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/asadnutie Rady guvernérov ECB
v Bratislave

Dna 2. mdja 2013 sa v Bratislave uskutocnilo vyjazdové rokovanie Rady guvernérov
Eurdpskej centrdlnej banky. Vyjazdové rokovania sa konaju dvakrdt do roka spravidla vZdy
v prvy Stvrtok v mdji a v oktébri. Zasadnutie v Bratislave bolo v poradi 356. rokovanim

od vzniku Eurdpskej centrdlnej banky.

Na zasadnutf sa zdcastnili vsetci ¢lenovia Rady gu-
vernéroy, Cize Sest ¢lenov Vykonnej rady ECB a 17
guvernérov centralnych bank clenskych Statov
EU, ktoré prijali euro. Ako hostia bez hlasovacieho
prava sa na zasadnutf zdcastnili aj viceprezident
Eurdpskej komisie Olli Rehn a 17 0séb sprevadza-
jucich jednotlivych guvernérov.

Rokovanie sa konalo v budove Slovenskej fil-
harmonie v Redute. Na zasadanf sa prijalo viacero
rozhodnuti o kli¢ovych urokovych sadzbach ECB,
o poskytovani likvidity a moznych spdsoboch, ako
dalej podporit poskytovanie Uverov. Rada guver-
nérov ECB rozhodla o zniZeni Urokovej sadzby pre
hlavné refinancné operacie Eurosystému o 25 ba-
zickych bodov na 0,50 % a urokovej sadzby pre
jednodnové refinancné operdcie o 50 bazickych
bodov na 1,00 %, v oboch pripadoch s Uc¢innos-
tou od operacie vyrovnanej 8. maja 2013. Uroko-
va sadzba pre jednodriové sterilizatné operacie
zostala nezmenena na Urovni 0,00 %.

(Pokracovanie na 3. str. obdlky)



Zasadnutie Rady guvernérov ECB v Bratislave

(Pokracovanie z 2. str. obdlky)

Bezprostredne po rokovanf sa v priestoroch his-
torickej Reduty uskutocnila tlacova konferencia.
Prezident Eurépskej centralnej banky Mario Draghi
na nej predniesol Uvodné vyhlasenie, v ktorom
oboznamil zéstupcov médif z celého sveta s vy-
sledkom rokovania, a odpovedal na ich otazky.

Po skoncenf tlacovej konferencie guvernér NBS
Jozef Makuch a prezident ECB Mario Draghi ozna-
mili zavedenie novej 5-eurovej bankovky zo série
Eurépa do obehu v sedemnastich krajindch euro-
zony. Pri tejto prileZitosti deti tzv. generacie euro,
teda deti, ktoré vyrastaju s eurom, odovzdali pred
zaciatkom rokovania ¢lenom Rady guvernérov ECB
transparentné hviezdy s novou bankovkou 5 €.
Prezident ECB Mario Draghivenoval kazdému z de-
ti podpfsant novu bankovku 5 € zo série Eurdpa.

V popoludnajsich hodindch prijal ¢lenov Rady
guvernérov ECB na audiencii v Prezidentskom pa-
laci aj prezident Slovenskej republiky Ivan Gaspa-
rovic.

Foto: Archiv NBS a Ing. Stefan Fréhlich
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Twenty Years of Transition -
Experiences and Challenges

Sucastou osldv dvadsiateho vyrocia vzniku Ndrodnej banky Slovenska bola
jednodriovd konferencia na vysokej urovni s ndzvom ,Twenty Years of Transition

— Experiences and Challenges’; ktord sa konala 3. mdja 2013 v priestoroch hotela
Kempinski v Bratislave. Program konferencie bol rozdeleny do troch blokov, ktorym
predchddzali otvdracie vystipenia guvernéra NBS Jozefa Makucha a ¢lena Viykonnej
rady ECB Yvesa Merscha. Hlavnu tému konferencie uviedol prezident Centra pre
financné studie a byvaly hlavny ekoném ECB Ottmar Issing.

