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Foreword

Countries in central, eastern and south-eastern Europe (CESEE), both inside and out-
side the European Union, have been hit hard by the crisis. This came as a surprise to
most of us. Admittedly some countries were visibly heading for trouble, but economic
forecasts made just a few months before the collapse of Lehman Brothers in
September 2008 still foresaw a bright future for the region as a whole and currencies
of floating exchange-rate regime countries skyrocketed in the summer of 2008. And
while previous emerging markets crises were dominated by Asian and Latin American
countries, European integration was thought to shield the CESEE region.

Actually European integration was thought to do more: to foster rapid and steady
catching-up through a globally unique combination of institutional anchoring, trade
integration and capital-markets integration. What could be termed the European ‘inte-
gration model of growth’ extended beyond the EU borders to neighbouring countries,
especially to the EU candidate and potential candidate countries in the Balkans. It
was widely hailed a success story.

But the recent global crisis, which primarily originated in the western world, hit emerg-
ing countries differently. Emerging Asia and Latin America were hit only temporarily,
starting to rebound as soon as world trade recovered from collapse. The opposite has
happened in CESEE countries. Even though the complete regional meltdown of the
CESEE region that many analysts foresaw in late 2008 and early 2009 has not hap-
pened, the region has in general been hit hard and the recovery so far has not been
remarkable, though there are significant differences between countries.

These different developments in the CESEE countries raise questions about their pre-
crisis development model, which was to a large extent based on integration with west-
ern Europe. Can and should their integration model of growth be revived? Should it be
repaired or reformed? And if so, what are the required changes?

Bruegel and wiiw cooperated to form an expert group of economists from various
European countries to answer these questions. This volume is our summary report. It
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results from a number of meetings in Brussels and Vienna and from extensive email
exchanges, not always consensual. Yet we all agree about the main conclusion of this
report: in view of the depth of integration in Europe, the development model of the
CESEE region, despite its shortcomings, should be preserved. But it should be
reformed, with major implications for policymaking both at national and EU levels.

The report has benefited from comments from Mario Nuti and Karsten Staehr at a sem-
inar in Vienna in July 2010 organised by the Austrian Ministry of Finance. Maite de
Sola, Juan Ignacio Aldasoro and Lucia Granelli from Bruegel, and Beate Muck and
Monika Schwarzhappel from wiiw provided essential research and statistical assis-
tance, for which we are thankful. Bruegel gratefully acknowledges the financial sup-
port of the German Marshall Fund of the United States to research underpinning this
report. wiiw thanks the Austrian Ministry of Finance for financial support for this
report.

Last but not least, we would like to thank Zsolt Darvas from Bruegel and Vladimir
Gligorov from wiiw for significant personal input and relentless activism in the prepa-
ration of this report. Without them the report would not have seen the light of day.

Michael A. Landesmann
Scientific Director, wiiw

Jean Pisani-Ferry
Director, Bruegel



Executive summary

This report examines the impact of the economic crisis on the countries of central and
eastern Europe (CESEE) and draws out the main policy lessons. Until the crisis hit,
CESEE countries had been pursuing a distinctive model of growth and catch-up
through integration with the European Union, although not all countries had achieved
the same level of integration with the EU. The crisis was a major challenge for the poli-
cies pursued in many CESEE countries, and the region was hit by the crisis much
harder than other parts of the emerging world, and is also recovering more slowly.

In chapter 1, we compare the pre-crisis development model of the central, eastern and
south-eastern Europe (CESEE] region with similar countries in Asia and Latin America
and study the impact of the crisis. We highlight that the CESEE growth model was fun-
damentally different from models in other emerging country regions, but also that it
had two variants. The first, which characterised most central European countries, was
by and large appropriate and sustainable. But there is a second group of CESEE coun-
tries (we call it the Baltic-Balkan group] in which the same overall growth model led
to widespread misallocation of resources and unsustainable growth trajectories.
These countries are undergoing a much more painful recovery from the crisis.

In chapter 2 we scrutinise more closely the growth model of the region. We study the
short-run challenges and the medium- to longer-run issues, focusing on behavioural
adjustments occurring within the countries of the region in the wake of the crisis and
on changes in the external environment. We discuss policy issues to make the re-ori-
ented growth model sustainable and successful.

Chapters 3, 4 and 5 examine three key policy areas: exchange-rate policy, financial
stability and fiscal sustainability. We identify a strong role for exchange-rate policy
both in the unsustainable pre-crisis developments of a number of countries and in
their dramatic response to the crisis. However, concerning the other two main policy
areas, it is true more generally that even more conservative domestic financial regu-
lation and supervision and fiscal policy could not have crisis-proofed those CESEE
countries which, even before the crisis, had double-digit current-account deficits.
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Looking forward, improving supply side conditions and competitiveness will be a key
challenge for most countries in the region. Massive cross-border holdings in CESEE
banks pose significant challenges to financial regulation and we highlight a large
number of unresolved issues, while for fiscal sustainability we are cautiously opti-
mistic, but certainly more optimistic than most analysts who call for overly strict, and
hence pro-cyclical, fiscal policy.

In our concluding chapter 6, we raise policy issues for the CESEE countries and the EU.
The general conclusion is that the benefits of EU integration for countries that are
catching up are conditional on the quality of national policies and of the EU framework
itself. In both respects we point out past failings and suggest strategic improvements.
Reorienting the growth model in those countries that entered a shunt-line before the
crisis will be hard because of their legacies, but that there is no other path to follow in
order to make the EU’s eastern enlargement a lasting economic success story.



1. Context and stylised facts

1.1 Introduction

The global financial and economic crisis has hit most countries of central, eastern
and south-eastern Europe (CESEE] harder than other countries in the world, and
post-crisis recovery is also generally slower for CESEE countries than in other emerg-
ing economies. This raises questions about the pre-crisis development model of the
region, which was a unique model that resulted in rapid economic growth.

Before the crisis, CESEE countries seemed to be catching up with their western
European counterparts rapidly and smoothly, following an extraordinarily deep
recession after the collapse of CESEE communist regimes, as shown by Figure 1.1 on
the next page. Most countries had entirely regained their initial pre-transition relative
income levels in comparison to the EU15, and others were en route to this goal'.

The main focus of the development model of CESEE countries was EU integration. The
vision of EU integration and EU accession talks drove reform and still provide institu-
tional, legal and behavioural anchors for those CESEE countries that are not yet EU
members. As a consequence of this integration process, all CESEE countries have
achieved deep financial and trade integration with the EU, and have experienced sig-
nificant labour mobility to EU15 countries. Within this common framework, however,
there are substantial differences between CESEE countries. In a few, catching-up was
supported by a strong manufacturing sector and was accompanied by macroeco-
nomic stability. But many countries became increasingly vulnerable before the crisis.
In particular they experienced huge credit, housing and consumption booms, and
thus high current-account deficits and external-debt levels.

Pre-crisis, it was widely believed that these vulnerabilities would have to be correct-
ed at some point, but the correction experienced during the crisis was much faster
and deeper than expected. Indeed, the decline in output was greater than in other

1. Note that data quality for the pre-transition period is questionable.
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Figure 1.1: GDP per capita at purchasing power parity (EU15=100), 1980-2010
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regions, which surprised many analysts. The magnitude of the revision was excep-
tionally high in the Baltic countries, where output in 2010 is set to be 30 or 40 per-
cent lower than the level forecast in late 2007. But with the notable exception of
Poland, those CESEE countries that had maintained pre-crisis macroeconomic stabil-
ity have also suffered substantial output declines.

Beyond the current shock, will the crisis have lasting economic effects on the region?
Several questions loom large:
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e Should the region's pre-crisis growth and development model be fundamentally
reconsidered?

¢ What should national authorities and the EU change in order to help the region
embark on a renewed process of economic catching-up?

e What are the policy implications for exchange-rate policies, fiscal policies, and
financial regulation?

These and related questions form the core of this volume. However, answering these
questions requires an understanding of the major factors that contributed to conver-
gence in the pre-crisis period, including the main policies pursued in CESEE coun-
tries, and an understanding of the impact of the crisis on the region. We therefore first
discuss these issues by presenting stylised facts about the CESEE region's develop-
ment model, and the impact of the crisis.

1.2 Pre-crisis stylised facts
1.2.1 The core of the development model: deep integration with the EU

CESEE countries have pursued a distinctive model of development since the collapse
of communist regimes. Their approach has been based on integration with the EU
(European Commission, 2009b), including political integration, institutional devel-
opment, trade integration, financial integration and labour mobility’. While these fac-
tors were also present to various extents in EUL5 countries, it must be emphasised
that most CESEE countries have reached very high levels of integration. In particular:

* There were huge net capital inflows before the crisis (Figure 1.2), larger than in
any other emerging or developing region;

* Most (in some countries all) of the banking systems were bought up by western
European banking groups; this is a unique feature of CESEE economies;

* Gross external assets and liabilities have increased rapidly, though they have on
average remained below levels observed in the EU15 (Figure 1.3);

e The ratio of foreign trade to GDP increased quickly and became, in general, much
higher in CESEE countries than in EU15 countries and other emerging/developing
country regions (Figure 1.3)°.

2. Ithasto be emphasised that political integration with the EU set an unambiguous path to trade and financial inte-
gration, while restrictions on labour mobility were applied temporarily. In particular, the complete opening of the
capital account was to be achieved by the time of joining the EU and comprehensive financial integration could
not be questioned by new EU member states or by candidate countries currently under negotiations.

3. Inemerging countries the lower price of non-tradables inflate the share of tradables in GDP. Hence, a higher share
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Figure 1.2: Net private financial flows in the main emerging country regions (%
GDP), 1980-2009
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Figure 1.3: Openness to trade and finance, 1995-2010
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is generally not available for western Balkan countries.

1.2.2 Capital inflows: larger than anywhere else in the world

Figure 1.2 shows that net private-capital inflows reached about 11 percent of the
GDP of the whole CESEE region by 2007. No other region in the world has experienced
such a massive inflow of capital in any year during the past three decades. Another,
and related, distinctive feature of the CESEE region’'s development model is current
account imbalances (Figure 1.4], though there are significant differences within the
region. The deficit remained broadly stable at around 4-5 percent of GDP for the CES5,

but increased to around 15 percent of GDP on average for the BB5 and WB6 (see Box
1.1 for our country groupings).

