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Abstract

This paper assesses the impacts of Economic and Monetary Union and the euro on
developments within the eight most advanced accession candidates in Central and Eastern
Europe. The single currency completes the project for a single market in Europe, and overall,
clear efficiency gains for participating countries are expected. This should spur foreign trade
with e.g. the accession countries. Accession candidates may use a variety of foreign exchange
rate regimes before they join the EU, but ultimately their economic policies become a matter
of common interest. Pressure to peg to the euro obviously increases as membership approaches,
but there is compelling evidence that countries should hold back on pegging to the euro until
they have achieved sufficient convergence to attain credibility for a policy of fixed exchange
rates.
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1 Introduction

This report briefly assesses effects introduction of the euro could have on the economic de-
velopment of the transition countries of Central and Eastern Europe (CEE) that have applied
for EU membership.

The third phase of the Economic and Monetary Union (EMU) and the introduction of the
euro at the start of 1999 profoundly changed the economic environment — not just in Europe
— but globally. In the eleven countries participating in the euro area (the euro-11), national
independence in determining monetary and exchange rate policies has been replaced by the
European System of Central Banks (ESCB) which sets monetary policy for the euro area as a
whole. Monetary policy in the euro area, while conscious of conditions in individual coun-
tries, necessarily concentrates on area-wide aggregates and averages. Therefore, at the na-
tional level, the most important remaining policy instrument for adjustment to various exter-
nal and internal shocks is fiscal policy. Such fiscal adjustment, naturally, is easier if the other
institutions in the economy are flexible. This applies especially to the labour markets, which
in most EU countries are still quite rigid; a situation readily seen in terms of high structural
and realised unemployment relative to other developed economies.

The euro area, which is roughly comparable to the US in size, is so large that the euro will
undoubtedly have profound implications outside the euro area as well. Slowly, but surely, the
euro is already becoming a significant invoicing currency in international trade. The domina-
tion of the US dollar will undoubtedly continue for years to come, but for countries with close
economic ties to the euro area, the euro continues to become an ever more attractive alterna-
tive. The euro is already an important investment currency and has created large and liquid
securities markets in Europe. This is evidenced by the increased issuance of euro-denomi-
nated securities. This may affect capital flows in the future as investors try to take advantage
of these liquid markets.

Because of their geographical proximity and intense economic relations with euro area
countries, the euro will have great impact on CEE countries.! Much of their trade is already
with the EU. They may switch much of their borrowing into euros to better take advantage of
the liquid euro securities markets. Moreover, use of the euro may increase capital flows to the
CEE countries as investors diversify their portfolios.

The introduction of the euro has already affected the exchange rate regime in many CEE
countries. Many countries have pegged directly to the euro or to a basket where the euro plays
a significant role. It seems likely that most CEE countries will eventually participate in mon-
etary union. In the interim before joining, however, they must decide themselves on appropri-
ate exchange rate and monetary policies.

CEE countries currently employ a wide variety of foreign exchange regimes. As mem-
bership in monetary union presupposes exchange rate stability for two years prior the mem-
bership, this generally is interpreted as two years of membership in the exchange rate mecha-
nism (ERM). New members therefore need to time their participation in ERM (ERM2, actu-
ally) when it is widely perceived that they can proceed without problems to complete mon-
etary union. Holding back prevents speculative pressure against their currencies and increases
the credibility of their economic policies in general.

Aspirant countries may use a range of exchange rate regimes before EU membership.
Larger countries have moved towards free-floating rates. The Czech Republic, for example,
uses inflation targeting as the basis of its monetary policy framework. Among the smaller
countries, fixed exchange rates seem the better choice.
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Certain problems are common no matter what exchange rate regime a country chooses.
For example, successful transition economies typically receive large capital inflows. Thus,
even if the home currency is allowed to float and appreciate in response to these flows, they
can destabilise the domestic economy if other components of economic policy-making are
not appropriately calibrated. This problem is most pronounced in countries with fixed ex-
change rates, which places great demands on fiscal policy and, e.g. financial sector supervi-
sion.

We now look at the effects of the introduction of a common currency in the CEE coun-
tries. We try to gauge how the creation of a truly unified market inside the EU will affect the
foreign trade and capital flows of CEE countries. Finally, we look at the different exchange
rate arrangements currently in use in CEE countries and analyse what paths are available to
countries moving towards monetary union.

2 Some implications of the euro for the outside world

The euro area eventually will constitute an economic power that rivals the US. Already its
share of global trade is approximately 20% and the euro is the second largest currency in the
world. In many respects, the US dollar continues to dominate, however. The share of the
main European currencies now in euro in the foreign reserves of world’s central banks was
slightly over 20% in mid-1990s, whereas the share of the US dollar was over 50%
(Alogoskoufis and Portes, 1997). In 1992 the US dollar was still used in over half of the
global trade as an invoicing currency (IMF, 1997).

At the moment the US dollar is clearly the most widely used currency both as a me-
dium of exchange and store of value. It is still the most widely used as a reserve currency by
the world’s central banks. There are clear externalities in using a single currency for various
transactions, so the shift towards the euro should be quite slow at first. Eventually, companies
inside the euro area, due to its size, will gain leverage over their customers on the invoicing
currency used. Since the use of the euro will eliminate their currency risk, they will want to
move to the euro. For companies operating in countries that have pegged their exchange rates
to the euro, the use of the euro will be relatively risk-free as well. (Table 1 shows the Euro-
pean countries currently pegging to the euro or to a basket in which the euro plays a signifi-
cant part.). These factors will help to increase the use of the euro as a medium of exchange.

It is still an open question as to how many euro notes will be used and demanded
outside the euro area. In some Eastern European countries, the German mark has been widely
used as a store of value, so it is natural to expect that the euro will replace it in this regard.
Potentially more important is the use of dollars in Russia and other more populous transition
economies. The dollar is widely used as a store of value and as a medium of exchange for
many big-ticket items. Estimates of the amount of dollar notes in circulation inside Russia
vary widely, but e.g. Brodsky (1997) presents estimates from $20 billion to $30 billion. If the
euro displaces to some extent the US dollar in the heavily dollarised economies, the demand
for cash euros will higher than otherwise. Correspondingly, the seigniorage accruing to the
ESCB would be higher.

The deepening of financial markets inside the euro area will increase the attractive-
ness of the euro as a store of value. If euro-denominated securities markets grow and become
more liquid, they will be increasingly attractive for investors outside the euro area. This ap-
plies both to private and official investors, and as was mentioned in the previous section,
these markets have already received a sizeable boost from the introduction of the euro.
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The euro area offers a viable alternative to investments in the US as the liquidity and
diversity of euro markets grow. It is unlikely that other markets anywhere will match the US
and euro markets in this regard. However, there may also be an opposite reaction. The disap-
pearance of national currencies creates a need to diversify portfolios. This means that some
capital outflows from the euro area should also be expected. For example, there might be
larger demand for securities from the more advanced EU accession countries. On the global
scale, these capital flows remain small, although they may be quite large for the recipient
countries themselves. During 1999, the euro area as a whole had a current account surplus
and correspondingly a deficit in the capital account.

Banks may give an additional boost to the use of the euro. Many central banks in
regions geographically and/or politically close to the euro area have already pegged to the
euro or to a basket where the euro plays a major role. If other central banks also start to use the
euro as a reserve, and even an intervention, currency (a role currently reserved almost exclu-
sively for the US dollar), the use of the euro will be enhanced in the private sector.

The euro has already started to influence development outside the euro area. It is quite
widely used as an anchor currency by many small economies. Euro-denominated capital
markets grew in the past year quite vigorously, and this growth is expected to continue. There-
fore, the euro area will attract additional capital inflows. There will also be capital outflows
from the euro area as investors inside the area seek to diversify their currency portfolios.

3 The impact of the third stage of EMU and the euro on CEE economies

In this section we discuss issues specifically dealing with the effects of EMU and the euro on
the EU accession countries of Central and Eastern Europe. We concentrate on those countries
likely to join the EU soon. First, we examine the likely consequences for the trade between
the euro area and the CEE countries. Then we turn to possible effects for capital flows. The
last subsection deals with the issue of foreign exchange rate regimes in the accession coun-
tries. The choice of the exchange rate regime will depend to a great extent on the size and
direction of foreign trade and capital flows, but other considerations also play a role.