Prvému bloku konferencie predsedal guvernér NBS Jozef Makdich a vystupili v riom
guvernéri centrdinych bdnk Finska, Rakuska a Talianska. Druhy blok bol vyhradeny
panelovej diskusii zameranej na vyvoj hospoddrskych politik v transformujucich sa
krajindch a na vyzvy, ktoré pred nimi stoja. Diskusiu viedol guvernér CNB Miroslav
Singer. Tretiemu bloku predsedal viceguvernér NBS Jdn Téth a vystupili v iom najmd
vyznamné osobnosti z akademického prostredia. Rokovanie prebiehalo v anglickom
jazyku. V tomto cisle Casopisu prindsame hlavné myslienky z vystupeni jednotlivych
recnikov, pripadne celé znenia ich prispevkov v anglickom jazyku.

Opening remarks addressed by
Jozet Makuch, Governor of NBS

Dear Governors,

Ladies and Gentlemen,

I am delighted to welcome you to the NBS confe-
rence on twenty years of transition. It is a particu-
lar honour to have with us today Mr Yves Mersch,
a member of the ECB Executive Board, and Mr
Otmar Issing, the President of the Center for Fi-
nancial Studies and a former member of the ECB
Executive Board.

This conference is one of aseries of events
marking our 20™ anniversary — with the National
Bank of Slovakia having been established on the
15t of January 1993, the day when the Slovak Re-
public became an independent country. This
conference is also areminder of the immense
changes we have seen in the last 20 years — and
of the changes we continue to undergo.

When Slovakia was established, our living
standards — measured as GDP per capita in PPS
— were less than 50% of the European average.
Today, after 20 years, they are over 75%. While
this performance might seem impressive to an
outside observer, we have a natural tendency
to compare ourselves to the highest standards
—whether in our Austrian neighbours or other ad-
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vanced euro area countries. In that light, we still
have a challenging road ahead of us and it might
take another 20 years until we catch up with the
euro area average.

Let me now turn to monetary policy, an area
which is very familiar to most of us and which,
of course, is just one element in the array of eco-
nomic policies. While our main objective is price
stability, we fully understand that the ultimate
goal of economic prosperity lies behind it. This
point is illustrated by how we have developed
monetary policy frameworks in Slovakia. Just after
the split of Czechoslovakia we had a short period
of monetary union with the Czech Republic. As
the monetary union was a stop-gap measure, it
soon gave way to a fixed exchange rate with rela-
tively strong capital controls. In 1998, although
the regime had been undergoing slow liberalisa-
tion, we were forced to adopt a flexible exchange
rate due to a combination of domestic economic
weaknesses and the global turbulences brought
on by the Asian and Russian crises. For another six
years the NBS practised what we called “implicit
inflation targeting”— in other words, a floating ex-
change rate with relatively frequent interventions
and an annually adjusted inflation target. Only in
2005 did we move to explicit inflation targeting
with a pre-set inflation range. Before the end of
that year, however, we joined the European Ex-
change Rate Mechanism, ERM I, and therefore
returned to a fixed exchange regime. Finally, we
adopted the euro in 2009 and made a full circle
towards a monetary union.

Of course, there are major differences between
the koruna monetary union we started with and
the euro we have today. Most importantly, we see
the euro as a permanent state. Second, the euro
is a world-class currency and we are proud to be
a part of it. Third, we made a voluntary decision
to join the euro area, at a time we believed was
optimal, based on a firm belief in the significant
benefits that accrue from participation in the Eu-
ropean monetary union.

These changes in monetary policy in Slovakia
reflected broader changes in economic policies,
not only in Slovakia, but also in many other post-
communist countries. This is the process we call
economic transition — transition from a centrally
planned to a market-based economy; transition
from an industrial and low-tech economy to
a service and knowledge-based economy; tran-
sition from a relatively closed economy to a fully
open economy integrated in global trade and fi-
nancial flows.

In some respects most new EU member states
have completed this transition — we are now
open and free-market economies. But the chang-
es never stop and if we want to continue catch-
ing up with the most develop countries, we must
keep reforming and strengthening our institu-
tions, expanding our human and physical capital
stocks, and improving the business climate. Com-
ing back to my example of monetary policy in
Slovakia — the adoption of the euro in 2009 did
not mean an end to changes in the central bank.
The euro area today is not the same as the one we
entered just four years ago. Fiscal surveillance has
been remodelled and new checks and condition-
ality have been added. International externalities
have been explicitly acknowledged and tackled
with the ESM. Our next major challenge is the
creation of a banking union.

