsforschung —

Austrian Institute of Economic Research
WIIW Wiener Institut fu‹r internationale Wirtschaftsvergleiche —

The Vienna Institute for International Economic Studies
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