3.1 Impact on foreign trade flows

In this subsection we analyse the impact of the introduction of the euro on the external trade
of CEE countries. First, we analyse the impact of Stage 3 of EMU on the demand for CEE
countries’ exports in the EU. Second, we focus on decreasing transaction costs in external
trade that accompany the introduction of the euro. We end with a discussion of recent devel-
opments in trade between CEE countries and EU-15/euro-11.

3.1.1 Changes in demand for CEE products in the EU

Deepening economic integration within the euro area countries will be one of the most im-
portant results of the common currency. The foremost stimulus for this integration is the
elimination of exchange rate risk between euro area states. Bekx (1999)? identified two types
of positive economic gains that should result from the elimination of exchange rate risk, and
in turn should increase euro area demand for export products from the CEE countries.
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First, the elimination of exchange rate risk and lower transaction costs could be ac-
companied by microeconomic efficiency gains within the EU. As a result, intra-EU trade
should increase, increasing overall factor productivity. The larger capital stock will lead to a
permanent increase in the GDP of these countries. While an increase in intra-EU trade will
also divert some trade away from CEE countries, the net effect is still expected to be positive.

Second, elimination of exchange rate risks in the euro zone combined with more
prudent fiscal and monetary policies should lead to macroeconomic stability effects. These
include lower interest rates (which stimulate investment) and lower variability of prices, in-
terest rates, output and other macroeconomic variables (which boost economic growth in
euro area countries).

An IMF study (1998) found that a 1% increase in euro area GDP could lead to an
approximately 0.2-0.5% increase in CEE countries’ GDP and a 0.7-1.5% increase in CEE
exports. The WIFO (see Backe, 1999) has estimated the potential boost given by the Stage 3
of EMU in the medium term should translate into a 1.75% cumulative increase in euro area
GDP.

The start of Stage 3 of EMU can also be expected to speed up EU structural reforms.
The IMF (1997) concluded that if this scenario were to realise and bring about an increase in
flexibility of real wages and decrease in the natural rate of unemployment, GDP of the euro
area countries could be approximately 3 per cent higher than in its World Economic Outlook
base scenario. Based on the Fund’s 1998 study, it could be concluded that, by 2010, the
cumulative impact of structural reforms in the EU to the GDP and exports of the CEE coun-
tries could be respectively 0.6-1.5 percentage points and 2.1-4.5 percentage points. However,
there are factors that may diminish these positive scenarios. Most analysts expect the euro to
accelerate structural reforms and boost economic growth, but there is nevertheless a risk that
these structural reforms do not materialise. If this is accompanied by large asymmetric shocks
across the euro area, the end result might be lower growth and more volatility. The IMF
(1997) calculated an unfavourable scenario with no structural reforms inside the euro area,
where GDP was 2.5% lower than the baseline in the medium term. In other words, the differ-
ence in GDP levels between the scenarios with and without structural reforms is approxi-
mately five per cent after five years.

There is the further risk that national fiscal authorities will disregard the stipulations
of the Stability and Growth Pact, which would certainly be reflected in the external value of
the euro and in euro-wide interest rates. The positive effects of the euro should therefore not
be taken for granted. It is important to monitor the progress of structural reforms in euro area
countries.

3.1.2  Changes in the transaction costs of CEE foreign trade

In addition to accelerating euro area GDP growth and, consequently, the EU demand for CEE
goods and services, the common currency decreases transaction costs in foreign trade of the
CEE countries. The extent of this impact will depend on the share of the euro in CEE coun-
tries’ foreign trade. The higher the share of the euro, the greater the decrease in transaction
costs related to export and import. A firm and credible peg to the euro will also decrease risks
associated with exchange rate movements for the companies operating in CEE countries.

In the medium term, there are several factors that support the increase in the share of
the euro in external trade transactions. The share of the US dollar in trade between CEE
countries and the EU has been approximately 40%. As many CEE currencies now track the
euro, the current high share of the dollar is simply inconvenient (Kohler and Wes, 1999).
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Moreover, an increase in the importance of the euro will probably result from the increasing
share of the euro zone in the external trade of the CEE countries, in other words, as the
economic integration between these two zones deepens.

For CEE countries credibly linked to the euro, the transaction costs can be substan-
tially lower. If the number of countries fixing their currencies to the euro is relatively great,
the advent of the euro can stimulate intra-CEE trade as well. This depends on regional trading
patterns, of course.

Kohler and Wes (1999) have drawn attention to the fact that diminishing transaction
costs could also support external trade on a broader scale. To the extent that increased compe-
tition highlights restrictive trade practices from the EU, it also accelerates the process of
dismantling tariff and non-tariff barriers. This should be particularly important in “sensitive
sectors” such as agriculture and steel. Thus, on the one hand, EMU can facilitates accelerated
growth in markets important for CEE countries, while on the other hand, improving their
access to these markets.

3.1.3 Trends in CEE foreign trade with the EU

Since the start of transition, CEE foreign trade with EU countries has increased rapidly. In
1997-1998, EU trade of the main countries studied here exceeded 60% of their total foreign
trade (Table 2). The share of exports to the EU is especially high in Hungary and Poland,
while the share of EU imports is highest in Estonia and Slovenia. Although there are no exact
data on the structure of CEE foreign trade in 1999, preliminary information indicates that
since the 1998 Russian financial crisis, the share of EU trade in CEE foreign trade has in-
creased further. For instance, in the first half of 1999, year-on-year exports from Hungary and
the Czech Republic increased by 18 and 12 per cent respectively (Eurostat, 1999). In the
same period, the EU’s share increased by 8 and 7 percentage points respectively in the share
of Estonia’s and Latvia’s exports.

Although there are no recent data for trade between the CEE and euro area countries,
statistics from 1995-1997 indicate that trade of the CEE countries with the euro area varies
greatly (Table 3). Based on these data, three sub-groups with differing degrees of trade ties
can be discerned among the CEE countries. Within the first group (Slovenia, Estonia and the
Czech Republic), trade with the euro area in these three years reached approximately 60-70%
of their GDP. In the second group (Hungary and Slovakia), the figure was between 45-54% of
GDP, and in the third group (Latvia, Poland and Lithuania), the ratio of trade with the EU and
GDP was approximately 24-32%. These data suggest that, ceteris paribus, changes in the
economic activity in the euro area should have the greatest impact on the countries of the first
group (that is, Slovenia, Estonia and the Czech Republic) and the least impact on economies
in the third group (Latvia, Poland and Lithuania). Here, one has to remember that the share of
trade with the EU in the GDP of the CEE countries as well as its structure by the countries can
change significantly even in the medium term.

The IMF (1998) noted several factors behind the rapid growth in the trade between
the CEE countries and the EU (as well as the euro area). First, the EU’s extension of its
Generalised System of Preferences and the signing of new trade agreements have improved
CEE exporters’ access to EU markets. Second, trade has intensified significantly because the
artificial barriers to such trade connections were dismantled at the start of transition. Several
studies based on gravity models predicted that there would be a substantial increase in trade
with EU, implying a rapid and substantial reorientation of exports toward western Europe
from Council of Mutual Economic Assistance (CMEA) structures based on bureaucratic com-
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mands. Third, exports to the EU reflect in part a redirection of goods from the CMEA to other
markets through significant cuts in price, or so-called distress exports. Last, structural re-
forms in the CEE and policy measures aimed at macroeconomic stability have helped facili-
tate trade between the EU and CEE countries.

In addition the increase in the EU share in CEE exports, the export base in the CEE
countries also changed. In Poland, Hungary, Slovakia, the Czech Republic and Slovenia, the
share of food and agricultural products, raw materials and fuel products in the commodity
structure has decreased and the share of machinery and transport equipment increased (Table
4a). In the Baltic countries, the changes in export structure are somewhat less pronounced. In
Estonia, and to a lesser degree Lithuania, tendencies similar to these in the Central European
countries can be observed. In Latvia, there has been a decrease in the share of machinery in
the export structure (Table 4b). Overall, there has been a shift towards higher value-added
products in CEE exports to the EU, the income elasticity of which is, as a rule, higher than
that of lower value-added goods. If this is indeed the case, the volume of CEE exports should
become more dependent on changes in EU economic activity.