Ladies and gentlemen, | hope | have illustrated
why it is so crucial for us — and for all the new EU
Member States — to understand economic transi-
tion. | would add that such understanding is also
vital for the old Member States. Europe faces major
changes - besides the banking union, further re-
forms will be needed to restart economic growth
and ensure financial stability. The experience of
transition countries may be very useful in guiding
the changes in our institutional structures.

I sincerely hope our discussions today help us
better understand the past, see what are the op-
tions and challenges ahead, and thus improve
our future decisions.

ro¢nik 21, 5/2013
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Opening remarks addressed by
Yves Mersch, member of the ECB

Executive Board

Yves Mersch began his professional career as

a lawyer at the Luxembourg Bar Association. He
Jjoined the Luxembourg civil service in 1975 and
was seconded by the Ministry of Finance to the
IMF and subsequently by the Ministry of Foreign
Affairs to the United Nations. On his return from
the USA he became an adviser to the Ministry of
Finance in charge of international financial and
monetary relations. In 1985 he was appointed
Commissioner to the Luxembourg Stock
Exchange. In 1989 he became Director of the
Treasury. In that capacity, he was the personal
representative of the Minister of Finance during

the negotiations that led to the Maastricht Treaty. When the Banque centrale du Luxembourg (BCL)
was created in 1998, he was appointed as its first Governor. In December 2012 he was appointed by
the European Council to the executive board of the European Central Bank.

At the beginning of his opening remarks, Mr Mer-
sch congratulated Narodna banka Slovenska on
its 20" anniversary. He expressed delight that on
this occasion avery fruitful Governing Council
meeting was held, where the important measures
were taken. At the same time he appreciated the
high quality of organisation of the whole event,
both the Governing Council meeting itself as well
as the conference.

He emphasised the progress that Slovakia has
achieved over the past 20 years and the difficult
steps that have been necessary on its journey
from centrally-planned economy to full-fledged
member of the euro area. Czechoslovakia and
later Slovakia were members of the Belgian IMF
constituency and Mr Mersch, as the Alternate
Governor of Luxembourg in the same constituen-
cy, had the opportunity to watch the first steps of
the transition and preparations for the introduc-
tion of separate currencies in Slovakia and the
Czech Republic.

Starting from that point (in 1993) Slovakia has
undergone a long journey and the introduction
of the euro should be viewed as a great success.
It speaks about the quality of Slovak people, abil-
ity to work hard, to face and solve difficult tasks.
Europe must recognise this strength of character
and be happy to have Slovakia as a member of
the family.

But there are, of course, challenges ahead. First
of all is the problem of high unemployment, de-
spite the fact that Slovakia has been benefiting
from relatively strong growth. Still, Slovakia has

4
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the fourth highest unemployment rate in the euro
area, which unfortunately may increase further, as
the slowdown in economic activity weighs on
employment prospects. Also the deficit remains
high, although the government adopted a sizea-
ble consolidation package for 2013.The recent in-
crease in the public debt in Slovakia is a concern
too.

From the ECB's perspective, Mr Mersch noted
that Slovakia is one of those members of the euro
area which admittedly added to the sophistica-
tion of monetary policymaking. The euro area
is and has to be a diverse economic system. But
the case of Slovakia, which joined the euro area
just before the crisis, shows that the euro remains
a great fundamental of stability and that being
part of the currency union and not having the
exchange rate as a policy tool does not create
risks but rather shields against threats emerging
around the world.

Mr Mersch confirmed that the euro area needs
to be improved and needs to be strengthened,
for the sake of Slovakia and for the sake of all
its future and present members. One of the key
challenges is to complete banking union. There
is an urgent need to proceed with delinking
sovereigns and banks and fostering the reinte-
gration of financial markets, whilst avoiding na-
tional bias in supervision and with restoring the
proper transmission of our monetary policy. The
ECB has already started preparing for the estab-
lishment of the Single Supervisory Mechanism.
To succeed, though, this mechanism should be
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complemented by a Single Banking Resolution
Mechanism. Mr Mersch concluded his opening
remarks by recollecting the words of Mr Otmar
Issing, seven years ago when, after eight years of
challenging work, he was leaving the Executive
Board of the ECB. At that time Mr Issing remarked
that we have all been privileged to participate in
a historically unique experiment — the creation of
anew currency in Europe. “We have had to ma-
noeuvre through uncharted waters and we may
not yet have arrived at the banks of the Promised
Land". The following years prove that Mr Issing
was right. Then Mr Mersch handed the floor to
Mr Issing, looking forward to hear what he thinks
today of what has happened in the past few years
and what are the main challenges ahead.

