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Bratislava, le 15 septembre 2005

TRANSITION COUNTRIES
AFTER EU ACCESSION

Communication faite par
 M. Jacques de Larosière,

Membre de l’Institut

Eight Eastern and Central European countries -plus Cyprus and Malta- have
acceded, on May 1, 2004, the European Union. A second wave (Romania and
Bulgaria) will join later (2007 or 2008 at the latest). Six countries (Cyprus,
Estonia, Latvia, Lithuania, Malta and Slovenia) already joined the European
Exchange Rate Mechanism (ERM II) ; thus setting an official central parity
against  the Euro and a standard fluctuation band of plus or minus 15%.
Furthermore, Latvian authorities declared to maintain a narrow fluctuation band
of plus or minus 1% as a unilateral commitment. The ten new acceding States
will add 74 million inhabitants to the 380 million of EU-15. The enlargement
will thus increase EU-15 population by 20 %. But, increase in GDP will only be
5 %.

This accession has been prepared by a thorough negotiating process between the
European Commission and each applicant State.

This process -that has been taking place over the past 5 years or so- has achieved
significant results:

- the accession countries have adopted the main legislative and regulatory
frameworks ("acquis communautaire") that govern EU members ;

- they have also been converging towards a more stable macroeconomic
environment.

Let us examine briefly the progress by the acceding countries made but also the
problems that remain to be solved.
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I. THE LIBERALIZATION PROCESS AND THE REGULATORY FRAMEWORK

HAVE REMARKABLY ADVANCED :

If one takes into account the starting point of 1989-1990 one can only be struck
by the fundamental changes that have taken place.

1. Former centrally planned economies have become open market
economies :

They have achieved :

Ø abolition of central planning ;
Ø freedom on enterprise ;
Ø privatization of 70-80 % of the economies ;
Ø freedom of prices (most regulated prices have disappeared) ;
Ø liberalization of exchange controls ;
Ø open trade ;
Ø redirection of trade : while a significant part (2/3) of trade was with the

Comecon, now more than 70 % of trade is with the West1.

2. The regulatory framework has been adapted to the European standards
in numerous fields: energy, agriculture, health, financial surveillance and
regulation, bankruptcy laws, human rights, environment….

Of course, there is still a lot to achieve in terms of implementation of those new
rules and standards. But if we look at the Western European countries fourteen
years after the end of World War II (i.e. in 1958) we see that Central and Eastern
European States are far more advanced in terms of openness and market
liberalization and competitiveness (France only got rid of price and exchange
controls in the early 80's).

The indicators published by the European bank for Reconstruction and
Development (EBRD) illustrate the performance and progress made in these
fields by the different individual countries.

ooo

                                                          
1 See Table I on trade integration of acceding countries compared to the first wave of accession countries.
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II. THE MACROECONOMIC SETTING HAS BEEN IMPROVING BUT NAGGING

ISSUES REMAIN OR REAPPEAR IN A FEW ACCEDING COUNTRIES :

1. The progress achieved in economic performance is encouraging2. After a few
years of deep recession and high inflation -inevitable consequences of
opening up closed economies (liberalized prices tend to rise as the economy
is not immediately in a position to produce what is wanted by consumers…)-,
the global results of macroeconomic management have been encouraging :

On average:

Ø growth has been significant (in real terms) :1995-2000 = 4,3 % - a dip to
2,5 % in 2001-2002-, then a reacceleration (4 % in 2003 and 5% in 2004, the
strongest performance since 1996) ;

Ø a starting decrease in unemployment in Poland and Slovakia – though still at
a high level (about 11 % in 2004). However, employment rates stayed
broadly unchanged;

Ø inflation is significantly improving : 8,5 % in 2000 and 4,3 % only in 2004 ;
Ø Government balance (as a percentage of GDP) marks a tendency to slip :

2000 = -3,2 % ; 2001 = - 4,1 % ; 2002 = - 4,9 % ; 2003 = - 5,7 %; 2004 =
-4 %.

2. But their performance is characterized by contrasted situations :

There are basically two categories of countries:

a) the very good performers :

BALTIC STATES : "small can be good" :

- strong growth : 6-8 % since 2000 ;
- inflation under control : 1,5 - 3 % (lower in Lithuania 1 %) ;
- near balance fiscal position with the exception at Lithuania ;
- Low public debt: 5 % Estonia, 15 % Latvia, 20 % Lithuania (in terms of

GDP).

SLOVENIA : inflation decelerating and a reaccelerating growth :

- growth : from 2,8 % (average 2001-2003) to 4,5 % (2004) ;
- inflation : from 10,8 % (95-00) to 3,6 % (2004) ;
- government balance : from - 3 % (2000) to - 1,7 % of GDP (2004);
                                                          
2 See Table II & V.
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- unemployment low : around 6 % ;
- moderate public debt : 28 % /GDP.