Changes in the relative factor intensity of the region’s exports to Western Europe in
the past few years also indicate that within the period 1993-1996 there has been a change
towards higher value-added exports in several countries (ECE, 1998). According to Krause
classification,® which measures increases between 1993 and 1996 in the contribution of rel-
evant groups, the most dynamic commodities in the Czech Republic, Estonia and Hungary
were in the technology-intensive group, whereas in Poland, Slovakia and Slovenia the share
of human capital-intensive exports increased most noticeably (Table 5). Only in Latvia and
Lithuania did commodities in the unskilled-labour intensive group have the largest contribu-
tion. According to Lary’s classification,* when the export baskets of 1993 and 1996 are com-
pared, the most dynamic group of exports in Hungary, Slovakia and Slovenia were capital-
intensive goods, while in the Czech Republic and Estonia, goods in the skilled labour-inten-
sive group exhibited the largest gains in share (Table 6). This classification also proves Latvia
and Lithuania to be the exceptions, where the strongest growth was in the group of unskilled
labour-intensive goods.

If one assumes that the income elasticity of demand for imports with higher value-
added is larger than that of goods with lower value-added, changes in the level of euro area
GDP should ceteris paribus have a larger impact on exports from Hungary, the Czech Repub-
lic, Slovenia and Slovakia, and correspondingly, a smaller impact on exports from the Baltic
countries. This argument is supported by the fact that according to Krause classification (also
valid for the Lary classification) the share of technology-intensive and human-capital inten-
sive goods in exports to the West was approximately 55%. In the case of the Baltic countries,
the share of such goods was merely 7-27%. However, one has to keep in mind that the share
of higher value-added goods in total exports increased during the period of 1993-1996 in all
countries, except Latvia and Lithuania. If successful structural changes in the CEE countries
continue, the share of higher value-added goods should increase, and thus one could expect
that income elasticity of the demand for exports from CEE to increase in the future. Conse-
quently, the impact of the euro on euro area GDP should have an even larger impact on
economic growth in CEE countries.’
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3.1.4 Areas of greatest impact

To a large extent, the advent of the euro on the economies of the CEE countries reveals itself
via two channels of external trade links. First, the introduction of the common currency should
accelerate output growth in the euro area, which will ceteris paribus increase demand for
CEE exports. Introduction of the common currency will create some trade-diversion effects,
but the net effect for CEE exports should be positive. Second, the start of Stage 3 of EMU
should lower trade-related transaction costs for the CEE countries.

Considering the intensity of CEE trade with the euro area, changes in economic activ-
ity of the euro zone should have the greatest impact on Slovenia, Estonia and the Czech
Republic, where the volume of trade with the euro area reached approximately 60-70% of
GDP. The impact of decreasing transaction costs should also be especially marked in these
three countries. Considering the commodity structure of Western exports of the CEE coun-
tries, changes in economic activity of the euro area should have the largest impact on Hun-
gary, the Czech Republic, Slovenia, and Slovakia.

3.2 The impact on capital flows

In this subsection we analyse the impact of the introduction of euro on foreign investment
flows into CEE countries. Initially we will concentrate on the impact of Stage Three of EMU
on inflows of portfolio and other investments. Secondly we will focus on the impact of the
advent of the euro on foreign direct investment flows into the CEE countries. The last part of
this chapter is dedicated to recent developments in foreign investments into the CEE coun-
tries.

3.2.1 The impact of the euro on portfolio and other investments to CEE countries

Interest rate levels in the euro area
The introduction of euro can influence investment flows into CEE countries through its effect
on euro area interest rates. As short-term foreign investments account for approximately 40-
50 per cent of total foreign investments made into CEE countries (ECE, 1999),6 it is obvious
that changes in the level of euro area interest rates is an important determinant of capital
flows between CEE countries and the EU. In numerous studies concerning the determinants
of the capital flows into emerging markets the US dollar interest rate has been found highly
influential. As the CEE countries do receive most of their capital inflows from the euro area
countries, the euro interest rate is important. Ceteris paribus, a decline in the level of interest
rates in the euro area should stimulate capital flows into CEE countries and vice versa.
Money market interest rates in the euro area have been lower during the first nine
months of 1999 than in two previous years. In general terms, the same is true for yields on
government bonds; however, these have shown a rising trend starting from the second quarter
of the year as inflation expectations have risen. If the pick-up in the economic activity contin-
ues, bond yields could increase further, although the most recent interest rate increase by the
ECB seems to have had a positive effect on bond prices. Higher interest rates inside the euro
area would dampen the outflows of short-term investments into the CEE countries.
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Portfolio diversification

During this decade foreign investments into developing countries (including CEE countries)
have been partly stimulated by the investors’ desire to diversify their asset portfolios. This
trend is partly evidenced by sharply higher share of portfolio investments into equity securi-
ties in the structure of capital flows directed to the developing countries as compared to the
capital flows in the past decades. One factor behind this trend of portfolio diversification is
the deepening of capital markets in developing countries.” The other factor has clearly been
the low correlation of returns in industrial and developing countries.®

A more specifically euro-related factor behind increasing foreign investment flows
into the CEE countries could be the convergence of interest rate levels in the southern EU
countries (Portugal, Spain, Italy, and to some extent, Greece) with the interest rate levels in
so-called core countries of the EU. Since investors aim to diversify their portfolio structure to
include assets with different risk and yield combinations, the CEE countries may become
partial substitutes for southern European countries. The IMF (1998) considers the Czech
Republic, Poland and Hungary to be most likely candidates that offer assets with a higher
yield and higher-but-moderate risk combinations.

Frankel (1996) has found that exchange rate stability and economic integration in-
crease asset price correlation between different countries. Presuming that the introduction of
the euro will provide a stimulus for further economic integration as well as a higher degree of
synchronisation of macroeconomic performance between the euro area countries, changes in
financial asset prices in these countries could become more correlated. This tendency can
force investors to seek non-euro area opportunities for diversification of their portfolios. In
other words, the trend towards greater economic integration in the euro zone should increase
capital inflows also into CEE countries.

Investment and borrowing in euros by CEE countries
Prati and Schinasi (1997) as well as McCauley and White (1997) have argued that highly
integrated, larger, and more liquid securities markets in the euro area will attract international
investment flows to euro zone, diverting the potential flows into the CEE countries. On one
hand, if this scenario were to realise, CEE investments into euro area countries could in-
crease. On the other hand, euro area investments outside of the area may decrease. Data from
the ECB (1999) indicate that at least in the first half of 1999 there were sizable outflows of
capital from the euro area: the deficit on the financial account was €61.4 billion. In part, this
reflects the current account surplus the euro area as a whole currently has (€26.7 billion in the
first six months of 1999), but it should be noted that errors and omissions are also very large
in the euro area balance of payments (+€28.5 billion in the first half of 1999). These errors
and omissions can be interpreted to represent unrecorded investments into the euro area. If
the economic activity inside the euro area accelerates clearly, this current account surplus will
decrease and correspondingly the capital outflows from the euro area should also decrease.
The advent of the euro might increase borrowing in euros by non-EU countries (in-
cluding CEE countries) since non-EU borrowers would have access to the larger, more lig-
uid, and more competitive financial markets that EMU will generate. The IMF (1998) has
explained this likely tendency with the fact that EMU is expected to increase substantially
competition in the markets for the underwriting of bond issues and syndicated loans, which
will tend to reduce the cost of issuing in the European bond markets and of obtaining syndi-
cated loans. The introduction of common currency could significantly improve cross-border
payment systems in the euro area as well as the integration of the euro area and non-EU
countries payment system. Together with ongoing deregulation and technological process in
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the financial systems of both EMU and non-EU countries, and capital account liberalisation
in the latter, these factors should also stimulate borrowing by non-EU countries in the euro
area. Latvia and Lithuania issued several euro-denominated bonds during 1999 without even
pegging to the euro first.