(Compiled by Rastislav Cdrsky)

A new paradigm for monetary
pOl ICy7 (Keynote speech by Otmar Issing)

Professor Otmar Issing is born in Wiirzburg,
Germany, he studied classical philology and
economics at the University of Wiirzburg,
with temporary studies in London and Paris.
He received his doctorate in economics at the
Faculty of Law and Economics of the University
of Wiirzburg.

During his fruitful professional career Otmar
Issing has held many prominent positions

in academia and the banking sector. These
included a full professorship at the University
of Wirzburg and University of Erlangen-
Nuremberg. He was a member of the Board

of the Deutsche Bundesbank and member of the Executive Board of the ECB. He took position of
Chairman of the Expert Group on the New Financial Order appointed by Chancellor Merkel and
became a member of the High-Level Group of the European Commission chaired by J. De Larosiere.
Currently he is President of the Center for Financial Studies, as well as a member of many academic
and professional bodies. He is the author of numerous books and articles, and for his work has been

awarded many honorary degrees and decorations.

At the beginning of the keynote speech Otmar
Issing congratulated Narodna banka Slovenska
on its 20" anniversary. Otmar Issing in his presen-
tation "A New Paradigm for Monetary Policy” out-
lined the new challenges for monetary policy in
the current environment of low interest rates and
unconventional monetary policy. In his speech
Mr Issing tried to answer difficult questions re-
garding the achievements of current loose mon-

etary policy accompanied by several so-called
‘unorthodox” measures, risks of such a policy
and also an adequate duration of expansionary
policies. At the same time, he discussed whether
central banks should consider a change in their
strategies. Last but not least he elaborated on the
question of institutional arrangements for central
banks and their independent status.

ro¢nik 21, 5/2013
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Banking structure and monetary
policy — what have we learned
in the last 20 years? (by Erkki Liikanen)

Governor Erkki Liikanen (Bank of Finland)
started his career as a member of parliament.
After that, he was minister of finance until

1990. Then he was an ambassador and head
of the Finnish mission to the European Union in
Brussels. He was then a Commissioner for two
periods, a Member of the European Commission
for Budget, Personnel & Administration and for
Enterprise & Information Society. Since 12 July
2004 he has been Chairman of the Board
(Governor) of the Bank of Finland.

As Mr Erkki Liikanen mentioned, twenty years
ago a number of factors were at work shaping
the world we know today. The year 1993 saw the
EMU project becoming political reality. It was also
a time when the mainstream approach to mone-
tary policy was beginning to converge on flexible
inflation targeting framework.

In the sphere of banking regulation, too, a new
era was beginning. In the framework of pruden-
tial reqgulation of banks, a significant reorientation
was seen, moving away from regulating the con-
duct of banks and towards the new risk-based ap-
proach. That regulatory trend, based on increased
freedom for banks but subject to risk-based capi-
tal requirements, would continue right up until
the outbreak of the financial crisis in 2008.

In the EU, the Second Banking Directive took
effect from the beginning of 1993, creating a sin-
gle market in banking. The directive sought to
prevent discrimination and to increase efficiency
through competition. There was quite a bit of dis-
cussion on the implications of this for supervision,
but little action. So, while European banking mar-
kets were becoming integrated, financial supervi-
sion remained a national competence.

In the US, deregulation was also moving for-
ward. For instance the Glass-Steagall Act, separat-
ing banking from securities and insurance, was
under growing criticism and ultimately would be
repealed.

Twenty years ago was also the time when the
striking improvement in macroeconomic per-
formance, later termed “"the great moderation” by
chairman Bernanke, was spreading to the whole
developed world. The success of monetary policy
in improving price stability and reducing fluctua-
tions in economic activity, while keeping interest

6
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rates at historically low levels, was considered
a victory for the art of economic policymaking.

We now know that there was trouble brewing
under the surface. The underpinnings of global
financial stability were weakening. Global indebt-
edness increased, fuelled by current account
imbalances and the "deepening” of international
financial markets (read: recycling the same funds
several times over).

The decline in inflation was due not only to
monetary policy, but also to the avalanche of
cheap consumer goods from emerging econo-
mies such as China.