SLOVAKIA : good results continue :

- growth : almost 5 % (average 2002-2004) ;
- inflation from 12 % (2000) to 7,5 % (2004) ;
- government imbalances have converged rapidly on the Maastrich criterium

(from 6 % in 2001 to 3,3 % in 2004).
- Entry in ERM II foreseen in 2006 (entry in the Euro zone : 2009 forecast by

National Bank of Slovakia – June 2005)

b) the larger irregular performers :

POLAND :

- growth which had petered out in 2001-2002 : 1 % to 1,4 %, has picked up
(3,7 % in 2003, 5,4 % in 2004) ;

- but at the expense of a severe deterioration in fiscal policies : -3,5 to -4 %
deficits, in terms of GDP, from 2001 to 2002 to 4,5 %-5 % in 2003-2004 ;

- the impressive reduction in the current account deficit (1,6 % only in 2004)
allowed a reappreciation of the zloty since mid-2004;

- prices are well under control ;
- public indebtedness ratio has jumped from 36 % (2001) to close to 45 %

GDP (2004).

HUNGARY :

- growth has been hovering around 3- 3,5 % over the last 5 years ;
- beyond the general but temporary pick-up in inflation in almost all Central

European Countries, Hungarian inflation stayed at a comparatively high level
(6,8 % in 2004);

- above all large twin deficits (4,5 % for the public deficit – 8,8 % for the
current account deficit in 2004). Thus public debt has risen from 55 % in
2000 to 59 % in 2003-2004 ;

CZECH REPUBLIC :

- growth : has been reaccelerating from 1,5 % in 2002 to 4,4 % in 2004 ;
- inflation under control ;
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- even excluding large one-off effects due notably to the banking sector
restructuring, the budget deficit stayed at a high lever until 2003 (about -6 %
on average in 2001-2003). The reduction in 2004 to only -3 % remains to be
confirmed in coming years;

- public debt to DGP : a dramatic jump from: 18 % (2000) to 45 % (2004).

ooo

Conclusion

v Significant structural problems remain to be resolved if growth is to remain
strong on a sustainable basis.

v Large current account deficits (3-5 % a year) must be financed mainly
through FDI but external indebtedness and external vulnerability is picking
up, in some cases rapidly. Equity investment in the region (including Russia)
has been hovering around 15 to 20 billion US dollars. But private credit
(from banks and non-banks) is increasing fast and is reaching 30 billion US
dollars a year (see table VI). Nonetheless, the "convergence factor" is at play
and spreads remain very low (see table VII and VIII).

v Fiscal slippages or painful reduction in the budget deficit are delaying the
observance of the Maastricht criteria (the accession countries are consistent
on prices, but not on fiscal nor exchange rate stability).

v The Belassa-Samuelson effect risks deteriorating their competitive position
all the more so because a number of currencies have appreciated in real terms
over the past years. (see table IX)

v EU will help but also compound some fiscal problems (co-financing)3.

v The new members shouldn't try to rush into EMU before a solid an
sustainable fiscal stabilization is achieved. In this respect, countries like
Estonia, Latvia, Lithuania and Slovenia have already joined the Exchange
Rate Mechanism II - the "waiting room" for the single currency. But the three

                                                          
3 Including pre-accession aid, about 31 billion (about 7 % of GDP of the acceding countries) will be available in
payment appropriations in the period 2004-2006 for the 10 new members States. A contribution to the EU
budget of about 13,5 billion (4 % of GDP) is expected from the acceding countries in the same period. So, they
will come out positively in net terms.
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largest members are taking a somewhat slower track because of their fiscal
imbalances

v GDP/capita (45 % of average EU-15 in PPP terms) is not the real issue, but
the sustainability of the catching up process (there are strong disparities in
this respect between acceding States: 34 % of the EU average for Latvia, but
70 % for Slovenia).

v The stock of physical capital in the new member countries is still inadequate
with respect to the needs of the economies that are opening up to
international competition. To ensure rapid GDP growth, investment rates will
need to remain at high levels.

v In this respect, FDI -in terms of stock per capita at end 2003- has already
been directed to the most promising performers as far as economic
environment is concerned. Table X shows that Hungary and the Czech
Republic have attracted more than 4000 US$ (stocks per capita), followed by
Croatia, Slovenia, the Baltic States and Slovakia (between 2000 and 2500 $)
: Poland is somewhat lagging at 1500 $. The table shows how other South
Eastern European countries are still much behind (around 500 $ per capita).
The size of the market ("gravity"), its geographical proximity from equity
investors, the level of wages, are obviously important factors. But the quality
of policies play also a significant role: liberal foreign exchange and trade
regimes, public sector reforms including deregulation to improve
competitiveness are stimulating factors for attracting FDI as the table shows.

v The European Union has still to adjust its own decision making process to
facilitate the enlargement. But the "constitution" negotiated in 2003 has not
been approved. The French and Dutch "No" last May-June have stopped the
process. Therefore the Nice Treaty is in force in spite of the imperfections of
its decision making process.
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