Asia and Latin America were different: after the dramatic crises of the 1990s and
around the turn of the millennium, most Asian and Latin American countries [not just
our Asia-6 and Latam-8 groups) fundamentally changed their development strate-
gies. From being net capital importers, they — especially in Asia — became balanced,

of tradables to GDP in emerging countries does not necessarily imply higher openness, but certainly implies high-
er dependency on foreign trade.
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or even substantial capital exporters®. Net private capital inflows (Figure 1.3) com-
bined with current accounts close to balance [Latin America; see Figure 1.4] or in
significant surplus (Asia), led these economies to accumulate foreign-exchange
reserves, especially in US dollars. Indeed, the accumulation of foreign-exchange

reserves was a key policy objective of Asian countries in the aftermath of the 1997
crisis.

Capital flows into the CESEE took the form of FDI {including the buying-up of swathes
of the CESEE banking system), portfolio investments and loans. Figure 1.2 illustrates
the gradual and substantial increase (even as a share of the region's GDP) of net FDI
inflows. On average, FDI inflows to the CESEE region increased from practically zero
in 1989 to about five percent of GDP by 2006/2007. The value reached by

2006/2007 was higher than flows to Latin America and developing Asia in every year
in the past three decades.

While the inflow of FDI was a key driver of economic growth in the CESEE region®, the
composition of FDI was not always favourable. In particular, the share of manufactur-
ing, the key sector for developing export potential, was significant only in CE5, but

Figure 1.4: Macroeconomic balances: current account and inflation (%), 1995-2010
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4. See, for example, Abiad, Leigh and Mody (2009).
5. See, for example, the econometric estimates in Darvas (2010c) and EBRD (2009) that support this claim.
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BOX 1.1: THE COUNTRY GROUPS

While CESEE countries pursued development models with common features, it is
instructive to differentiate certain country groups to facilitate comparison of the
CESEE region with other regions. There are many different ways to define groups
within the region. We categorise countries based on EU membership on the one
hand (because EU and non-EU countries have rather different policy constraints)
and sustainability of their external balances on the other hand (because two high-
ly distinctive features can be observed within the region]. Interestingly, countries
with similar features are also geographically close to each other.

We therefore divide CESEE countries into three groups (abbreviations used in the
figures are in brackets):

1 Central European EU members (CE5): Czech Republic, Hungary®, Poland,
Slovakia and Slovenia — the trade balance was stable or improving in these
countries;

2 Baltic and Balkan EU members (BB5): Bulgaria, Estonia, Latvia, Lithuania and
Romania — the trade balance was almost continuously worsening before the
crisis in these countries;

3 Western Balkan EU candidate countries (WB6): Albania, Bosnia and
Herzegovina, Croatia, Former Yugoslav Republic of Macedonia, Montenegro and
Serbia — the trade balance was also deteriorating before the crisis in these
countries. Kosovo (under UNSC Resolution 1244/99] is also a western Balkan
country, but we do not include it in our study due to lack of data.

4 We also include Ukraine in our study, though we do not group it with other coun-
tries. Ukraine is a European Commonwealth of Independent States (CIS) coun-
try that from time to time has expressed the ambition of joining the EU, and the
EU considers Ukraine a priority partner country within the European
Neighbourhood Policy. Ukraine's EU links have played an important role in
reforms in Ukraine, which has also built strong economic links with the EU.

We shall compare the three main CESEE groups to other relevant country groups:

6. While Hungary belongs to this group of countries regarding its trade balance during the 2000s, it accumulated
(partly due to the already high starting position) a large external debt (of which, however, a significant part con-
stitutes inter-company loans related to FDI and loans from western European parent banks to their subsidiaries
and branches; see Figure 4.1).
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1 EU15: the 15 members of the EU before 2004, though we have excluded
Luxembourg from the average due to its very small size and specialised econ-
omy. The EU15 serves as a natural benchmark, as this is the group that CESEE
countries aspire to catch up with.

2 Asia-6: Indonesia, Korea, Malaysia, Philippines, Taiwan and Thailand;

3 Latin America 8 (Latam-8): Argentina, Brazil, Chile, Columbia, Ecuador, Mexico,
Peru and Uruguay.

Note, with the Asian and Latin American groups above we have selected countries
that have reasonably liberalised and well-functioning market economies, broadly
similar income levels, and of a size comparable to CESEE countries

With the exception of Figure 1.2, which was taken from the IMF we always use sim-
ple arithmetic averages, as our main goal is to compare ‘models’ of growth within
certain geographic regions and not to compare regional developments to each
other. This means, of course, that, for example, Estonia is treated the same as
Romania, or Ireland is treated the same as Germany.

insignificant in other CESEE countries. We will enlarge on this in the next chapter.

Other investment flows [mostly constituting cross-border loans) were more volatile,
but in the peak years before the crisis their magnitude even exceeded FDI inflows.
Again, inflows of other capital to CESEE countries have exceeded corresponding
inflows to Asia and Latin America for every year in each of the past three decades. As
a consequence, total inflows to central and eastern Europe were exceptionally high
before the recent crisis.

Capital export from poorer to richer countries is sometimes referred to as capital mov-
ing ‘uphill’. The CESEE region was different: capital moved ‘downhill’, mostly from rich
EU15 countries to poorer CESEE countries. The supply-side factors behind this were
good economic growth prospects and the low level of physical capital, the prospect of
eventual EU integration and the related improvement in the business climate, the
generally highly educated labour force and low level of wages, and the low level of
domestic credit offering the potential for substantial credit expansion. Capital inflows
indeed exploited the economic growth potential of these countries and total factor
productivity (TFP) increased rapidly before the crisis.

10
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1.2.3 Credit growth: the main source of vulnerabilities

Credit expansion was a crucial driver of economic growth in CESEE countries, but also
a key factor in their vulnerability. Financial crises are often preceded by rapid credit
growth in the private sector, and related strong real effective exchange-rate appreci-
ation and large current-account deficits. This was the case in Finland and Sweden
before the 1992 crisis, and in several east Asian countries (Malaysia, Thailand)
before the 1997 crisis (World Bank, 2007].

Indeed, parallel with foreign investment in the financial sector and inflows of other
capital, credit to the private sector increased rapidly before the crisis in the CESEE
region (Figure 1.5), but with substantial differences across countries. In the CE5
group, the evolution of the credit-to-GDP ratio was markedly less steep than in the
BB5”. To the extent that foreign investment in real estate and financial services con-
tributed to the huge pre-crisis housing booms and excessive credit booms, one can-
not exclude the possibility of a misallocation of FDI.

The pre-crisis credit growth process in the region has been extensively studied in the
literature (see eg, Darvas and Szapary (2008] for a survey and assessment). Both
demand and supply factors contributed to pre-crisis credit expansion. The demand for
credit was fuelled by the sharp decline in real interest rates (see the right panel of
Figure 1.6, which resulted from nominal interest-rate convergence and higher
inflation owing partly to the Balassa-Samuelson effect and partly to the economies
being overheated. This low borrowing cost environment was compounded in several
countries by the use of foreign currency. Low real interest, however, cannot be the
only factor for rapid credit growth because in Asian countries real interest rates were
quite low and credit growth was modest there. In CESEE countries, the initial low level
of credit (in contrast to Asia, for example, see the left panel of Figure 1.5) and of
indebtedness, combined with rapid output growth, the rise in income expectations
and high levels of confidence that were boosted by prospective and eventual EU
entry, also led economic agents to be more willing to take on debt.

On the supply side, the post-privatisation development of the banking sector and the
predominance of foreign banks increased the lending capacity of banks. Whenever
domestic credit booms were financed from external borrowing, the supply of foreign

7. The most extreme case was Latvia, in which credit to the private sector stood at 16 per cent of GDP in 1999 and
rose to almost 100 per cent before the crisis in parallel with a very rapid increase in GDP. The further rise in the
credit-to-GDP ratio in 2009 compared to 2008 is the result of a four percent drop in credit outstanding and a 20
percent drop in nominal GDP.

11
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currency loans increased, because CESEE countries generally cannot borrow from
abroad in their domestic currencies. At the same time, increasing competition
between banks to expand their activity in the household sector once the corporate
sector was saturated, together with the narrowing of margins due to the fall in inter-
est rates, provided strong incentives for banks to lend to households, primarily in the
form of mortgage lending, in order to maintain profitability.

While the level of credit as a percentage of GDP remained well below the EU15 aver-
age even at the peak of the pre-crisis credit boom (Figure 1.5) and several empirical
studies suggested that the level of credit was below equilibrium®, the speed at which
the equilibrium level of credit is reached matters for macroeconomic stability. From
the perspective of inflationary pressure, it is not the level but the rate of growth of
credit that matters. Rapid credit growth can fuel consumption, can lead to sharp rises
in house prices®, can feed inflation and wage growth, which can erode competitive-
ness, and can contribute to current-account deficits and the build-up of external debt.

Figure 1.5: Credit to the private sector (% GDP, 1995-2009) and the relationship
between pre-crisis credit growth and current account balances
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Source: Authors’ calculation based on IMF International Financial Statistics (credit) and April 2010
World Economic Outlook (current account balance and GDP). Note: See the explanation of the two-digit
country codes in the appendix at the end of this volume.

8. See, for example, Schadler et al (2005), Kiss et al (2006), Egert et al (2007) and World Bank (2007). These
studies typically found that the level of credit was either below or approached the estimated equilibrium level in
CESEE.

9. Egert and Mihaljek (2007) report real house price increases of between 20 and 30 percent per year in Estonia
and Lithuania during 2000-2006. Housing price bubbles might further boost credit expansion by increasing the
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The right panel of Figure 1.5 clearly indicates a close relationship between pre-crisis
credit growth and the current-account balance. When the counterpart of indebted-
ness is consumption and housing loans, it means that resources are diverted away
from investment in the tradable sector, which is bound to negatively affect competi-
tiveness and growth down the road. Furthermore, since higher inflation occurs
essentially in the non-tradable sector, the lowest real interest rates will prevail in that
sector, channelling resources away from the tradable sector. Thereby rapid credit
growth can itself further exaggerate the misallocation of capital®.

The right panel of Figure 1.4 shows that the downward trend in inflation reversed
especially in the BB5 countries (well beyond the impact of the rise in food and com-
modity prices in the few years before the crisis), and these countries also experi-
enced marked increases in unit labour costs (ULC), that is, wages increased much
faster than productivity during the boom years. This implies that these countries
have lost competitiveness.

1.2.4 Real exchange rates and real interest rates

In order to document real exchange-rate movements and to provide an assessment
of competitiveness, the left panel of Figure 1.6 shows the relative price level of GDP
compared to a weighted average of 22 industrialised countries'. The relative price
level is proportional to the GDP deflator-based real effective exchange-rate index, but
has the advantage that it has a natural unit of measurement. The relative price level
is related to the relative GDP per capita and therefore we have plotted these two vari-
ables against each other.