For banks, the new financial environment was
characterised by low interest rates and low per-
ceived risks. It also turned out that the new risk-
based capital requirements allowed banks to
expand their balance sheets enormously without
increasing their equity capital in the same propor-
tion.

So, the large banking groups started to increase
their trading portfolios. This development hap-
pened in a gradual fashion throughout the 1990s
but accelerated dramatically from about 2004.
Banks shifted their business focus from interest
margins to fee-based and trading activities.

Only now, from the perspective given by the
worst financial crisis since the Second World War,
do we see the fragility and weakness of the regu-
latory arrangements which came into force in
the 1990s. From today’s point of view, they seem
good-weather arrangements, which performed
well only so long as no major systemic risks ma-
terialised.

Then came 2007 and the collapse of the US
property market; 2008 and the collapse of in-
terbank money markets, following the Lehman
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Brothers crisis; and 2009 with the global collapse
of economic activity. The painful process of com-
petitive deleveraging started.

The reassessment of economic policies pursued
in the last two decades has also begun. Financial
regulation especially has been reconsidered and
is being strengthened in many ways.

MONETARY POLICY AND FINANCIAL
STABILITY

There is a common dictum about price stability
and financial stability which says that a stable fi-
nancial system is a necessary condition for suc-
cessful monetary policy, and that price stability
in turn creates the best preconditions for finan-
cial stability. Still, the experience of this crisis has
taught us a lot more.

First of all, we now know that price stability
does not by itself guarantee financial stability.
Risks can accumulate in the banking system even
if monetary policy succeeds in maintaining price
stability and controlling inflationary expectations
really well.

Second, we also know that central banks can
maintain an admirable degree of price stabil-
ity even when financial stability is under a lot of
strain.

Do these two points mean that financial stability
and monetary policy are not connected after all?
That would be too hasty a conclusion. Actually they
are very closely related, as Mr Liikanen explained.

INDEPENDENCE OF MONETARY POLICY

One of the lasting lessons learned in the past dec-
ades is the value of the independence of mon-
etary policy. The independence of central banks
has been essential in keeping inflation expecta-
tions as well anchored as they have been in this
crisis, despite all the turmoil in financial markets.
Independence has also made it easier for central
banks to act quickly when necessary in order to
maintain financial stability.

There are many aspects to the independence
of central banks, but from the aspect of financial
stability, it is especially important to avoid two
threats to this independence: fiscal dominance
and financial dominance.

Fiscal dominance is the older concept of the
two. It would arise if the government financing
constraint would become an overriding influence
on monetary policy. The idea that tight monetary
policy may become impossible without accom-
panying fiscal adjustment was also well under-
stood when the blueprints for the EMU were
being prepared. This is why the Maastricht Treaty
had its fiscal policy clauses and also why the Sta-
bility and Growth Pact was concluded. Also the
prohibition of direct central bank credit to the
government and the institutional independence
of central banks are in effect protections against
fiscal dominance. Now we know that the fiscal
framework put in place before the start of the
EMU was not strong enough to prevent fiscal
problems from emerging.

As to the euro area, there is now no evidence
of fiscal dominance. Fiscal dominance implies
that monetary policy would break its price stabil-
ity objective for the sake of maintaining the sol-
vency of the government sector. This is not the
case. Price stability has not been and will not be
abandoned.

The parallel idea of financial dominance
is more recent than fiscal dominance. Finan-
cial dominance refers to the possibility that the
condition of the banking system could become
a constraint, or dominant influence, on monetary
policy, forcing the central bank to pursue second-
or third-best monetary policies in order to main-
tain financial stability.

Is the spillover from financial instability to
monetary policy a realistic threat? In principle it
is easy to see why it could be so. One can imag-
ine a central bank which would have to tighten
its monetary policy for reasons of price stability,
but is prevented from doing so for the fear that
the value of assets of the banking system would
decrease and a financial crisis could ensue.

Looking at recent experience in the developed
economies, however, it seems that the main im-
pact of the banking crisis on monetary policy has
not been that suggested by the financial domi-
nance scenario. The bust of the credit boom has
not led monetary policy to tolerate a higher-than-
mandated rate of inflation. Instead, in the large
developed economies at least, the bursting of the
bubble has coincided with a sudden contraction
of private demand and a deep recession.