3.2.2 The impact of the euro on foreign direct investments to CEE countries

This subsection discusses the possible effects the euro might have on foreign direct invest-
ment (FDI) flows into CEE countries.

Developments that could have a positive effect on FDI inflows into CEE region in-
clude an increase in investment demand in the euro area, which might spill over to geographi-
cally close CEE countries. Heightened competition in the single market brought on by the
introduction of the common currency may encourage EU entrepreneurs to take more advan-
tage of low production costs in CEE countries.

However, the probable positive output effects of the new currency in the euro area
itself could also increase investments made into the euro area countries. This situation might
leave less FDI available for other regions (including CEE countries).

Bekx (1998) listed several factors arising from the common currency that stimulate
FDLI. First, there are integration dynamics, that is, the outlook for higher growth perspectives
in the EU and the various advantages linked with the completion of the single market will
incite foreign firms to increase their level of FDI. Second, structural changes in EU financial
markets could create broad, deep, and liquid securities markets following the completion of
the single market in financial services. This could encourage FDI as transaction costs of
equity purchases are reduced. Higher liquidity in the debt markets reduces borrowing costs of
EU subsidiaries or branches of foreign companies. Bekx concluded, however, that the overall
impact of the introduction of the euro on FDI is relatively small.

We should note here that the one of the main reasons for FDI into the CEE countries
is access to a local or regional market or the exploitation of first-mover advantages (Lankes
and Venables, 1996). For that reason, diversion effects of EMU on net FDI inflows to CEE
countries need not be significant.

3.2.3 Trends in capital flows to CEE countries

As Table 7 shows, the period 1995-1997 was characterised by intensive net capital inflows
into the CEE countries of interest here. The influx of capital peaked in 1995 at USD 21
billion. As foreign investment flows into Hungary and the Czech Republic subsided, how-
ever, annual net inflows decreased somewhat in 1996-1998 to USD 13-19 billion.

There are several factors behind net inflows of foreign capital into CEE countries.
Claessens (1998) has found that differently from foreign investments into Latin America and
Southeast Asia, investments into CEE region depend largely on domestic factors, most im-
portantly on structural reforms and stability-oriented macroeconomic policies in these coun-
tries. As the transition from a planned economy to a market-based economy progresses, the
importance of structural reforms might be expected to diminish somewhat. A stable macr-
oeconomic environment will always be an important determinant of foreign investment.

During the period 1995-1998, the annual FDI into this region reached approximately
USD 7-12 billion (Table 8), approximately 45-60% of all foreign investments in these coun-
tries.” The largest inflow of FDI was USD 12 billion in 1998.1° During this period, the ratio of
FDI to GDP was relatively high in Estonia, Latvia, Hungary and the Czech Republic, and
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relatively low in Slovenia and Slovakia. If the introduction of the euro has any effect on FDI
flows into CEE countries, the effect should be most powerful in Estonia, Latvia, Hungary and
the Czech Republic, and least evident in Slovenia and Slovakia.

In Table 9 we note that, during the period 1995-1998, the CEE countries under con-
sideration attracted high levels of capital in the form of loans and debt securities. This devel-
opment was most evident in 1997, when the level of loans and debt securities reached USD
12.7 billion. Since the end of 1997, however, it has been more difficult for emerging market
borrowers to raise funds in the international financial markets. This has affected also the CEE
countries in 1998 and the first half of 1999.! In the wake of the Russian crisis in August 1998
and devaluation of the Brazilian real in January 1999, access of CEE countries to interna-
tional debt markets was drastically reduced. Initially, the conflict in Yugoslavia also disrupted
debt issuance by the transition economies, but since then the conditions for CEE countries to
raise funds in international financial markets have eased. These developments reveal that in
the short-term, non-FDI flows to CEE countries are highly influenced by general develop-
ments in emerging markets. The impact of the euro on foreign portfolio investments and
investments into CEE countries should therefore become evident mostly in medium and long
term.

3.2.4 Are CEE countries attractive investments?

The introduction of euro affects capital flows into and out of CEE countries through many
channels. The introduction of the common currency has tended to lower euro area interest
rates. In addition, the interest rates will likely be less volatile than in the past. Lower interest
rates create an incentive for capital outflows from the euro area. Creation of a common cur-
rency also forces European investors to diversify their asset portfolios away from the euro
area. These factors increase capital flows into the CEE countries. Introduction of the euro has
already led to more liquid capital markets inside the euro area, which increases the attractive-
ness of lending and borrowing in euros. Additionally, the introduction of euro could boost
economic activity in the euro area and make euro area investments more attractive. This
would have a negative impact on FDI into CEE countries.

Given the different importance of FDI in different CEE countries, we assume that, at
least in short-term, changes in the attractiveness of investments into the euro area and the
region’s economic activity should have the greatest impact on the economies of Estonia,
Latvia, Hungary and the Czech Republic. The impact of the common currency on portfolio
investments should be most noticeable in Poland, the Czech Republic and Hungary, which
have the largest domestic financial markets.

3.3 The impact of the euro on foreign exchange regimes in CEE countries

The creation of a single currency also affects the exchange rate and monetary policies in the
CEE countries. As the countries discussed here prepare for membership in the EU, a range of
policy options present themselves. Although the accession process itself is clearly a separate
issue from the euro as such, in this section we consider its likely effects on the exchange rate
policies in the CEE countries in the medium-term. We look first at the existing exchange rate
arrangements and how the euro has changed these. We then review the main arguments for
fixed and floating exchange rate regimes and how they apply to CEE countries. Finally, we
assess the kind of regime these countries are likely to have when preparing for the member-
ship in the EU and monetary union.'?
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3.3.1 Present exchange rate arrangements

At the moment the CEE countries under review here have widely different exchange rate and
monetary policies. Table 1 lists the present exchange rate arrangements. They range from the
currency board peg to the euro in Estonia to a floating/inflation targeting regime in the Czech
Republic. In many countries the arrangements have changed over time. In many transition
economies, an exchange rate anchor has been used to help stabilise the economy.

It appears that smaller countries currently are more likely to prefer fixed exchange
rates. All three Baltic countries have maintained rigidly fixed exchange rates for several years.
Slovenia has had a managed float for years, but in practice the tolar has been very stable
against the German mark and the euro. Slovenia has maintained more restrictions on the
capital account than many other transition economies, which may have helped its central
bank maintain stability of the currency in the absence of a more formal commitment to ex-
change rate stability.

In larger CEE countries, the exchange rate regime is usually more flexible. In the
Czech Republic, for example, the exchange rate floats and the central bank pursues an infla-
tion target. The Czech Republic had a fixed exchange rate until spring 1997, but was forced
to let the currency float in the face of speculative attack. The Polish zloty follows a crawling
peg with a wide band around its central parity. This gives the Polish central bank substantial
room to manoeuvre. Poland has also maintained minor restrictions on the capital account.
The zloty is now pegged to a currency basket with a 55% euro weighting. Hungary maintains
a crawling peg regime with a tight band around parity. Hungary uses a 70% euro weighting in
its currency basket. Slovakia followed the Czech Republic in floating its currency in October
1998.

All CEE countries applying for EU membership have liberalised their current account
transactions, but in some instances restrictions on capital account remain. Restrictions on the
capital account may help central banks maintain fixed exchange rates, but in the end they are
no substitute for economic policies aimed at a stable currency. EU membership requires com-
plete liberalisation of capital flows, and most probably accession countries will implement
this well in advance of membership (some have already done so). Maintaining exchange rate
stability (if so desired) cannot be based on restrictions of capital inflows and outflows. As
capital flows can be quite large for the economies in question, they present a difficult chal-
lenge to policymakers.!

3.3.2  Fixed or floating exchange rates?

Some CEE countries have pegged to the euro or to a basket of currencies, some countries
float their currencies. Which approach is best? In this subsection we review the main argu-
ments presented in the literature for and against fixed exchange rate and assess their rel-
evance to CEE countries.