The CE5 group shows a unique pattern of economic catching-up and real apprecia-
tion, as the two indicators have gone broadly hand in hand. Real appreciation started
to speed up in 2008, when average annual real appreciation would have been even
higher without the sharp depreciation that was experienced after the collapse of
Lehman Brothers in September. The recent appreciation that took place since mid-
2009 has not reached excessive levels so far, though there are obviously differences

value of collateral and banks may be willing to lend to less creditworthy customers, exposing the banks to heavy
losses when the bubbles burst.

10. Similar phenomena were observed in fast growing euro-area countries, see eg Ahearne and Pisani-Ferry (2006)
and Ahearne, Delgado and von Weizs&cker (2008).

11. We have used all the 22 industrialised countries (as defined by the IMF), since the trade structures of countries
in different regions of the world differ and hence it would not have been appropriate to relate the price level only
to the EU15. We have deliberately not considered all trading partners, but only industrialised countries with which
emerging countries aim to converge.

13
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between the five countries included in this group, since Slovakia and Slovenia are
now members of the euro area and nominal appreciation has characterised only the
other three countries in more recent periods.

In the BB5 and WB6 groups, however, very rapid real appreciation occurred during the
2000s that far outpaced the expansion of GDP per capita. Hence, in the aftermath of
the crisis the relative price level in these countries has grown much more quickly
than their relative per-capita GDP, suggesting that they have ended up in a weak com-
petitive position — at least compared to the CES group.

The left panel of Figure 1.6 also offers an interesting comparison between CESEE
countries and the Asia-6 and Latam-8 groups. In Asia, real exchange rates fell after
the 1997 crisis and were typically kept at depreciated levels despite rapid economic
catching-up. The current account surpluses are indeed consistent with depreciated
exchange rates. As GDP growth was broadly similar in CESEE countries and in the

Figure 1.6: Real exchange rates and real interest rates, 1995-2010
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Source: Authors’ calculation using data from the IMF and Economist Intelligence Unit.

Note: The relative price level (=real exchange rate) is plotted against relative GDP per capita and both
variables are measured as a percent of the weighted average of 22 industrialised countries using coun-
try-specific weights derived from foreign trade. Real interest rate was calculated on the basis of 3-month
nominal interest rates (money market or treasury bill) and consumer price inflation. 2010 values were
calculated the following way: forecast for GDP per capita, PPP exchange rate and inflation are from the
IMF April 2010 WEQ; nominal interest rate is from the March 2010 EIU forecast; nominal exchange rate

is actual data from 1 January till 18 June 2010 and the 18 June 2010 values are assumed to be
unchanged for the rest of the year.
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Asia-6 group, the Balassa-Samuelson effect itself does not explain these differences.
In Latin America, the crises of the late 1990s and early 2000s led to substantial vari-
ations in the relative price level, and GDP per capita convergence was negligible.

Consequently, real exchange-rate appreciation during the catching-up process is
another distinctive feature of the CESEE region’s development model. But once again
there is substantial variation within the region regarding the speed and the level of
real appreciation: the process seems to be sustainable in the CES group, but looks
excessive in the BB5 and WB6 groups.

The right panel of Figure 1.6 shows short-term money-market real interest-rate devel-
opments. As mentioned, nominal interest-rate convergence and higher inflation
pushed down real interest rates in CESEE countries, with, again, variation between
country groups: in CES countries the real interest rate has not declined to negative
territory, while in BB5 and some WB6 countries it has. Low real interest rates also
characterised Asia-6, but in Latam-8 real interest rates remained much higher.

1.2.5 The role of policies

The stylised facts described so far illustrate the distinctive features of the pre-crisis
development model of CESEE countries. Key common features of the model were
strong productivity growth, deep financial and trade integration, sizeable net capital
inflows (and corresponding current-account deficits), rapid domestic credit expan-
sion, significant real exchange-rate appreciation, and low real interest rates. But
while these features characterise all countries, those in the CES group had broadly
sustainable developments, while the BB5 and WB6 countries recorded extreme cred-
it growth, excessive real exchange-rate appreciation and a sharp fall in real interest
rates.

European integration has certainly contributed to all of these developments, but, as
country performances differed within the CESEE region, a key question is whether
policies in those countries, such as exchange-rate and monetary policy, domestic
financial-market regulation and fiscal policy, have played a role.

First, exchange-rate regimes have certainly played a role. Prior to the crisis CES coun-
tries maintained more or less flexible exchange rates (with the notable exceptions of
Slovenia and, only since mid-2008, Slovakia), while most BB5 and WBG countries
opted for fixed rates or intensive exchange-rate management (with the notable
exceptions of Albania, Romania and Serbia). A fixed exchange-rate regime fuels

15
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inflation in an economy that is catching-up. When a country is catching-up in terms
of GDP per capita (as was the case in all CESEE before the crisis}, its price level also
increases. When the exchange rate is fixed, the price-level increase translates into
higher inflation. High inflation and the credible exchange-rate peg lead to low real
interest rates and also encourages borrowing in foreign currency. The vicious circle of
credit growth, house-price increases, excess demand, inflation, and low real interest
rates, led to unsustainable booms in several countries.

By contrast, in countries with a floating exchange rate, the structural price-level con-
vergence can also be accommodated by nominal exchange-rate appreciation. This
happened in the Czech Republic, in Poland and (before fixing the conversion rate of
the Slovak koruna to the euro in the summer of 2008] in Slovakia. While the difficul-
ties of managing the convergence process under inflation targeting with floating
exchange rates should not be underestimated, it must be recognised that ‘floaters’
succeeded better than ‘fixers’ on the whole in maintaining macroeconomic stability*.

Second, the role played by domestic financial regulation and supervision has been
significant, but has involved delicate trade-offs. Several CESEE countries applied
administrative and regulatory measures even before the crisis to slow down the
growth of credit and to limit unhedged foreign-currency loans. The World Bank
(2007]) provides a list of the measures introduced. Administrative measures includ-
ed limits on the growth of foreign-currency loans or on the ratio of such loans to the
banks’ own capital. Regulatory measures typically aimed to increase the cost of bor-
rowing by imposing tighter rules on foreign-currency loans. These may include spe-
cial reserve requirements and lower interest rates paid on those reserves, tighter pro-
visioning and asset-qualification rules, stricter non-price requirements (eg higher
down payments, additional collateral), higher capital requirements or other meas-
ures applied to foreign-currency borrowings.

The problem with such measures is that if they are maintained for a long time they
distort markets and weaken competition. Furthermore, they can be evaded by
switching from domestic to direct borrowing from abroad, a technique made easier in
countries where foreign-owned banks play a dominant role. Administrative controls
can also lead to a redirecting of financing from bank to non-bank channels, such as
leasing, and they can encourage foreign banks to switch from subsidiaries to branch-
es, a channel less supervised by the local authorities. On the whole, the effectiveness

12. See Darvas and Szapary (2008) for a detailed analysis of issues related to price-level convergence in the context
of euro adoption.
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of such measures is questionable in the long run and can best serve as a short-term
expedient to slow excessive credit expansion when the economy overheats.
Therefore, both the unfavourable experiences of those countries that applied regula-
tory measures, such as Estonia and Croatia, and the principal problems discussed

suggest that domestic financial regulation and supervision alone may have not been
the major cause of the huge credit booms.

Third, fiscal policies were by and large as adequate as they realistically could be, but
there were a few important exceptions. Hungary was the key outlier by running very
large budget deficits after 2001, but the Czech Republic, Poland and Slovakia also ran
large conventional budget deficits in the early 2000s. However, since initial govern-
ment debt levels were reasonably low, even a 10 percentage-points of GDP average
rise in the early 2000s has not resulted in a worrisome level of government debt

(Figure 1.7). And credit growth was generally modest in CE5 economies, so there
was no need for a strong fiscal policy reaction.

Figure 1.7: General government balance and gross debt (% of GDP), 1995-2010
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In the BBS countries, where credit growth had reached very high levels, budget
deficits were gradually eliminated and the debt-to-GDP ratio declined steadily®.
Although fiscal policy was pro-cyclical in many CESEE countries (Darvas, 2010a)
and tax instruments were not used to dampen the boom (eg taxing property or cred-
it], fiscal policy was not the main culprit behind the build-up of vulnerabilities. In any
case, fiscal policy could counterbalance neither the strongly expansionary effect of
credit growth nor the savings shortfall corresponding to current-account deficits
amounting to 10-25 percent of GDP, which were prevalent in BB5 and WB6 countries.
Simply put, fiscal policy was unable to counterbalance private-sector excess.

1.3 The impact of the crisis

Until the third quarter of 2008, ie until the collapse of Lehman Brothers, no CESEE
countries were hit by the crisis (Figure 1.8). In Estonia and Latvia, GDP already start-
ed to fall in the first quarter of 2008, but this was mainly due to domestic reasons:
the bursting of the housing bubble and a reversal of the previously unsustainable
credit boom.

The disruption of financial markets after the collapse of Lehman Brothers, the rapid
collapse in global trade and the bearish market sentiment, sent most of the world's
economies into a slide. The CESEE region was particularly hard hit: in fact it was the
hardest hit (along with former Soviet countries). The economic outlook was revised
downward many times (Darvas, 2009b) and GDP fell substantially in several CESEE
countries.

In four Asia-6 economies (Korea, Malaysia, Taiwan and Thailand] the recession had a
V-shape, and these countries quickly returned to pre-Lehman GDP levels. In the other
two, Indonesia and the Philippines, there was no recession at all. In Latin America the
recession was generally mild and the recovery seems swift. This contrasts with both
the depth of the output fall and the shape of the subsequent recovery in the CESEE
countries. Poland has avoided a recession, but in other CESEE countries the speed of
recovery was either modest and significantly less than that observed in Asia-6 and
Latam-8 countries, or recovery had not yet started by the first quarter of 2010. As a
consequence, output is still significantly below its pre-crisis level.

This provokes two questions. First, why have CESEE countries been in general more
seriously affected than countries in other regions, even though their financial sectors

13. Yet part of the decline in debt-to-GDP ratio was the consequence of above-potential growth.
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Figure 1.8: Quarterly GDP developments (200803=100), 200501-201002
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edinBox 1.1.
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had not been contaminated by ‘toxic assets’? Second, why has CESEE performance
during the crisis been so diversified? Why have Baltic countries recorded a down-
ward revision of forecast 2010 GDP of more than 30 percent, while in Poland it was
only about seven percent?