The negative effect of the bust on economic ac-
tivity has actually reduced inflationary pressures
and in some cases (such as in Japan in the 1990s)
created a real danger of deflation. The main prob-
lem has then become how to prevent that credit
contraction from triggering a deflationary spiral.
In such conditions, there is no immediate conflict
between maintaining price stability and financial
stability: the same monetary policy will then both
ease the strain on the banking sector and support
price stability.

This observation does not mean that financial
instability would not pose a serious challenge to
monetary policy. On the contrary, the downward
impact of a bust, if it is large, may be more diffi-
cult to control than the preceding period of credit
expansion.

UNCONVENTIONAL TOOLS AND
INDEPENDENCE OF MONETARY POLICY

Inthe case of the ECB, the new tools have included
a transition to full allotment auctions, long-term
refinance operations of up to three years, widen-
ing of the scope of eligible collateral, and various
bond-purchase programmes. The most recent
of these is the OMT programme announced last
summer but not yet triggered in practice.

The development of new tools has been nec-
essary. However, there are also certain problems
with relying on central banks'enlarged toolkit. The
ability to act in a crisis has led to the central banks
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even being called “the only game in town" We
should resist this idea and beware of the danger
that problems which are fundamentally political
could be pushed to central banks to solve. The di-
vision of responsibilities between nominated offi-
cials and elected politicians should be respected.
Monetary policy cannot administer the needed
structural transformation in the real sector of the
economy or solve the excessive deficit problems
of governments.

Despite these concerns, there are situations
where central banks simply must act and do their
best to stabilise the economy, even if they have to
use tools that go beyond just adjusting the short
rate of interest or the aggregate liquidity of the
banking system. The present financial crisis con-
stitutes one such situation.

Avoiding the busts which seem to follow credit
booms and periods of “financial exuberance”
would make the tasks of monetary policy much
easier and would protect the independence of
central banks.

One idea which cannot be dismissed outright
is that asset price booms might be moderated by
“leaning against the wind” with monetary policy
instruments. But there are also difficulties with
leaning against the wind. One has to do with the
problem of detecting the credit cycle in time, and
correctly timing the monetary policy response.
Another problem is that price stability might get
less attention from monetary policy. Therefore,
Mr Liikanen believes, monetary policy in the nar-
row sense needs to be complemented with new
macro-prudential instruments which could be
used to control credit booms.

Now it is important to establish an effective
toolkit for both European and national authori-
ties. We must also create institutional conditions
that do not prevent these tools from actually used
when needed. Therefore, we need clear decision-
making competences at all levels. The connection
between macro-prudential policy and its time di-
mension with monetary policy is so intimate that
central banks must be closely involved in macro-
prudential analysis and decision making.

THE STRUCTURAL REFORM PROPOSALS

In order to prevent the present crisis from ever

repeating, governments and authorities have

begun on a wholesale overhaul of financial requ-

lation. The regulatory agenda can be broadly di-

vided into the following areas:

* Strengthening prudential regulation of solven-
cy and liquidity.

* Improving the institutional basis for supervision
and crisis management.

* Introducing macro-prudential instruments to
prevent systemic risks in the banking system
and financial markets.
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* Regulating the structure of the banking sector.

The structural reform proposals, which appear
as the last item on this list, seek to separate the
riskiest securities and derivatives business from
the deposit banking activities. This is the essential
content of the proposals by the EU High-Level Ex-
pert Group, published last autumn.

[t must be emphasised that the structural re-
form we proposed is not a cure-all, but should
be seen as a part of a comprehensive regulatory
agenda which is already under way. This includes
better solvency and liquidity rules. Also, the EU will
finally get supervision and resolution frameworks
at the Union level. The different components of
the current regulatory agenda complement and
support each other.

WHY BANKING STRUCTURE MATTERS

FOR MONETARY POLICY

First, from the aspect of monetary policy, financial
stability is very important. While monetary policy
has proven capable of pursuing price stability
even under rather strained financial conditions,
central banks are not able to insulate the real
economy completely from the after-effects of fi-
nancial crises.

Second, the most important part of stability
policy is crisis prevention; and that may require
other ways than standard monetary policy to in-
fluence the state of credit markets. Improving the
loss absorbency of banks and the crisis manage-
ment powers of authorities are necessary steps,
but it is even more important to make sure that
excessive growth of credit and indebtedness can
be better controlled in the future. In this way,
credit crunches and banking crises can be made
less likely — and milder, should they happen.