The analytical literature on the effects of fixed exchange rates and currency unions
begins with Mundell (1961). A subsequent theme developed in the literature says that coun-
tries have more to gain from fixed exchange rates when they are more open to foreign trade.
As smaller countries are usually more open to international trade, smaller countries usually
have more to gain by fixing their currencies or joining a monetary union. The more open an
economy, the faster the changes in the external value of the currency transmitted to domestic
wages and prices. This makes the exchange rate policy less effective in e.g. maintaining the
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external balance. Because the domestic price level is so responsive to changes in the ex-
change rate, the volatility of the exchange rate can cause also volatility in prices, something
authorities usually try to avoid.

Pegging a currency reduces the exchange rate risk in respect to the country to which
the currency has pegged, which will ceteris paribus increase trade between the two countries.
And as long as the peg remains credible, the interest rates of the country pegging should be
fairly close to the anchor country.

In a very small country, the domestic currency may even start to lose some of the
traditional roles assigned to money. If banks and companies use foreign currencies widely,
the domestic currency can lose its status as a unit of account. If most transactions are carried
out in foreign currencies (in many countries big-ticket items like cars and apartments are
bought and sold in foreign currency), the domestic currency loses part of its role as a medium
of exchange. In many CEE countries, foreign currency deposits form a large share of all
deposits, so a large part of savings and presumably transactions are carried out in foreign
currency. This would speak for fixed exchange rates.!

Fixing the external value of the currency is not without costs (see Isard, 1995). A
flexible exchange rate better shields the economy from nominal shocks from abroad, while a
fixed exchange rate is generally thought to be better in stabilising the effects of a domestic
nominal shock. If the real shocks to the economy pegging its currency are different from the
ones hitting the country to which the currency has been pegged, a fixed exchange rate may
carry some substantial real costs.

If the fixed exchange rate comes under pressure (e.g., underlying economic policies
have not been compatible with the peg, the economy is hit by a large external shock), mount-
ing a defence with higher interest rates will clearly be costly for the economy. Whether or not
the peg is abandoned during the attack, higher interest rates are sure to increase the financial
distress for domestic borrowers. On the other hand, if companies and even households have
borrowed in foreign currencies, then abandoning the peg could also prove costly as recently
seen in Thailand.

3.3.3 Foreign exchange regime in the CEE countries before membership
in the monetary union

When the current EU applicants finally join the European Union,' they commit to fulfilling
the stipulations of the Maastricht Treaty and eventually joining the monetary union. In the
realm of monetary policy, all applicant countries know the point-of-no-return. They may ar-
rive at different times, but route there is clear. What is not clear is how the exchange rate and
monetary policies should be handled before membership in the monetary union.

Before joining the monetary union countries must be members in ERM?2 for at least
two years without changes in the central parity of the currency.!® It is hard to imagine any
country joining the ERM2 with the expressed intention of seeking a realignment somewhere
in the future. No country should join ERM2 until it can credibly make a commitment to fix its
exchange rate permanently. When can a country make a credible commitment? Presumably
when it is perceived that all structural problems that might hinder adoption of a single cur-
rency have been resolved and the country has achieved sufficient nominal and real conver-
gence with the euro area. In the realm of structural policies, it could be costly for a country to
join the monetary union if its labour markets were significantly more rigid than other coun-
tries of the union. Considering the current accession countries, this probably is not the case in
general. However, some countries may offer a supply of labour with different characteristics
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than those demanded by buyers of labour. Kuddo (1998), for example, calls large parts of the
labour force in transition economies “functionally illiterate,” meaning that they lack the skills
needed to compete in a market setting. If such rigidities cause high structural unemployment,
a country would face difficulties in fulfilling the Maastricht criterion on budget deficits due
to high social security outlays.

The structure and development of the financial sector also affect the decision to par-
ticipate in ERM2 and subsequently monetary union. As seen, current euro area members
themselves have significant differences in their financial sectors. However, in many acces-
sion countries the level of financial intermediation is still quite low, which might make the
economies respond quite differently to the common monetary policy. It is also critical from
the perspective of other euro area and EU members that banking and financial supervision is
adequately handled in the new member countries. The new member countries must ensure
that all banks in their countries are ready to use the euro system’s monetary policy instru-
ments.

However, it would be very hard to argue for some level of per capita GDP that the new
members should achieve before joining the ERM2 and monetary union. The current mem-
bers of euro area differ vastly in per capita GDP. Membership in monetary union (and ERM)
has not prevented Portugal from growing quite rapidly in the past few years. The new mem-
ber countries will further widen the distribution of per capita GDP in the EU. Boone and
Maurel (1998) find that CEE countries’ (excluding the Baltics) business cycles are actually
quite highly correlated with the German cycle, despite the wide discrepancy in per capita
GDP.

Thus, new member countries need to achieve nominal convergence as specified in the
Maastricht Treaty before joining the monetary union. If one looks at the track record of the
more successful CEE countries in the fiscal policy (see Table 10), it is probable that they will
have little trouble in meeting the criterion on public sector deficit in normal times. On the
debt criteria they should pass easily. Of course, it should be remembered that the way general
government deficits are now defined may not be compatible with the definitions of the
Maastricht Treaty (Masson, 1999).

This leaves the inflation criterion. Is it realistic to expect that the new member coun-
tries attain high nominal convergence in this regard without endangering real convergence. If
one accepts that the Balassa-Samuelson effect plays a role in determining the real exchange
rate in accession countries, then fixing the nominal value of the exchange rate should auto-
matically result in higher inflation. The level of inflation will depend on the speed of produc-
tivity catch-up. Paradoxically, those countries with the fastest real convergence will be fur-
thest away from convergence in inflation. Here the time dimension is crucial. Assuming the
first new members join the EU in 2005, they must start worrying about the Maastricht criteria
in 2006 and 2007, at the earliest.!” Therefore there is ample time for structural reforms and
catching-up in the accession countries. Backé (1997), on the other hand, argues that pegging
to the euro immediately after the EU accession is probably an optimal policy for only certain
advanced accession countries. As we mentioned earlier, what really counts is that a country’s
peg is deemed credible from the outset. Therefore, the decision cannot be taken lightly (a
point also emphasised by Honohan and Lane, 1999). Presumably the new member countries
have completed most of their structural reforms by the time they join the EU,'® and the differ-
ing structural characteristics of the economy should not be enough to prevent a country from
joining ERM2 and monetary union. As noted in section 2, the present euro area members
differ widely in many aspects of their economies, and even though some convergence is
expected, this will take time.
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It is obvious that the CEE countries are still far from fulfilling the interest rate crite-
rion. In many countries, it is hard to even find a liquid instrument roughly comparable with
government bond in the current euro area members. High real long-term interest rates reflect
both a higher risk premium for CEE countries as well as a liquidity premium due to thin
markets. In larger countries, the liquidity premium may decrease in the future, especially if
the introduction of the euro causes capital inflows into these countries. As general conver-
gence towards EU levels progresses, the risk premium should also diminish. It should be
remembered how much some Mediterranean EU countries were able to cut their interest rate
spreads vis-a-vis German rates in preparation for the EMU. However, for small countries the
interpretation of the interest rate criterion can become problematic. Up until now countries
like Slovenia and Estonia have run very small public sector deficits, and consequently there
really is no market for long-term government debt. If these countries continue with nearly
balanced budgets in the future, they will join the EU without a properly functioning govern-
ment bond market. In such cases, interpretation of the interest rate criterion might be difficult.

Early entry into ERM2 could therefore be possible for certain accession countries.
They could use the credibility and support of ERM2 to maintain fixed exchange rates. New
EU members must completely liberalise their capital movements anyway when they join, so
a unilateral adjustable peg might be impossible to maintain for any length of time. This ques-
tion is especially topical for countries with relatively large and liquid capital markets, namely
Poland, Hungary and Czech Republic (see Masson, 1999). For smaller countries, mainte-
nance of a peg might be easier and more desirable for reasons outlined above." But if a
country wishes to peg, it is safer and more credible to do it in the ERM2. Naturally the ERM2
continues to offer an option of realignment when the central parity is deemed unsustainable.