In answer to the first question, the standard explanation emphasises trade and finan-
cial integration channels. First, the fall in foreign demand for their exports is sup-
posed to be one major reason for output recession. Figure 1.3 showed that CESEE
countries are in general much more open than the EU15 and other emerging regions.
A second possible answer is the sudden stopping, or even reversal, of the massive
foreign-capital inflows that fuelled the expansion of domestic credit in CESEE coun-
tries. Figure 1.2 has indicated that net private capital inflows dropped from about 11
percent of GDP in 2007 to practically zero by 2009 in central and eastern Europe. The
magnitude of this fall in capital inflows was greater (as a percentage of GDP) than in
Latin America at the time of the debt crisis in the early 1980s (where it fell from
about five percent of GDP to minus three percent) and in developing Asia after 1997
(where it fell from about six percent of GDP to minus one percent]. Such a huge fall in
capital inflows necessitated strong adjustment in domestic demand.

In answer to the second question, the differentiated outcomes observed among
CESEE countries suggest that they are not a homogenous bloc and that different fac-
tors must have been at work in different countries. Indeed, while some CESEE coun-
tries have suffered from 'imported’ external shocks originating in the US and western
Europe, others fell victim to the risky aspects of financial-market integration and, in
parts, their own imprudent domestic policies, leading especially to excessive bank
lending and external account vulnerabilities, as we have discussed™.

Which was most important: the trade or the financial integration channel? The
hypothesis that reduced exports were the major factor behind the recessions in
CESEE countries is not supported by statistical data. Domestic demand correlates
better than export performance to falls in output, and the export intensity (the ratio
of exports to GDP) has not been correlated with the falls in output.

The financial integration channel seems a more probable explanation for most CESEE

14. Bergléf et al (2009) use cross-country regressions to study the determinants of the impact of the crisis and con-
sider a wide variety of possible explanatory variables, such as pre-crisis credit growth, the stock of FDI, foreign
bank ownership, external debt, corruption perception (as a proxy for institutions) and also the simultaneous fall
in exports and lending, plus a dummy for hard pegs. They found that more than half of the cross-country variation
in output decline in response to the crisis can be explained by a small group of macroeconomic vulnerabilities.

20



WHITHER GROWTH IN CENTRAL AND EASTERN EUROPE?

Figure 1.9: Pre-crisis credit growth and GDP growth in 2009
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countries. The sudden deterioration of financial assets (mostly asset-based securi-
ties, ABS) in developed countries, and in particular in those western European coun-
tries where most of the CESEE banks are headquartered, forced banks to restrict
credit expansion and accumulate liquidity. The resulting credit crunch hit the real
sector, prompting output declines. It could therefore be assumed that the output
losses should be higher in countries with higher credit intensity. However, no such
correlation can be detected using the cross-section of countries listed in Box 1.1: on
the contrary, the countries with high ratios of bank loans to GDP (eg most EU15 and
Asia-6 countries) seem to have weathered the financial storm better than countries
with lower credit-to-GDP ratios.

But there are two other important distinctions between CESEE and EU15/Asia-6
countries. First, as we have shown [Figure 1.5],the growth of credit was much faster
in most CESEE than in the EU15 and Asia-6 . Second, credit expansion in CESEE coun-
tries has been mostly financed by capital inflows from abroad, rather than domestic
deposits, in contrast to EU15 countries and non-European emerging countries.
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We have shown in the right panel of Figure 1.5 that current-account deficits were
related to the speed of credit growth, while Figure 1.9 suggests that pre-crisis credit
expansion was in turn correlated with GDP declines during the crisis*™.

1.4 Summary

The development model pursued by CESEE countries had many special features com-
pared to other emerging economies. The CESEE model was based on deep political,
institutional, financial and trade integration with the EU, which was also accompa-
nied by substantial labour mobility into EUL5 countries. Other emerging country
regions did not have an anchor similar to the role the EU played for CESEE countries.
Economic growth was boosted by TFP increases, which were faster (before the crisis)
than in any other region, except CIS countries and China. Economic growth in the
CESEE region relied on net private-capital inflows, which have reached higher levels
than elsewhere. In the aftermath of the dramatic crises in Asia and Latin America in
the late 1990s and early 2000s, the CESEE region was the only emerging region of
the world that had persistent current-account deficits. Economic catching-up was
accompanied by real exchange-rate appreciations, again a unique feature of the
CESEE development model, and real interest rates fell.

In fact, the CESEE development model had two important variants within the region.
In the CES group, growth was accompanied by small and even improving trade bal-
ances, as a reflection of reindustrialisation after the collapse that followed the fall of
communist regimes. In the second group, comprising BB5 and WB6 countries, the
trade balance deteriorated continuously before the crisis. As a consequence, current-
account balances were reasonably small (around five percent of GDP) and stable in
the CES group, but deteriorated sharply to double-digit levels in the second group.
This second group is also characterised by fast-rising external debt. Also, house
prices rose much faster, real exchange-rate appreciation was also more rapid, while
real interest rates fell to lower levels than in CES countries, and inflation also rose
considerably before the crisis. All of these factors suggest that economic growth in
this second group of countries was to a considerable extent fuelled by unsustainable
booms. Indeed, there was extremely rapid growth of credit to the private sector in this
second group, and the composition of FDI was also biased in favour of banking, real
estate and other domestic sectors.

15. Bergldf et al (2009] also find a statistically significant relationship between pre-crisis credit growth and output
decline in response to the crisis. They also find evidence that foreign bank ownership has cushioned capital out-
flows during the crisis.

22



WHITHER GROWTH IN CENTRAL AND EASTERN EUROPE?

What factors have contributed to these diverging developments? The speed of credit
growth seems to correlate well with unsustainable developments and hence the key
question is what are the underlying causes of fast credit growth, particularly in the
BBS5 and WBG countries? Certainly the fixed exchange rate in many countries was a
contributing factor, since price-level convergence could occur only through higher
inflation (as opposed to nominal exchange-rate appreciation]. However, other
domestic policies, such as fiscal policy or banking regulation, did not play a signifi-
cant role. Instead, deep integration with the EU has predisposed CESEE countries to
large capital inflows. It is fair to conclude, not just with the benefit of hindsight, that
the lending practices of mostly foreign-owned banks were not always prudent.

When the crisis started, it first hit western banks forcing them to accumulate liquidi-
ty to cover losses from non-performing assets, and to build up reserves. This led to
sudden interruptions, and even reversals, of bank-linked parts of capital inflows to
the emerging markets, including most of the CESEE region. This was accompanied by
outflow of other categories of capital as other financial investors became more risk-
averse and decided to reduce their exposure in CESEE countries and fly to 'safe
havens'. The resulting credit crunch was strong enough to depress economic activity
and pitch most CESEE economies into recession. The impact was exacerbated by the
subsequent export and investment declines, the latter resulting from increased over-
all uncertainty about future growth prospects. As the crisis unfolded, the credit
crunch was replaced by falling demand for credit, caused by increased uncertainty
and lowered expectations with respect to future growth prospects (Ghosh, 2009).
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2. Redirecting the growth model

2.1 Introduction

Chapter 1 has shown that the prospects of integration with the European Union drove
reform and transition processes in CESEE countries, and even in some neighbouring
countries and regions despite their much more limited EU membership prospects.
The promise of EU membership was an important focus for both the general public
and for policymakers, prompting them to initiate institutional change, follow certain
concepts in economic policy design and put in place economic and other behaviour-
al changes. The result was a growth model based on integration with the EU15 that
supported sustained a catch-up in productivity and income levels (see Figure 2.1),
although this was interrupted in some CESEE countries by secondary transition
crises in the 1990s".

The financial and economic crisis that erupted in full after the collapse of Lehman
Brothers in September 2008 interrupted the steady progress of the CESEE
economies. This chapter concentrates on the prospects for a resumption of growth,
and considers the type of growth model that can be envisaged for the region. The
challenge when discussing a post-crisis or ‘redirected’ growth model is two-fold: first,
we must make sure we understand whether or not the conditions for growth in CESEE
countries have changed as a consequence of the crisis and, if so, over what time hori-
zon. For the purposes of our analysis we distinguish quite carefully the short-run
challenges (ie how to get growth going again) from those in the medium to longer run
(ie a horizon beyond the next three to four years). The short-run and medium/long-
run challenges will be related to expected behavioural adjustments occurring within
the countries of the region in the wake of the crisis and to changes in the external
environment. With respect to the medium- and longer-run, we have endeavoured to
capture the differences between the countries of the region, as different countries
and country groups followed different paths pre-crisis and face different challenges

1. ‘Secondary transition crisis’ refer here to fundamental policy adjustments that took place in most transition
economies either following unsuccessful first-round privatisation programmes, reform stalemates or premature
attempts to peg exchange rates at unsustainable levels.



WHITHER GROWTH IN CENTRAL AND EASTERN EUROPE?

in its wake. These issues will occupy us in sections 2.2 to 2.4. In the final section 2.5,
we discuss policy issues that will be much further developed in subsequent chapters.

2.2 A post-crisis growth model in the making
2.2.1 Characteristics of the pre-crisis growth model

To define the CESEE countries’ post-crisis growth model, we must first delineate what
characterised the pre-crisis model, in order to understand which features are likely to
change because of either the changed characteristics and reactions of market partic-
ipants, or because of the different constraints on policymakers leading to changes in
their policies.

The pre-crisis growth model was accompanied and, in part, shaped by the effort to
rapidly achieve EU candidate and then membership status. The choice of a model for
catching up with the EU was a consequence of this. CESEE countries pursued a very
high degree of liberalisation in external (and internal) economic relations. Trade was
liberalised, there was a commitment to free international capital movement (in all its
forms) and financial markets were opened up to foreign financial institutions.
Foreign banks attained dominant market positions in most countries of the region.

Liberalisation and openness in external economic relations coincided with a classic
process of convergence, ie CEE economies embarked on a growth path with rates
substantially above those of their western neighbours, even though such catching-
up processes were at times (eg in the Czech Republic and Slovakia in the late 1990s,
Poland in the early years of the 2000s, Hungary after that) interrupted by policy mis-
takes (such as pegging the exchange rate too early, mistakes in monetary policy or
profligate fiscal spending] or by misalignments of wages and productivity.