Third, financial stability would benefit from
structural reform of the banking system. By
separating the most risky securities and deriva-
tive activities from deposit banking, the spillover
from deposit protection to speculative risk taking
would be prevented.

Finally, structural reform of banking is a comple-
ment to, not a substitute for other regulatory im-
provements. For central banks, the development
of macro-prudential policies and instruments
is especially relevant. Those macro-prudential
instruments that can be adjusted over time to
manage conditions in the credit market will offer
away to better control the accumulation of ex-
cess risk and help prevent future crises.

These instruments operate so close to mon-
etary policy that central banks should be very
closely involved, if not themselves responsible, in
developing and using them.

(Compiled by Tomds Kendera)
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Monetary policy frameworks —
experiences and perspectives

(by Ewald Nowotny)

Any introduction of Governor Ewald Nowotny
must note the wealth of positions his career
has spanned. Mr Nowotny was a full professor
(1981 — 2008) and Vice Rector (2003 — 2004)

of Financial Affairs at the Vienna University of
Economics and Business Administration. He
was also a member of the Austrian Parliament
(1979 - 1999) and chairman of the Finance
Committee of the Austrian Parliament (1985 —
1999). In the framework of his business activities,
he was member and later on president of

the governing board of the Oesterreichische
Postsparkasse in Vienna (1971 - 1979), vice

president and member of the executive board of the European Investment Bank in Luxembourg
(1999 - 2003) and chief executive officer at BAWAG PS.K. Bank fuer Arbeit und Wirtschaft und
Qesterreichische Postsparkasse AG (2006 — 2007). On 1 September 2008 Mr Nowotny was appointed

Governor of the Oesterreichische Nationalbank.

MONETARY POLICY IN TRANSITION:
DIFFERENT PATHS

Governor Nowotny linked his speech to those
of the previous speakers. Transition was the first
topic — namely the situation of transition as such
and, next, the experience of economic crises,
since these two overlap.

Monetary policy in transition can be character-
ised by the very different approaches and different
pathsin the case of the Central, Eastern and South
Fastern Europe (CESEE) European Union (EU)
member states, which employed a wide range of
monetary and exchange-rate regimes during the
transition period. At the beginning of the transi-
tion process most CESEE countries started with
some kind of peg and anchored their domestic
currencies to the Deutsche mark and/or to the US
dollar in order to be able to counteract inflation.
In Central Europe a variety of adjustable or crawl-
ing pegs were used, in the Baltic States hard pegs
and in South Eastern Europe adjustable pegs with
frequent devaluations in most countries.

The initial choice of regime was followed by di-
verse developments during the transition process.
More or less all countries, apart from the Baltics,
frequently altered these strategies, also depend-
ing on the stage of the capital account liberali-
sation process. Therefore, movements were ob-
served during the transition period, which were
largely attributable to increased capital mobility
and financial integration. Some countries headed
for fixed exchange-rate regimes, others for ex-
change rate flexibility. The countries that kept the

peg progressively aligned themselves to the euro,
while others moved to managed or free floats
cum inflation-targeting  frameworks. Relative
country size played a role in the choice of regime.
Very small and small economies opted for pegs
or hard pegs, whilst larger ones preferred infla-
tion targeting. The usual trade-offs regarding ex-
change-rate regimes also emerged in CESEE (e.g.
the confidence and stability-enhancing effect of
hard pegs versus the external adjustment chan-
nel of floats). In addition, exchange rate policy
was constrained in many (but not all) countries
by high degrees of asset and liability euroisation.

Empirical studies suggest that in many coun-
tries, exchange rate policy has displayed only lim-
ited effectiveness as a stabilization instrument in
CESEE. It appears, that the exchange rate acted as
a shock absorber only in Poland, which is larger
and less open than other countries in the region.
Moreover, there are very strong short-term links
between exchange rate dynamics and price sta-
bility, as there is a rather fast pass-through of ex-
change rate developments. This is an indication
that role of the exchange rate in this region tends
to be a rather limited one.