Before EU membership, CEE countries enjoy freedom to decide on their exchange
rate arrangements. In many countries the experience of (managed) floats seems fairly posi-
tive. In principle, it should be possible to float at least up to EU membership, unless there is
a danger that as capital flows are liberalised, the nominal exchange rate will becomes exces-
sively volatile.” A floating regime with sufficiently large and liquid currency markets may
also help in determining an appropriate nominal exchange rate prior to EU membership. The
smaller the country, the less likely this condition can be satisfied by a floating regime.

For smaller countries pegging is probably the more desirable option. In all likelihood
this peg will be to the euro, both for economic (trade and investment flows) and political
reasons. It is naturally possible that the ESCB would enter into some sort of agreement with
accession countries on their exchange rate policies and stand ready to provide even financial
assistance in case of a speculative attack, but at the moment this seems remote. Since the
ESCB does not have competence over the exchange rate arrangements of the euro area, po-
litical pressures within the EU might argue for such arrangement, but even then the ESCB
would have ensure they do not jeopardise the primary objective of price stability.

It should also be noted that the choice of foreign exchange regime in one country
depends on what the other countries are doing. Korhonen (1999) showed that the desirability
of fixed exchange rates in the Baltic countries changes as more countries choose the same
strategy. The idea is naturally more general, and more important, the smaller the country in
question.

Somewhat more technical is the question of currency boards before the membership
in the monetary union. The current currency boards seem to have served their countries well.
Lithuania has announced it will exit the arrangement, but keeps moving the date back. Cer-
tainly, there are no compelling reasons for Estonia and Bulgaria to give up these arrange-
ments before the membership in the EU. (In Bulgaria’s case membership could take decades,
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so the question becomes how long the current parity is sustainable. The examples of Argen-
tina and Estonia, in contrast, show that currency boards can be in place for a long time with-
out a change in the parity.) It is a trickier question whether a currency board would be compat-
ible with the exchange rate stability criterion of the Maastricht Treaty and ERM2. A success-
ful currency board automatically means exchange rate stability. But since all other members
of the monetary union have been required to participate in the ERM before the union, would
a currency board be compatible with this as well? At the moment there is no consensus on this
issue. If one defines ERM2 merely as a requirement to intervene in the foreign exchange
markets at the agreed band edges, then currency boards are surely compatible. In the present
ERM2, for example, Denmark uses tight bands around the central parity of its currency.

4 Concluding remarks

The effects of the euro on the world outside the euro area are numerous. The euro area has a
significant role in international trade, and the use of the euro as invoicing currency should
increase. Euro-denominated securities markets grew considerably during 1999, making the
euro a more attractive investment currency. Notably, the common currency may also cause
capital outflows from the euro area as investors diversify their portfolios in an attempt to
maintain the desired combinations of risk and yield.

Outside the euro area, the CEE countries are among those most affected by the intro-
duction of the euro. Not only are they dependent on the trade with the euro area, many CEE
countries have also pegged their currencies to the euro or to a basket that includes the euro.
Ultimately, all the countries analysed herein are likely to join the EU and the monetary union.
Before they do this, they have several options in their foreign exchange and monetary poli-
cies. We argue that more advanced CEE countries could join the ERM2 when they join the
EU or soon after to better prepare for their participation in the monetary union. Before EU
membership, larger countries probably will find it most expeditious to choose freely floating
regimes. Large and liquid capital markets help determine the equilibrium exchange rate set
for accession to the ERM?2. Large markets also make the maintenance of a rigid peg more
difficult. For most small countries, the continuation of the present pegs appears to provide the
most attractive option. The standard caveats concerning fixed exchange rates naturally apply
here, so if domestic policies are incompatible with the chosen exchange rate regime, the
regime may come under attack, even if domestic capital markets are poorly developed.

In the pre-accession phase, CEE countries are free to choose their exchange rate re-
gimes, but as soon as they join the EU, they face pressure to participate in ERM2. Not all
countries are expected to join ERM2 immediately upon the EU membership, but eventually
they must do so. Before accession, larger countries may choose a floating regime. This ap-
proach presupposes a certain level of credibility for domestic policy-makers. Small countries
should find pegging more suitable.
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Statistical Appendix

Table 1 European countries pegged to euro or a basket with euro participation
Country Exchange rate regime Features of the arrangement  Peg against
Bosnia and Herzegovina Currency board EUR
Bulgaria Currency board EUR
Croatia Managed floating (EUR used

informally as reference
currency)
Cyprus Peg +2.25% fluctuation band EUR
Czech Republic Managed floating (EUR used
informally as reference
currency)
Denmark Peg within co-operative +2.25% fluctuation band EUR
Arrangement
Estonia Currency board EUR
Greece Peg within co-operative +15% fluctuation band EUR
Arrangement
Hungary Crawling fluctuation band +2.25% pre-announced Basket:

fluctuation band witha0.5% EUR (70%)
monthly depreciation rate USD (30%)

Iceland Peg +6% fluctuation band Trade-weighted
currency basket
including EUR

Latvia Peg SDR

Macedonia Defacto peg

Malta Peg +0.25% fluctuation band Basket:

EUR (56.8%)

USD (21.6%)

GBP (21.6%)
Poland Crawling fluctuation band +15% pre-announced Basket:

fluctuation band witha0.5% EUR (55%)
monthly depreciation rate USD (45%)

Slovakia Managed floating (EUR used
informally as reference
currency)

Slovenia Managed floating (EUR used
informally as reference
currency)

Turkey Managed floating with Basket including
ade facto crawling peg USD and EUR

Source: European Central Bank Monthly Bulletin August 1999
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Table 2 Share of the EU in the CEE countries’ foreign trade
1995 1996 1997 1998
Czech Republic  Export 60.9 58.2 59.9 64.2
Import 61.1 62.4 61.7 63.3
Slovakia Export 374 41.3 45.0 55.8
Import 34.8 37.3 39.5 50.4
Hungary Export 62.7 62.7 71.2 73.0
Import 61.5 59.8 62.8 64.1
Poland Export 70.0 66.2 64.0 68.3
Import 64.6 63.9 63.8 65.6
Slovenia Export 67.0 64.6 63.6 65.5
Import 68.8 67.5 67.4 69.4
Latvia Export 4.1 447 489 56.6
Import 49.8 49.3 53.2 55.3
Lithuania Export 36.4 329 325 38.0
Import 371 42.4 44.3 47.2
Estonia Export 54.2 56.9 56.6 61.7
Import 66.0 72.6 75.3 75.6

Source: WITW Handbook of Statistics: Countriesin Transition 1999 and national authorities

Table 3 Trade indicators of CEE countries
Trade openness Share of trade with Share of trade with
(% of GDP) euro-11 (%) euro-11 (% of GDP)
Czech Republic 1155 52.3 60
Estonia 154.4 44.2 68
Hungary 93.2 575 54
Latvia 106.2 29.7 32
Lithuania 80.9 29.7 24
Poland 54 55.8 30
Slovak Republic 125 36.2 45
Slovenia 111.2 62.8 70

Source: IMF (1998)
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Table 4a Trade by commodity in Czech Republic, Hungary, Poland, Slovakia
and Slovenia

Export structure Import structure

1994 1998 (*) 1994 1998 (*)

Czech Republic Food, beverages and agricultural products 7 6 9 7
Raw materials except fuel 7 4 5 5
Fuel products 6 4 10 5
Chemical products and intermediates 40 26 30 27
Machinery and transport equipment 26 46 35 44
Other manufactured goods 14 15 12 12
Hungary Food, beverages and agricultural products 19 11 7 5
Raw materials except fuel 5 2 4 3
Fuel products 4 2 12 7
Chemical products and intermediates 28 21 33 31
Machinery and transport equi pment 26 51 34 45
Other manufactured goods 18 13 11 10
Poland Food, beverages and agricultural products 12 11 10 8
Raw materials except fuel 5 3 5 4
Fuel products 9 6 10 7
Chemical products and intermediates 34 33 35 34
Machinery and transport equipment 20 26 29 38
Other manufactured goods 21 21 10 9
Slovakia Food, beverages and agricultural products 6 4 9 7
Raw materials except fuel 5 4 5 4
Fuel products 5 4 19 12
Chemical products and intermediates 52 42 30 30
Machinery and transport equi pment 19 33 28 37
Other manufactured goods 13 13 9 10
Slovenia Food, beverages and agricultural products 5 4 9 7
Raw materials except fuel 2 2 6 5
Fuel products 1 1 7 6
Chemical products and intermediates 38 38 32 34
Machinery and transport equi pment 30 35 32 36
Other manufactured goods 24 20 14 12

Source: Economic Survey of Europe 1998 No. 3. United Nations.