Over the period 2002-08 (see Figure 2.1) all CESEE economies experienced signifi-
cantly higher growth than western European countries. Underlying this growth per-
formance was the room that any lower-income, lower-productivity economy has to
benefit from technology transfer (to be interpreted in a wider sense, including prod-
uct-quality upgrading, the adoption of better organisational structures, and improve-
ments in institutions and behavioural practices], which is the main driver behind
convergence processes. Comparative growth-accounting exercises (see, for exam-
ple, World Bank, 2008) show that growth in total factor productivity (TFP) was the
dominant factor explaining overall growth (see Box 2.1). In the case of the CESEE
countries the speed of technology transfer was reinforced by the anchoring of their
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Growth — GDP at constant prices

Figure 2.1

Average annual growth rates, 1995-2002 and 2002-2008, in %
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economies to EU pre-accession and accession arrangements. This anchoring sup-
ported the rapid and substantial influx of foreign investors, who acted as a major con-
duit for that transfer. Low relative unit labour costs combined with a relatively high
human capital endowment made the region attractive to foreign investors. This led to
rapid technology transfer, access to high-income markets and the possibility of inte-
grating into cross-border production networks. Some of the CESEE countries (in par-
ticular, the five central European countries, CE5?) experienced a period of re-industri-
alisation — rapid growth of industrial production and industrial exports — after the
earlier period of de-industrialisation at the beginning of the transition period.
Furthermore, the CE5 economies showed evidence of significant qualitative upgrad-
ing of their industrial and export structures (see Landesmann and Stehrer, 2009, and
the annex for evidence for this; see also Fabrizio, Leigh and Mody, 2007)°.

The south-eastern European economies of the former Yugoslavia (excluding
Slovenia), Albania, Bulgaria and Romania, on the other hand, went through a longer
period of economic and political turbulence and hence they embarked on a process
of renewed growth with a considerable time-lag compared to the CE5 countries. They
struggled with the long-term impact of a much more protracted period of industrial
production decline (see Figure 2.2), which opened up a sustained gap in trade bal-
ances. This had grave consequences in terms of their vulnerability to external
shocks, to which we shall return below. The Baltic countries experienced phenomenal
growth from the second half of the 1990s onwards, and, in line with many of the
south-eastern European countries, adopted various versions of fixed exchange-rate
regimes. This was often done because of lack of trust in domestic monetary authori-
ties, and to avoid the large exchange-rate fluctuations that can characterise shallow
foreign-exchange markets. By fixing the exchange rate, these countries may also
have wanted to speed up financial and monetary integration with the euro area. Their
exchange-rate regime choices in turn contributed strongly to sustaining and accen-
tuating the problem of deteriorating trade balances.

2. The Czech Republic, Hungary, Poland, Slovakia and Slovenia. See chapter 1 for country groups.

3. There were also other factors at work in the more successful ‘growth models’ of the CES5: changes in educational
structures and hence the skill structure of the "future’ labour force (for this see Applica and wiiw, 2009); and a
change in sectoral and regional economic structures which meant difficult adaptation processes, but this result-
ed in more forward-looking patterns of sectoral and regional growth (see eg Roemisch, 2007).
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Figure 2.2: Industrial production, cumulative change
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= Asia-6 (see Box 1.1) without Taiwan.

2.2.2 Sustainability of growth in central and eastern Europe — differentiation
between economies

Economic catch-up in CESEE countries was not just about a burst of high growth.
There were also examples of real improvements in conditions for long-run sustainabil-
ity with respect to both external accounts and fiscal conditions. Regarding external
accounts, the CE5 economies saw improvements in trade accounts during the past
decade even in a period when these economies experienced positive growth differen-
tials relative to their main trading partners (see Figure 2.3]; current-account deficits
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BOX 2.1: THE IMPORTANCE OF TOTAL FACTOR PRODUCTIVITY IN THE CESEE REGION

Total factor productivity (TFP) was the dominant component among growth deter-
minants in CESEE countries before the crisis, as shown by Figure B2.1% The figure
suggests that TFP growth was faster in CESEE countries from 1999-2005 than in
any other region of the world, except China and the CIS®. Whether or not such high
TFP growth can be expected to resume after the crisis is a crucial question.
Veugelers (2010) concludes that CESEE countries have limited potential for
knowledge-based TFP growth.

Figure B2.1: Total factor productivity (TFP) developments

TFP developments, 1990-2005
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Source: Figures 5A and 5B from World Bank (2008], p. 11. Note: CIS = Commonwealth of Independent
States; CIS-low = low-income CIS countries; CIS-mid = middle-income CIS countries LAC = Latin
America and the Caribbean; SEE = south eastern Europe.

. TFPis measured as the residual’ part of total output growth not explained by capital and labour. Its measurement
is even shakier for CESEE and other transition countries than for advanced economies due to the lack of reliable
capital-stock data. Furthermore, TFP can also capture cyclical movements in output.

. Iradian (2007) reaches a very similar conclusion.
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were mostly due to negative entries in the income accounts, which reflected the prof-
its made by international investors®. This was combined with qualitative upgrading in
the CES export structures, as discussed earlier. Hence, the CE5 economies were
robustly moving towards sustainability of external accounts and the main worry was
periodic strong upward pressure on the exchange rate through strong capital inflows.
In some countries, the relative movements of productivity and labour costs also had
a negative impact on competitiveness and external accounts in specific periods.

On the other hand, as Figure 2.3 also shows, in a range of economies, especially in
south-eastern Europe and the Baltics, the evidence did not point towards external
sustainability. Trade accounts continued to deteriorate and transfers were insuffi-
cient to compensate for this. As a result these countries witnessed — before the cri-
sis — at times dramatically worsening current accounts. These economies suffer
from persistent weaknesses in their tradable sectors. The underlying issue is the dra-
matic fall in industrial production in the early phase of transition, from which these
economies have still not properly recovered (see Figure 2.2]. Over-valued exchange
rates are particularly problematic (see Holzner, 2006; Egert and Halpern, 2006;
Brender and Pisani, 2010). Over-valuation results from exchange-rate regime choic-
es and associated monetary policies. In some countries this was exacerbated by the
importance of remittances and the importance of the tourism sector, both of which
hinder the development of a sufficiently large and differentiated export sector.

From this point of view, the crucial issue for the sustainable catch-up of CESEE
economies is to support conditions for the successful development of the tradable sec-
tor, in order to achieve convergence without incurring current-account vulnerabilities.

The conditions for an adapted growth model in the wake of the crisis should therefore
take account of the rather different situations found in the two groups of economies:
(i) the relatively successful CES economies and (ii) the Baltic and the south-eastern
European economies, which were on an unsustainable path of external disequilibri-
um even before the crisis’. Both types of economy will have to adjust to changes
brought about by the crisis, but the magnitude of the challenge is quite different in
each case. Before discussing these adjustments let us however point to further dif-
ferences between the two groups of economy.

6. Notonly repatriated profits but also profits which are retained and reinvested by foreign firms in the host econo-
my appear as negative entries in the income accounts.

7. The principal issue in the CIS economies is a lack of trade and production diversification and a lock-in of the polit-
ical-economic structures that are linked with this phenomenon; however, we shall not pursue this issue further
here (see Landesmann, 2008).
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f the current account of the balance of payments, 1994-
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Figure 2.4 shows the composition of the main components of the net foreign assets
of the different CESEE economies from 2006-08. We see here a three-part differenti-
ation:

e Economies that have an overwhelming share of net foreign assets in the form of
foreign direct investment, and a very low share in the form of net credit (Czech
Republic, Poland, Slovakia].

e Economies with a high share of net foreign debt in the form of foreign direct
investment but also with a high share of net foreign credit (Hungary, Bulgaria,
Romania, Estonia, Albania).

e Economies with an overwhelming share of foreign debt in the form of net credit
and a relatively low share of foreign direct investment (other Baltic states,
Bosnia).

Slovenia is a special case, having positive net portfolio holdings but also significant
net borrowing and low FDI. Hence a significant group of economies (those with high
stocks of financial borrowings) were very vulnerable to a change in financial risk
assessment and to a stopping of net credit flows.

Figure 2.5 reveals further differences regarding the allocation of foreign direct invest-
ment across different sectors of the economy. What we see is that the CES
economies except Slovenia have a share of FDI stock in manufacturing — a sector
with a high trade share — that is above or close to 40 percent; in most of the Baltic
and south-eastern European economies it is substantially below that. On the other
hand, FDI shares are particularly high in financial intermediation and in real estate in
a number of the south-eastern European and Baltic economies. Hence there is a sig-
nificant difference in the role that FDI played in the different groups of economies in
supporting the build-up of industrial capacities and in its focus on tradable versus
non-tradable sectors. This supports the notion that the activity of foreign investors in
the Baltics and the south-eastern European economies contributed much less
towards the build-up of a competitive and sufficiently sized tradable sector than it did
in the CES.

Finally, we want to point to differences in the sizes and characteristics of savings-
investment gaps in the CES and the south-eastern European and Baltic economies.
As Figure 2.6 shows, these are most striking in relation to private sector savings-
investment short-falls, which had to be covered through foreign borrowing. Roughly
the same grouping of economies emerges in this respect, ie the characteristics of the
CES countries are different from those of the south-eastern European and Baltic
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Figure 2.4: Net foreign assets, 2008, in % of GDP
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Figure 2.5: FDI stock by activities, as of December 2007, shares in %
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Figure 2.6: Savings and investment, gross, in % of GDP
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countries (lack of data means we were unable to examine all of the CESEE
economies). Hence strong growth of net credit inflows and large savings-investment
gaps of the private sector in Baltic and south-eastern European economies before the
crisis point to problems with the effectiveness of monetary policy and capital market
regulation, an issue that is taken up in greater detail in chapter 4.

In summary, the analysis indicates that it would be wrong to speak of uniform prob-
lems with the growth model across the entire range of CESEE economies. Thus sug-
gestions regarding the redesign of the growth model must take such differences into
account.

The CES economies have built up a reasonably competitive trading sector. This was
reflected in manageable current accounts and continued interest on the part of for-
eign investors in investing in export capacities, with the added benefit that the com-
position of capital inflows reflected this interest.

In contrast, we have presented evidence of the weaknesses of the tradable sectors in
all other CESEE economies. Nonetheless these economies also achieved very high
growth rates pre-crisis. But this growth performance stood on shaky legs and cannot
simply be recommenced in this form following a recovery from the crisis. Future
growth in CESEE countries is unlikely to be supported by the extent of current-
account deficits and the inflow of credits that were seen in these economies before
the crisis. Most of these economies went through a serious adjustment in current-
account developments during the crisis, which reflected sharp drops in GDP and the
sudden stopping of international financial flows®. Hence, the crucial question is
whether or not there are adjustment processes at work that will allow the resumption
of growth without incurring severe external imbalances in the future (for a discus-
sion of this issue in relation to the Baltic states, see Darvas, 2009a].

2.3 Adapting the growth model to changed internal and external conditions

In the following we discuss two sets of factors that will shape the growth model in the
CESEE region. These are:

* Internal behavioural adjustments in the CESEE countries and new constraints on
policy, and
¢ (Changed external circumstances.