(*) January-June 1998
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Table 4b Trade by commodity in Estonia, Latvia and Lithuania
Export structure Import structure
1994 1998 (*) 1994 1998(*)
Estonia Agriculture produce 10 8 6 8.7
Food, beverages and tobacco 12 9 10 104
Mineral products 8 5 14 6.4
Chemical or dlied products 7 8 8 84
Wood and articles of wood 10 13 1 17
Textiles and textile articles 14 11 10 7.3
Base metals and articles thereof 8 7 6 8.6
Machinery and equipment 9 17 20 22.6
Vehicles, transport equipment 8 5 8 10.8
Total above 86 85 84 84.9
Total 100 100 100 100
Latvia Agriculture produce 4 4 6 7
Food, beverages and tobacco 9 9 5 8
Mineral products 2 2 29 10
Chemical or dlied products 7 6 10 12
Wood and articles of wood 20 33 0 1
Textiles and textile articles 13 16 6 8
Base metals and articles thereof 10 9 5 8
Machinery and equipment 9 7 16 19
Vehicles, transport equipment 10 2 7 11
Total above 85 87 84 83
Total 100 100 100 100
Lithuania Agriculture produce 12 9 6 6
Food, beverages and tobacco 12 5 4 6
Mineral products 17 19 33 16
Chemical or dlied products 11 9 9 10
Wood and articles of wood 4 5 1 1
Textiles and textile articles 12 17 7 9
Base metals and articles thereof 6 4 6 6
Machinery and equipment 12 12 16 17
Vehicles, transport equipment 4 9 6 13
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Table 5 Central European and Baltic exports to Western Europe based on factor
intensity, 1993-1996 (Krause classification)
Countries Commaodity groups Structure Avg. Annua RCA*
Growth
1993 1996 1993-1996 1997
Czech Republic  Natural resource-intensive 28.1 21.4 125 0.61
Unskilled labour intensive 25.2 235 19.7 1.72
Technology intensive 18.9 24.5 34.2 0.73
Human capital-intensive 27.8 30.7 27.3 14
Slovakia Natural resource-intensive 26.7 204 251 0.57
Unskilled labour intensive 28.6 23.2 28.3 173
Technology intensive 16.2 20.6 50.1 0.65
Human capital-intensive 28.6 35.8 52.6 1.56
Hungary Natural resource-intensive 332 24.1 11.9 0.68
Unskilled labour intensive 275 20.6 129 131
Technology intensive 22.7 33 42 1.17
Human capital-intensive 16.7 22.3 374 0.94
Poland Natural resource-intensive 38 30.1 8.6 111
Unskilled labour intensive 30.2 304 16.8 222
Technology intensive 115 15 284 0.43
Human capital-intensive 20.2 245 25.7 1.04
Slovenia Natural resource-intensive 17 15.6 11.8 0.55
Unskilled labour intensive 331 28.3 8.3 2.26
Technology intensive 139 15.6 20.2 0.41
Human capital-intensive 36 40.6 19.2 1.64
Latvia Natural resource-intensive 85.2 81.2 24.7 3.03
Unskilled labour intensive 7.6 11.8 49.8 0.99
Technology intensive 53 52 35.9 0.12
Human capital-intensive 19 18 28.2 0.07
Lithuania Natural resource-intensive 74.7 445 1.6 154
Unskilled labour intensive 115 29.1 66.6 2.63
Technology intensive 10.6 20.8 55.5 0.53
Human capital-intensive 3.2 5.6 70.9 0.22
Estonia Natural resource-intensive 52.1 53.8 51.9 211
Unskilled labour intensive 29.9 24.8 39.8 171
Technology intensive 131 14.9 61.2 0.44
Human capital-intensive 5 6.5 727 0.23

Source: Economic Survey of Europe 1998 No. 3. United Nations.

Under the Krause classification, the “Natural resource-intensive” group consists of food, beverages, raw materi-
as, minera fuels, animal and vegetable ails, leather, plywood, mineral manufactures, diamonds and non-ferrous
metals. “Unskilled labour-intensive” represents commodities with the lowest value added per employee and
includes textiles, garments, furniture, glass, etc. Technology intensive group represents goods with the highest
ratios of R& D expenditure to value added and includes chemical's, some capital equipment, telecommunications
equipment, medical scientific and measuring equipment and photographic supplies. “Human capita-intensive”
contains goods with the lowest rations of R& D expenditure to value added and includes paints, rubber, paper,
TV and radio sets, etc.

(*) Here acountry’s “revealed” comparative advantage (RCA) in aproduct j is defined as aratic of the share of |
in the country’ s exports to the share of the product j in Western Europe’ simports. If avalue for thisindex is
above unity, the country is considered to have ari RCA in the product. An index value below unity indicates a
comparative disadvantage.
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Table 6 Central European and Baltic exports to Western Europe based on factor
intensity,1993-1996 (Lary classification)

Countries Commodity groups Structure Avg. Annual RCA*
growth
1993 1996 1993-1996 1997
Czech Republic  Physical capital-intensive 39.5 37.6 24.5 0.84
Skilled labour intensive 13.7 20.3 44.3 0.97
Unskilled labour intensive 40.1 37.1 23.1 1.24
Physical and human capital-intensive 6.8 5 151 1.39
Slovakia Physical capital-intensive 424 46.9 50.6 1.01
Skilled labour intensive 10.9 114 44.4 0.6
Unskilled labour intensive 394 36.8 38.3 1.26
Physical and human capital-intensive 7.3 4.9 24.8 112
Hungary Physical capital-intensive 27 37.3 46.9 0.96
Skilled labour intensive 14.9 16.7 35.5 0.78
Unskilled labour intensive 53.7 42.8 20.3 1.24
Physical and human capital-intensive 4.4 31 16.6 0.8
Poland Physical capital-intensive 30.3 311 24.9 0.68
Skilled labour intensive 11.6 12.3 25.2 0.66
Unskilled labour intensive 53.8 51.8 20.9 1.74
Physical and human capital-intensive 4.3 4.7 26.7 1.43
Slovenia Physical capital-intensive 27.8 34 238 0.72
Skilled labour intensive 20.3 22.6 19.3 1.04
Unskilled labour intensive 48 40.2 8.3 1.44
Physical and human capital-intensive 38 31 7.9 0.92
Latvia Physical capital-intensive 37.6 27.6 454 0.53
Skilled labour intensive 35 54 65.3 0.29
Unskilled labour intensive 54.4 64.5 51.7 2.35
Physical and human capital-intensive 4.5 25 38.1 0.48
Lithuania Physical capital-intensive 24.9 14.6 45.9 0.22
Skilled labour intensive 2.7 4.5 85.8 0.2
Unskilled labour intensive 50.8 63.8 69.5 245
Physical and human capital-intensive 21.6 171 45 4.76
Estonia Physical capital-intensive 18.7 23.7 80.9 0.42
Skilled labour intensive 5.1 12.9 110.8 0.83
Unskilled labour intensive 67.8 59.4 44.5 2.07
Physical and human capital-intensive 84 4 233 1.17

Source: Economic Survey of Europe 1998 No. 3. United Nations.

Under the Lary classification, the “Physical capita-intensive” group includes chemicel products, rubber manu-
factures, paper, paperboard, fabricated building materials, glass, iron and steel, manufactures of metal, machinery
non-electric, transport equipment, photographic and cinematographic supplies and devel oped cinematographic
film. The “Skilled labour-intensive” group contains explosivas and pyrotechnic products, fur skins, some manu-
factures of metal, some machinery (telecommunications, domestic electrical equipment, etc.), aircraft, shipsand
boats, scientific medical, optical, measuring instruments and apparatus, and printed material. “Unskilled-labour
intensive” includes textiles, leather and wood manufactures, textiles and leather machinery, equipment for distri-
buting electricity, bicycles and other non-motorized, furniture, clothing, footwear, watches and clocks. “Physical
and human capital-intensive” contains perfumery, cosmetics, dentifrices, fertilisers, floor coverings, tapestries,
mineral manufactures, glassware, wire products, cutlery, household equipment of base metals, and sanitary, plum-
bing, heating and lightning fixtures and fittings.