8. See, for example, the IMF's April 2010 World Economic Outlook.
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2.4.1 Internal behavioural adjustments
i) Financial market developments

As chapter 1 discussed, the CESEE region was the beneficiary of very large capital
inflows, much higher (in relation to GDP) than was the case for other emerging mar-
ket economies globally. In a sub-set of CESEE economies there was also evidence of
very fast credit growth leading to substantial private-sector debt (see Figure 1.6,
chapter 1]. An important fall-out of the crisis was that net capital imports slowed
down or stopped, credit became much more difficult to obtain, and the private sector
started to embark on a process of deleveraging. The crisis revealed significant earlier
miscalculations in risk perceptions in relation to asset values, in the evaluation of
the balance-sheet positions of some of the important actors in financial markets and
of the default risks of households and businesses under changed circumstances; an
important element of such risks relates to exchange rates. Finally, given these
changed risk perceptions, the evaluation of sovereign public-sector debt also
changed.

One evaluation of the outcome of the current crisis is that risk perceptions are not
going to revert to pre-crisis levels. If risk perceptions are going to remain at a higher
level over a medium-run horizon, this means that credit conditions will remain tighter
than before the crisis. This relates to both lending behaviour within the countries and
in relation to the outside world. In addition, the crisis worsened the balance-sheet
positions of banks and of households; this also leads to more cautious lending and
borrowing behaviour. Hence one of the most important outcomes of the crisis will be
that transition and catch-up economies have to adjust to more difficult financing con-
ditions, concerning both finance from domestic financial institutions and from the
outside world. Economists will, however, find it hard to predict how long higher risk
perceptions are going to last.

ii) The household sector

The household sector has experienced and will further experience a deterioration of
its debt and/or financing position. There is considerable variation across the CESEE
economies. In some economies the levels (and/or rates of increase) of household
debt were high or very high in the build-up to the crisis (the Baltics, Croatia, Hungary,
Romania) and this indeed has been one important reason for the vehemence of the
transmission of the global financial crisis to this region. In three other economies
(Albania, Poland and Serbia] levels of household debt might not have been as high,
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but depreciation of the national currencies led to a jump in household indebtedness
in the cases where loans were taken out in foreign currencies, though depreciation
largely proved to be temporary. The implication of these financial constraints is that
households will have to rely more on own income sources and might be forced to
repay their loans implying higher savings rates. Other households will likely also
undergo a process of voluntary deleveraging, ie attempts to reduce the level of their
debt as lower than expected income flows imply a lower longer-run wealth position of
households. All this points to a rise in household savings rates in CESEE economies
over the medium term.

iii) Fiscal positions

Fiscal positions have worsened and will significantly worsen in the aftermath of the
crisis: lower incomes reduce tax revenues and the economic recession increases
public-expenditure commitments. Furthermore, some of the public debt is in foreign
currency and hence the largely temporary depreciation of currencies affected public
debt/GDP ratios. In a number of countries there was also an increase in debt to inter-
national financial institutions (IMF agreements). Hence, although most CESEE
economies (with the major exception of Hungary) went into the crisis with rather low
public-debt levels and governments could feel confident that in a climate of high
growth and relatively low interest rates this debt could easily be serviced, the out-
come of the crisis has significantly changed this perspective. While sustainability of
fiscal positions did not seem a problem in a period of high growth, when the countries
experienced trend appreciations of their currencies and low interest rates, the out-
look changed.

The room for manoeuvre for fiscal policy is discussed in chapter 5 of this report, espe-
cially with regard to the scope in CESEE countries for counter-cyclical fiscal policy. At
this stage we want to mention two possible policy scenarios in so far as they affect
medium- and long-run growth.

In principle it is possible to have both a positive or a negative view on the effect of fis-
cal policy on economic growth. The positive view would be that the tighter fiscal con-
straints experienced as a result of the crisis would lead to a streamlining of public
expenditure programmes. This could lead to reform of a host of social expenditure
programmes in such a way that they become more targeted and the efficiency of
administrative procedures is improved. Furthermore, governments could use the
opportunity to redirect resources towards growth-enhancing spending programmes.
A negative view would be that pressures on public spending would lead to a relative
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neglect of public investment in favour of defending existing government programmes
rather than their reform.

2.4.2 Changed external circumstances
The following three factors are particularly relevant in this respect:
i) Drop in the trend growth path of the main European export markets

The expected longer-term impact of the crisis on potential growth paths is not only
relevant for the CESEE region, but also for the main export markets served by the
region's countries, namely western Europe®. This will be a growth-dampening factor
for CESEE countries.

ii) Reforms in the financial architecture at national, European and global levels

The experience of the crisis has shown that CESEE countries were very vulnerable to
the instabilities of and shocks felt by the global financial markets. In the final analy-
sis, these were the causes of the rather dramatic and unexpected interruption of
growth in CESEE economies.

Changes in the financial architecture will likely be directed towards strengthening the
capital-base of any future credit expansion, and empowering regulatory authorities
to monitor the stability of financial (particularly banking] institutions. In all these
areas, the growth prospects of the CESEE region could benefit, because in the past
there were signs of overheated and misdirected expansion of credit (particularly
when borrowing led to unsustainable bubbles) and lack of effective instruments that
could be administered by domestic regulatory authorities, particularly with respect
to cross-border financial market transactions. Any agreement on regulatory reform to
tackle these issues of cross-border financial market integration might be beneficial
for the characteristics of financial intermediation in the CESEE region. These issues
are discussed at length in chapter 4.

iii) New and differentiated positions vis-a-vis EMU membership

The experience of the crisis, in particular the fact that serious external-account

9. See various publications analysing the impact of the crisis on potential output: Béwer and Turrini (2010],
European Commission (2009a), Fouceri and Mourourgane (2009).
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imbalances and processes of credit expansion made CESEE economies prone to con-
tagion effects, led to a feeling that non-euro area CESEE countries are indeed very
vulnerable to financial market shocks. This perception had a number of contrary
effects: within the euro system, it strengthened the sentiment that any quick
enlargement of the Eurogroup would increase the financial instability of the group as
a whole'™. But the events have increased the desire of some would-be members (the
Baltic states, some Balkan economies) to join as quickly as possible in order to
obtain the support in terms of financial and monetary stability which full euro-area
membership supplies. Lastly, the different experiences of countries with various
fixed or pegged exchange-rate regimes compared to those with flexible regimes dur-
ing the crisis have also strengthened the view of some mostly flexible regime) coun-
tries that giving up their own currency too soon deprives the economy of an impor-
tant instrument to absorb shocks. Hence, as a result of the crisis, CESEE countries
that are EU members are likely to take significantly different approaches to their obli-
gation to adopt the euro, in the context of a likely stricter application of rules for EMU
entry'.

2.4 Policy suggestions to support a ‘reoriented’ growth model

The main pre-crisis assets of the CESEE countries remain and will continue to be rel-
evant and provide grounds for optimism about growth prospects in the region. These
assets are CESEE countries’ EU membership, or their pre-accession status or simple
proximity to the EU, and all that these imply in terms of institution-building and mar-
ket access, and their relatively high level of human capital endowment and scope for
catching up in productivity terms. However, some of the severe structural weakness-
es of CESEE countries have not disappeared. Policy mistakes that were made in the
run-up to the crisis — in financial, monetary and fiscal policy — will have to be correct-
ed in order to improve the sustainability of their growth. Unfortunately such correc-
tions will have to take place in an environment of worsened external and internal con-
ditions see the discussion in section 2.4, above].

Several policy suggestions emerge from the preceding analysis, taking into account
the major differences between the different sub-groups of economies.

10. This position was further significantly strengthened by the strains which the post-crisis developments in the IPSG
countries — Ireland, Portugal, Spain and particularly Greece — generated within the euro-bloc.

11. Such a stricter regime can eg be applied by scrutinising countries much more carefully before they are allowed
to enter ERM-II, membership of which is a pre-condition for EMU entry.
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i) Adjustment to reduced net capital imports

Lower net capital imports (especially the net credit component] can be addressed in
two ways:

¢ Reduce the private sector savings-investment gap and — in due course as public
finances deteriorate — through longer-run fiscal consolidation.

e Make a sustained attempt to improve the current-account situation by making
improvements to the competitiveness of the tradable sector.

Itis clear from our analysis that adjusting to lower net capital imports will be most dif-
ficult for those economies that relied most heavily on such flows and in which the
current accounts and savings-investment gaps were in serious disequilibrium.
Adjustment means tackling the underlying factors that led to sustained external
imbalances: in a number of cases (the Baltic states and many Balkan economies)
this means dealing with the issue of seriously misaligned real exchange rates, which
is particularly difficult to deal with in pegged or fixed exchange-rate regimes where
there is no possibility or willingness to switch to more flexible regimes. We discuss
this issue extensively in chapter 3 of this report. Even under flexible exchange-rate
conditions, difficult phases of misaligned real exchange rates have emerged as a
result of two factors: overly strong pressure on nominal exchange-rate appreciations,
which are connected with financial-market behaviour and for which better arrange-
ments should result from financial-market reforms; and wage-productivity dynamics
that require improved arrangements for labour-market bargaining systems. The issue
of savings-investment imbalances is, of course, also closely linked to the savings
behaviour of households, as discussed above, and the difficulty of conducting mone-
tary policy in economies with highly integrated cross-border financial markets. This
issue is taken up in chapter 4.

In the coming years, CESEE countries will receive increased flows from the EU budg-
et as they either become full recipients of Structural Funds and other EU policy pro-
grammes or, in the case of other economies, changes in pre-accession or candidate
status might lead to an increase in such flows. This will be a counter-weight to the
more difficult situation with respect to private-sector capital inflows. This report
makes in a number of its chapters suggestions of how the timing, characteristics and
scale of such transfers can assist the adjustment processes in the different CESEE
economies.
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ii) Adjust to higher household savings rates but use these savings in the most
growth-enhancing manner

A likely outcome of the crisis will be a medium-term increase in the household sav-
ings rates in CESEE economies. Such an increase is to be welcomed for the longer run
as, in many cases, savings rates were rather low in CESEE economies by internation-
al standards, and low savings rates were the cause of severe imbalances in a number
of economies. However, an upward adjustment of household savings rates will ceteris
paribus lead to a medium-run problem of dampened domestic demand. This can be
compensated for through increased fiscal stimulus and/or a drive to support the trad-
able sector and hence net exports. Hence the issue of adjusting to higher medium-
run domestic household savings rates is linked to the discussion on the role of fiscal
policy in CESEE in the course of the economic crisis and in its aftermath (see chap-
ter 5).

Furthermore, a sustained re-launch of growth in CESEE countries will require a more
efficient use of savings than in the past. Policy instruments (credit support for SMEs,
credit facilities to support skill acquisition, re-training and new technology adoption;
controls on mortgage lending) could be used to make sure that savings flow in the
direction that supports sustained growth and tackles the main weaknesses in exter-
nal accounts (see also point iv below].

iii) Support the re-launch of the stalled credit system but ensure it operates accord-
ing to improved regulatory mechanisms

As in the more advanced western economies it is vital for a sustained recovery that
the credit system functions properly again. Hence there is an essential short-run
challenge to reduce credit constraints to support the resumption of economic activi-
ty in an environment in which the private sector suffers from debt overhang. The
expected deleveraging process in a situation in which the balance sheets of national
and international banks are weak and the authority for bank restructuring is split
across national borders is a major challenge for monetary-policy authorities at
national and European levels. There is also the longer-run task of putting in place
improved regulatory mechanisms for the overseeing of credit growth and credit allo-
cation. Both these issues are crucial for the prospects of recovery and the avoidance
of the recurrence of misallocations and imbalances, which characterised the situa-
tion in a number of economies before the crisis. Given the past experience, it will in
this context also be important to support a shift in banks’ lending policies so that
they lend more to the enterprise sector and less to the household sector.
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iv) Aim to achieve sustainable fiscal balances, in part by redirecting public expendi-
ture in a growth-enhancing direction

The crisis has led to serious increases in public debt in CESEE countries, although
public-debt levels remain significantly lower than the average in western Europe.
Nonetheless, given that it is more difficult post-crisis to finance this debt, attention
to sustainability is important. This must however be balanced with the need for fiscal-
stimulus programmes in the shorter run to compensate for rising savings rates in the
household sector and difficult export conditions. Improvements in the structure of
expenditure programmes and especially a redirection towards growth-enhancing
items (such as education and infrastructure) are certainly called for.

v) Policies to underpin growth

Given the importance of strengthening the tradable sector in many CESEE economies,
a whole range of human capital, technology, industrial and regional policies should
be employed. These have particular relevance for economies that have so far not
been able to reverse the early deep process of de-industrialisation, and where invest-
ment patterns favoured the expansion of non-tradable rather than tradable sectors. In
these economies the above-mentioned policies may to some extent compensate for
a reduced FDI inflow, which was the main agent of industrial structure upgrading in
the more successful CE5 economies before the crisis. Such policies have to be
designed to prepare the ground to make the region attractive when foreign invest-
ment resumes and cross-border production integration can and should proceed
again. The various EU regional and other policy programmes should be used in a com-
plementary fashion to support such policies. Design of such policies and the timing
of spending should be coordinated with the European Commission in such a way that
they support a timely re-launch of growth and underpin a sustainable growth trajec-
tory. Governance mechanisms to ensure that programmes are used efficiently need
to be put into place or strengthened.

Finally, CESEE countries have — in most cases — to cope with an even worse demo-
graphic prospect in terms of ageing than most western European countries. Policies
directed at increasing the utilisation of the available labour force (activity and
employment rates) and improving its quality through human-capital enhancing poli-
cies, will have to be a main item on the policy agenda. In addition, CESEE countries
that have for a long time been net-emigrant countries, will have to learn the art of suc-
cessful (and human-capital enhancing) migration policy.
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Annex: Evidence for upgrading the export structures of CESEE countries and for
cross-border production integration with the ‘EU North’

In the following we present evidence for ‘qualitative upgrading’ of the export struc-
tures of CESEE countries in comparison with other emerging market economies. The
methodology is more extensively explained in Landesmann and Stehrer (2009).
Figure A2.1 shows relative export unit values of export flows from different groups of
emerging market economies into EU15 markets. The information on relative export
prices has been obtained from very detailed (8-digit CN) product-level data and then
aggregated for groups of industries depending upon the product compositions of the
different countries’ exports. The zero line in Figure A2.1 gives the average prices for
exports to EU15 markets and, hence, values above/below that line mean that a coun-
try (or country group] sells its exports at above/below average unit prices in EU15
markets. The industry groupings selected for Figure A2.1 and then also for Figure
A2.2 refer to ‘lower tech’ and ‘medium-higher tech’ industries whereby the classifica-
tion on these industries can be obtained from Landesmann and Stehrer (2009] .

The results show that CES economies have seen a remarkable increase over the peri-
od 1995-97 to 2005-07 (we took three-year averages) in the prices at which they
sell their products to EU15 markets, and that this increase was particularly impres-
sive for the ‘medium-high tech’ group of industries. For the Baltic states and Bulgaria
and Romania (the BB5 group, see chapter 1] the increase was more moderate and
more significant in the ‘low tech’ group of industries. Notice also that China still com-
petes mostly on price.

In Figure A2.2 the information on changes in relative export prices over the period
1995-07 t0 2005-07 is supplemented with information on changes in market shares
in EU15 markets. Here we see that both the BB5 and CE5 economy groups have
increased their market shares substantially in EU15 markets, but that the increase
in market shares and in relative export prices is particularly remarkable for the CE5
economies in the ‘medium-high tech’ industries.

The other evidence we want to present with regard to characteristics of export struc-
tures of CESEE economies is contained in Table A2.1, which shows some features of
the cross-border ‘production integration’ or outsourcing between the ‘EU North’
(where the ‘EU North’ is defined as the EU15 excluding Greece, Portugal and Spain)
and the two groups of lower-income EU economies: the ‘EU South’ (Greece, Portugal,
Spain) and the mainly eastern European countries that joined the EU in 2004 and
2007 (the EU10).
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Figure A2.1: Relative export prices by industrial groupings into EU15 markets
(low tech and medium/high tech groupings)
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Figure A2.2: Price and quality competition in EU15 markets, 1995-98 to 2005-07
by country groups
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Source for both figures: Own calculations on the basis of COMEXT data.
Definition: NMS=CE5 + BB5 (see Box 1 in chapter 1). Tigers 1: Hong Kong, Singapore, South Korea,
Taiwan; Tigers 2: Thailand, Philippines, Malaysia, Indonesia, Vietnam.

Landesmann and Stehrer (2009), furthermore, use trade statistics that classify
products by types of use: ‘primary inputs’, ‘processed inputs’, ‘parts’ and ‘final prod-
ucts’. This analysis allows them to reveal features of cross-border production integra-
tion or ‘outsourcing’ between the EU15 and the CES. They further differentiate the
industries which produce these products into low tech, medium tech, medium-high
tech and high tech, again differentiated by research and development intensity.
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The results presented in their paper show that trade shares (in EU15 imports] of the
CES have increased substantially across all product groupings, but that they have
increased most in parts production (where the increase over the period 1995 to
2005 was fourfold while the overall increase in import shares was twofold). This
increase was by far strongest in the supplies of parts production from medium-high
tech industries. In line with other studies this shows, first, a strong expansion of
cross-border production integration between the CE5 and Western Europe and, sec-
ond, that within this form of economic integration there is also evidence of dynamic
up-grading in the positions of CES producers.
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3. Exchange rate regimes and
the path to euro adoption

3.1 Introduction

The choice of exchange rate regime is one of the key policy choices for those CESEE
countries that are not yet part of the euro area. The pros and cons of alternative
strategies for individual countries should be evaluated in the light of the progress
made in catching-up with euro area countries economically, and in view of the growth
strategy adopted and the policy instruments at the disposal of governments'. This
chapter addresses three issues in this regard:

i) The choice of exchange rate regime prior to euro adoption;

ii) The EU’s policy on euro area enlargement and participation in the ERM Il mecha-
nism;

ii) The EU’s policies for stability and growth before, during and after accession to the
euro area, with special emphasis on the Stability and Growth Pact (SGP).

Exchange rate policies have greatly affected how countries have fared in both the
boom and bust phases of the current crisis. In particular, fixed exchange rates’ seem
on average to have amplified the excesses and imbalances in the boom, and con-
tributed to more severe declines in the bust.

The crisis clearly demonstrated the important role of cross-border financial flows in
creating booms and the associated vulnerabilities in the bust. A part of the private
sector capital flows to CESEE countries was motivated by the promise of rapid growth

1. Many authors have discussed the convergence process and associated risks, see for example Vamvakidis
(2008), Darvas and Szapéry (2008], and Fabrizio, Leigh and Mody (2009).

2. There are significant differences between the versions of fixed exchange rate regimes. Flexible exchange rate
regimes also differ in terms of how much flexibility is really allowed before the authorities intervene.
Nevertheless, we put these nuances aside here in order to sharpen the choice between the fixed and flexible
exchange rate regimes.
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that comes with economic convergence and the comparative advantages associated
with relatively low wages and prices. But these persistent inflows were also encour-
aged by fixed exchange-rate strategies that led private actors to underprice risk.
Private capital funded a too-rapid credit expansion, which led in several cases to
booming real estate prices’® and excessive wage inflation, ultimately contributing to
declining competitiveness, massive current-account deficits, and the substantial
build-up of foreign debt (see chapters 1 and 2)*.

New strategies to deal with exchange-rate issues and, more generally, with macro-
economic and financial stability are needed both at the EU and domestic policy lev-
els. This could require revisions to the Maastricht criteria and the SGP rules, as well as
a stronger framework for dealing with capital flows and financial stability.

3.2 Experiences with exchange-rate regimes
3.2.1 The polarisation of CESEE exchange-rate regimes

Before considering the fundamental issues related to exchange-rate regime choice
and the path to euro adoption, we briefly summarise the exchange-rate regimes of
CESEE countries (Table 3.1 on the next page) since the mid 1990s.

Table 3.1, which indicates a wide diversity of exchange-rate regimes, both across
countries and over time, illustrates well two important insights from research into
exchange-rate policy. The first is Jeff Frankel’'s famous statement that ‘no single cur-
rency regime is right for all countries or at all times’ (Frankel, 1999). Indeed,
exchange-rate regimes are endogenous outcomes of macroeconomic developments
and policy preferences and hence it is not always easy to pin down the reasons
behind policy makers’ choices. Even countries with similar circumstances often
opted for different regimes, eg the Czech Republic (float) and Slovakia (euro),
Romania (float) and Bulgaria (currency boards), or Serbia and Albania (float) and
the other four western Balkan countries (various kinds of fixed exchange rates)®.