(*) Hereacountry’s “revealed” comparative advantage (RCA) in aproduct j is defined as aratio of the share of j
in the country’ s exports to the share of the product j in Western Europe’simports. If a value for this index is above
unity, the country is considered to have an RCA in the product. An index value below unity indicates a comparati-
ve disadvantage.

Bank of Finland / Institute for Economies in Transition 27 BOFIT Online 1/2000



likka Korhonen - Mare Randveer Assessment of the euro’s implications for economic development in the Central and Eastern Europe

Table 7 Net capital flows into selected CEE countries, 1995-1998
USD billion Capital flows/GDP
1995 1996 1997 1998 (*) 1999 (**)| 1995 1996 1997 1998 (*)

Czech Republic 8.8 35 14 2.7 04 16.9 6.1 28 4.8
Slovakia 0.9 23 14 12 - 52 124 7.2 8.1
Hungary 7.0 0.2 0.8 1.6 21 15.7 0.5 18 34
Poland 2.7 53 8.1 10.8 21 21 3.7 5.6 6.8
Sovenia 0.3 05 13 0.3 - 16 29 6.9 19
Latvia - 0.5 04 0.5 0.1 - 9.1 7.4 8.6
Lithuania 0.8 0.7 12 1 0.6 13.3 9.3 12.7 94
Estonia 0.3 0.5 0.8 0.5 0.2 6.9 12 16.2 94

Source: Economic Survey of Europe 1998 No. 3. European Commission, OECD (1999),
BIS (1999), author’s own calculations.

(*) Jan.-Sept. 1998 for Slovakia and Slovenia
(**) First quarter for Latvia and Czech Republic, January-May for Poland, First half for Estonia, Lithuania and
first 7 months for Hungary.

Table 8 Inflows of foreign direct investment in CEE countries,1992-1998
USD million FDI/GDP

1992 1993 1994 1995 1996 1997 1998 | 1995 1996 1997 1998
Czech Republic 1004 654 869 2562 1428 1300 2540 4.9 25 2.6 4.5
Slovakia 100 134 170 157 206 161 508 0.9 11 0.8 34
Hungary 1471 2339 1146 4453 1983 2085 1935 | 99 50 47 4.1
Poland 284 580 542 1134 2768 3077 5129 0.9 19 21 3.2
Slovenia 111 113 128 176 18 321 165| 09 11 17 11
Latvia 43 45 214 180 382 521 274 69 96 47
Lithuania 10 30 31 73 152 355 926 12 2.0 38 8.7
Estonia 58 160 225 205 150 267 571 | 47 360 54 107
Total 3081 4055 3325 8940 7255 8087 12048

Source: Economic Survey of Europe 1999 No.2. European Commission, author’s calculations

Bank of Finland / Institute for Economies in Transition 28 BOFIT Online 1/2000



likka Korhonen - Mare Randveer Assessment of the euro’s implications for economic development in the Central and Eastern Europe

Table 9 Medium- and long-term funds raised on the international financial markets
by selected CEE countries, 1993-1998 (USD million)

1995 1996 1997 Jan-Oct 1998 Medium- and long-term
debt/GDP

Total Bonds Loans Total Bonds Loans {1995 1996 1997 1998

Czech Republic 1000 2191 3982 586 3396 1579 509 1070 | 1.9 38 80 34

Slovakia 427 1130 1302 0 1302 1549 967 582 | 25 6.1 6.7 125

Hungary 4178 2108 1756 541 1215 2464 1359 1105 94 53 40 6.3

Poland 324 526 4479 1566 2913 1602 100 1502 [ 03 04 31 12

Slovenia 226 594 435 234 200 735 556 179 | 12 34 23 56

Latvia 41 0 60 0 60 110 0 110 00 11 23

Lithuania 60 125 435 275 160 50 0 50 | 10 17 46 06

Estonia 0 64 252 82 169 234 106 128 ({ 00 15 51 53
Total 6256 6738 12701 3284 9415 8323 3597 4726

Source: Economic Survey of Europe 1998 No.3. European Commission, author’ s calculations

Table 10 Economic indicators for CEE countries
GDP growth Inflation Broad money/GDP  General government
balance/GDP
1998 1999 1998 1999 1997 1998 1998 1999

Czech Republic -2.3 0.0 10.7 25 72.5 70.3 -2.6 -5.0
Estonia 4.0 0.0 8.2 3.3 40.4 355 -0.3 -3.0
Hungary 51 3.0 14.3 9.0 46.8 45.1 -4.6 -4.5
Latvia 3.6 15 4.7 2.2 25.6 24.5 -0.8 -3.8
Lithuania 5.2 0.0 51 1.6 19.0 19.5 -5.8 -7.0
Poland 4.8 35 11.8 7.0 39.6 42.0 -3.0 -3.0
Slovakia 4.4 18 6.7 10.6 69.4 64.9 -5.8 -3.2
Slovenia 39 35 8.0 7.5 47.7 51.6 -14 -1.0

Source: EBRD Transition Report 1999
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Notes

! Departing from conventional use, we use CEE here to include the Baltics, but exclude
countries in southeastern Europe. Romania and Bulgaria will not be discussed. Of the present
EU applicant countries, they are clearly the furthest from membership. The EU Commission’s
latest reports on the applicant countries support this view.

2 See also European Commission (1990).
3 Krause classification explained in Table 11.
4 Lary classification explained in Table 12.

> ECE estimates show the approximate extent of this effect. According to the ECE, income
elasticity of import demand in the EU was 2.42 in 1990-1996.

¢ Although at the moment there is no reliable information on the structure of host countries
for portfolio investments into CEE countries, it is very likely that EU investors have a prominent
position.

" For example, total capitalisation of stock markets in the Czech Republic, Hungary and
Poland increased from USD 10.6 billion in 1994 to approximately USD 40 billion in 1997
(IFC 1998).

8 During the period from 1991 to 1996, the correlation of stock market indices in the Czech
Republic, Hungary and Poland with the FT’s Europac index of Western European stock markets
was respectively 0.11, 0.25 and 0.4 (IFC 1997).

? Importantly, investments by EU investors exceeded 50% of all FDI (IMF, 1998).

1 The level of FDI remained high in the first quarter of 1999, when, according to the preliminary
estimates these capital inflows were higher than in the first quarter of 1998.

Tt is important to note that according to some estimates, most CEE debt issued in the first
half of 1999 was denominated in euros.

12 Here we again take as given that the CEE countries will join the monetary union. Notably,
Vaubel (1999) argues that membership is currently “efficient” only for Slovenia and Hungary.

13 As they have been in the past. The net capital inflows into the Czech Republic were 17% of
GDP in 1995.

4 See IMF (1999).

15 At the moment, it appears that new members may join in several waves. If the accession
countries are judged solely on the merits of their structural reforms and administrative
capability, the accession process could be spread over several years as the accession countries
reach the desired level one by one. On the other hand, it might be administratively easier to
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admit several countries into the EU at the same time. Most analysts currently put the entry of
the first new members in 2004 or 2005. Clearly, most applicant countries will not be ready to
join at that time.

16 This is a Maastricht Treaty criterion.

171t should be emphasised that the Maastricht criteria are not criteria for membership in the
EU, although naturally low and stable inflation is desirable in accession countries. Furthermore,
accession countries will benefit from sustainable fiscal policies, but the strict implementation
of the Maastricht criteria can wait until a country applies for membership in the monetary
union.

18 Assuming membership is decided solely on a set of objective criteria. The authors are
aware that this may not be the case.

19 We are aware that when measured in nominal GDP, most CEE countries are “small.” Poland
is the possible exception.

2 One could imagine this happening in Slovenia, which has up to now maintained more
capital restrictions than other CEE countries. Slovenia has a managed float, and is a small,
open economy, where the exchange rate movements are speedily reflected in domestic variables.
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