The second insight is what became known as the ‘hollowing-out’ of intermediate
exchange-rate regimes such as managed floating and fixed-but-adjustable exchange

3. The boom in real estate in Europe is described in, for example, Hilbers et al (2008).

4. Rahman (2008) describes the ‘EU-phoria’ associated with large current-account deficits in countries that joined
the EU in 2004 and 2007.

5. Yet some authors argue that the floating regimes of Serbia and Albania are managed floats, though as Figure 3.1
shows, the exchange rates of these countries fluctuated considerably during the crisis.
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rates (Fischer, 2001). Indeed there has been a polarisation with the adoption by sev-
eral countries of a fixed exchange-rate strategy, several others have moved towards
hard pegs or euro-isation. Polarisation, first observed at global level in the 1990s,
applies perfectly to Europe where fixed exchange rates are typically adhered to with
the aim of maintaining a regime that is thought to be more conducive to credible
macro-economic policies and favourable to early euro adoption.

It also needs to be recalled that the exchange-rate regime choices of countries in the
region, including various types of fixing exchange rates, were often supported by
their EU partners. Even the controversial decisions of Kosovo and Montenegro to
euro-ise were less unilateral than frequently presented. There have been only two
occasions when European partners explicitly distanced themselves from the plans of
individual countries: Lithuania’s euro application in 2006° was not supported and
Bulgaria was denied entry to the ERM-Il after its EU admission in 2007.

3.2.2 The build-up of vulnerabilities in the boom

The pre-crisis boom phase affected both fixers and floaters. Capital inflows were over-
whelming and both categories of countries experienced real exchange-rate apprecia-
tion. However, significant differences between them could be observed in financial
stock developments and the composition of capital flows.

As discussed in chapters 1 and 2, capital flows to the BB5 and WB6 countries were
heavily biased towards the financial and real-estate sectors. Although some of this
was in the form of FDI, much was in loans that contributed to a rapid and significant
build-up of foreign debt. Capital flows to the CES countries on the other hand were
more in the form of FDI to the manufacturing sector. This prevented the build-up of
balance-sheet vulnerabilities and instead contributed to the strengthening of the
competitiveness of the tradable sector. Fixed exchange rates contributed significant-
ly to making foreign loans (rather than FDI) the dominant form of inflowing capital,
especially for the banking and real-estate sectors. Fixed currencies were associated
with significantly negative real interest rates for domestic borrowers, coupled with
the impression that exchange rates would not adjust to deal with this imbalance. This
became a self-reinforcing cycle with the monetary expansion leading to even higher
domestic inflation and more negative real interest rates from the perspective of local

6. Lithuania’s euro aspiration was not rejected primarily because of the 0.1 percentage point higher inflation than
the inflation reference value, but largely because of concerns over inflation sustainability. The Lithuanian author-
ities themselves forecast a rapid increase in inflation at the time of the 2006 assessment.
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borrowers. Since credit was supplied by foreign banks — which did not have to rely on
raising funds on local markets — supply was more or less unlimited as long as nomi-
nal interest rates were attractive.

With negative real interest rates associated with foreign borrowing, it should be no
surprise that lending to the private sector increased rapidly in most fixed exchange
rate countries (Table 3.2], such as Bulgaria, Estonia and Latvia”. Inflows lasted for
several years before the crisis and, as a result, private-sector external debt built up
much faster in these countries than in, for example, Albania, the Czech Republic,
Poland and Slovakia®, four floating exchange rate countries. With substantial nega-
tive real interest rates, investors looked for real assets to hedge against inflation and,
unsurprisingly, the expansion of credit was highly correlated with the pre-crisis boom
in property prices. Domestic interest rates were closer to domestic inflation rates, so
the incentives to borrow in domestic currency were not as great as borrowing in for-
eign currency.

Table 3.2 suggests that fixed exchange-rate regimes contributed to the build-up of
macroeconomic imbalances and to distortions in the allocation of capital, especially
among EU members. Strikingly enough, fixers even experienced higher inflation on
average. The correlation between exchange-rate regimes and developments in the
net foreign-asset position was however not perfect. There are even a couple of fixed
exchange rate countries in which foreign debt has not yet reached worrisome levels.
Data suggest that countries closer to joining the euro, or committed to joining it as
soon as possible, such as Bulgaria and Croatia, experienced a greater build-up of for-
eign debt than countries with weaker prospects of EU/euro-area admission. But here
again there are exceptions, such as Serbia, a floating-rate country with weak EU
admission prospects, which inherited a large external debt (above 100 percent of
GDP) from the fixed exchange-rate period. This first declined during the floating
exchange-rate period (to 59 percent of GDP by 2004), but subsequently increased
again (to 71 percent in 2008 and even higher afterwards).

3.2.3 Crisis shock and crisis responses

When the global financial crisis hit, the credibility of exchange-rate pegs came under
fire as investors and consumers lost confidence in countries with high debt levels

7. Rosenberg and Tirpdk (2008) analyse the determinants of foreign-currency borrowing in the new member states.

8. Slovakia had a floating exchange rate before joining the ERM-Il in 2005, but even within ERM-II period the curren-
cy behaved like a floating rate till the summer of 2008, when the conversion rate was announced. During the
ERM-II period, the Slovak koruna appreciated by about 25 percent against the euro.
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(especially in BB5, Croatia and Serbia) and particularly in those with banking sector
vulnerabilities. As global trade collapsed and many countries with floating exchange
rates saw their currencies falling substantially against the euro (see Figure 3.1),
similarly to some floaters in Latin America and Asia, fixers lost competitiveness vis-
a-vis floaters. Furthermore, confidence in fixed exchange-rate regimes was affected.

The collapse in confidence in the fixers with big current-account deficits triggered
declines and, in some cases, reversals of capital inflows, and huge current-account
deficits decreased or turned into surpluses within a very short time. Collapsing
imports were associated with rapid declines in investment and consumption in the
private sector, the impact of which went far beyond the first-round effects of lost
imports®. The real slump was exacerbated by a credit crunch and sharp cuts in gov-
ernment expenditure in response to falling revenues and the unavailability of private
deficit financing. As a result, some of the fixed exchange-rate countries, notably the
Baltic countries and Ukraine, suffered major swings in real GDP growth — beyond
those experienced in recent history in most crisis episodes around the world. In the
Baltic countries this was linked in no small part to the decision to keep the exchange-
rate policy unchanged, and to focus on so-called ‘internal’ devaluations, ie domestic
price and wage cuts®. The initial drop in GDP was even higher in Ukraine, a country
that moved from a dollar peg to a floating rate regime in late 2008, than in the Baltics.
But the Ukrainian economy began to recover already in the second quarter of 2009,
while in the Baltic countries, recovery had not yet started by the first quarter of 2010
(Figure 1.8). In addition, fixed exchange-rate countries face uncertainty, and their
current regimes lack credibility because they hamper investment and increase pre-
cautionary savings at a time when there are few external or fiscal drivers of growth.

When the crisis hit and confidence vanished, there was an intense debate about cur-
rency devaluation versus internal devaluation. There was also a serious disagree-
ment between the EU and the IMF on this issue about Latvia, a country that received
emergency funding both from the EU and the IMF". According to IMF (2008], the

9. Becker (2008) discussed the risks of rapid current-account reversals in connection with the adjustment pro-
grammes in the Baltic countries.

10. Becker (2009a) criticises the IMF-supported adjustment programme for Latvia. Several authors, eg Becker
(2009b), Yeyati (2009) and Weisbrot and Ray (2010) detail the problems with internal devaluations in general
and with Latvia’s case in particular.

11. The IMF proposed devaluation, or at least allowing the exchange rate to depreciate to the weakest possible posi-
tion within the ERM-Il band (Latvia unilaterally maintained a +/- 1 percent wide band within the official +/- 15 per-
cent ERM-Il exchange rate band}, and also suggested that an accelerated euro-area entry process would boost
confidence in the new exchange-rate level. But the EU was in favour of maintaining the prevailing practice and
ruled out accelerated euro-area entry (IMF, 2008).
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Figure 3.1: Nominal exchange rate against the euro or the dollar (1 Jan 2007

100), 1 Jan 2007 to 27 Sept 2010
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of the first two panels is identical, but the other panels have different scales. CESEE countries with fixed
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Figure 3.2: Average monthly nominal wages in the Baltic countries, 200001-201002
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main advantage of devaluation/widening of the exchange-rate band is that it should
eventually deliver more rapid economic recovery, due to more rapid improvements in
competitiveness. However, growth would be depressed in the short run by balance-
sheet effects since both households and the corporate sector had large unhedged
foreign-currency liabilities). Devaluation would incur bank restructuring costs
upfront and new bank lending would fall, slowing economic activity and creating neg-
ative feedback loops, including renewed currency pressures. Also, possible regional
contagion to other fixed exchange-rate countries, in particular to neighbouring
Estonia and Lithuania, would have made it difficult for foreign parent banks to sup-
port their subsidiaries. But Becker (2009) has also highlighted that currency deval-
uation and internal devaluation eventually lead to the same debt/income ratio (cur-
rency devaluation increases the domestic currency value of foreign currency debt,
while internal devaluation decreases domestic income). The key differences
between the two options are timing (since a currency devaluation is immediate,
while internal devaluation takes a long time) and magnitude (currency devaluation
may lead to overshooting, while internal devaluation may not bring adequate adjust-
ment). Indeed, in the three Baltic countries public sector average nominal wages
have fallen considerably, but the adjustment in the private sector, which is much
more important from the perspective of international competitiveness, is slow
(Figure 3.2). At the same time, the rise in the unemployment rate was huge, suggest-
ing that the labour market adjustment was mainly felt through job losses, rather than
through changes to the average wage, which is unfavourable.

Developments were less dramatic in the Balkans, but followed more or less the same
path. Romania and Serbia, countries with flexible exchange rates, let their currencies
depreciate and went for stand-by agreements with the IMF (with EU participation,
though its contribution was rather minor in the case of Serbia, which is not an EU
member state). Bosnia and Herzegovina, a currency-board country, supported its
adjustment policies with a stand-by agreement with the IMFE Other countries with
fixed exchange rates also chose to rely on fiscal-policy adjustment. A difference, how-
ever, is that central banks in the Balkans suffer from low credibility. The attraction of
flexible exchange-rate regimes remains therefore limited.

On the whole, flexible exchange rates proved to be shock absorbers. However, devel-
opments within the floaters’ group differed depending on vulnerabilities and the con-
sequent policy reaction to the crisis. In Albania, the Czech Republic and Poland, the
real exchange-rate depreciation was not counteracted by interest-rate hikes and fis-
cal tightening, while it was in Hungary, Romania and Serbia. Again, these differences
reflect pre-crisis vulnerabilities: stronger economies could let market adjustments
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