The different paths taken by CESEE coun-
tries led to success in stabilising inflation. These
countries proved to be able to manage inflation,
bringing it down from three- or four-digit rates,
in particular at the earlier stages of transition, to
intermediate and in some cases low single-digit
rates. This can be seen as a success story in the
CESEE region and it supports the view that if there
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Fig. 1 Customer price iflation (in % year on year)
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Note: Inflation was more persistent and also more volatile in Bulgaria and Romania. Bulgaria experienoed a spike of hyperinflation in
1997 before reducing inflation substantially under a currency board regime, while Romania’s disinformation was more gradual (with

single digit inflation rate recorded from 2004 onwards).

is a consistent policy it is possible to overcome
a high inflation rate.

MONETARY POLICY DURING THE FINANCIAL
CRISIS

An important factor is that banks in several CESEE
countries have large parts of both sides of their
balance sheets in foreign currency. Although in
some countries there was the attitude that the
euro was not considered a foreign currency, based
on the thinking that “soon we will have the eurc’,
this was in fact an illusion. There are a number of
countries where foreign-currency-denominated
lending, led to increased risks.

During the crises the central banks applied
a wide range of instruments in order to cope with
the financial crisis both internally and externally:
interest rates; supporting interbank liquidity; for-
eign exchange swaps — unfortunately the ECB
did barely use this interesting instrument in the
CESEE region up to now; and foreign exchange
market interventions (used for the first time in Po-
land since 1998).

Currency and banking crises were avoided, in
some cases with international support. Several
countries agreed on IMF programs and received
EU balance of payments support. The Vienna Ini-
tiative also played an important stabilizing role in
the CESEE region. It is necessary to emphasise,
that it made sense to use these instruments. At
the same time, pegs were sustained and adjust-
ment was working and, therefore, there was sub-
stantial improvement in the external position of
many CESEE countries.

At the same time it is necessary to mention,
that monetary policy is only one pillar of eco-
nomic policy. In astressed economic environ-
ment a sound overall economic policy is strongly
recommended and remains the key to success.

10
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This means stability-oriented fiscal policy, struc-
tural reforms and macroprudential policy meas-
ures — particularly in boom times — are definitely
needed in order to avoid an overburdening of
monetary policy.

THE PATH TO THE EURO

One long-term issue for the whole region is, of
course, the path to adopting the euro. This is em-
bedded in the European treaties, with only two
exceptions (neither of them for the CESEE re-
gion), and it is a given task with many hurdles to
overcome. First of all, following accession to the
EU each country is required to enter ERM II, and
stay within this mechanism for at least two years
without experiencing major exchange rate pres-
sure before adopting the euro. However there are
a number of countries that have not yet entered
ERM Il (Bulgaria, Czech Republic, Hungary, Poland,
and Romania). Before a formal decision on euro
area entry is taken, the European Commission
and the ECB conduct convergence assessments.
Three CESEE countries, i.e. Estonia, Slovakia and
Slovenia, already adopted the euro.

It is important to mention that there are dis-
cussions on convergence criteria. These are, of
course, widely known, but the crucial point is sus-
tainability. The question of whether a country can
sustainably continue to comply with the criteria
was previously neglected or, at least underesti-
mated.

From the monetary and exchange-rate policy
points of view the challenges are to keep inflation
at low levels on a sustained basis and to maintain
asound external position. For those countries
that have not entered ERM Il yet, it is important
that they time their entry appropriately. Mention
should also be made of the need for readiness in
terms of correcting major imbalances and taking
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Fig. 2 Euro results in lower inflation in Austria
(Annual change in Harmonised Index of
Customer Prices (HICP) in %)
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Fig. 4 GDP per capita: Austria ranks fourtf in the
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a case-by-case approach depending on the nom-
inal, real and structural characteristics of the par-
ticular member state. Choosing an appropriate
initial ERM Il central rate is also of critical impor-
tance. It is essential to take into consideration the
best possible assessment of the equilibrium ex-
change rate at the time of entry, based on a broad
range of economic indicators and developments,
while also taking into account the market rate.

As regards Austria, which is a small open econ-
omy, a number of interesting effects were seen in
some indicators. The country profited from lower
inflation — of course, this encompasses a number
of elements. Also the lowering of interest rates
had a positive effect, as it was used for productive
investments. Since the euro's introduction Austria
has run a current-account surplus, which is an in-
dication that for a small country being a member
of the euro area increases stability, while reducing
risks especially for export-oriented small and me-
dium enterprises. Of course, this point concerns
mainly the state of the real economy.

CHALLENGES ARISING FROM
ACCOMMODATIVE MONETARY POLICY

IN ADVANCED ECONOMIES

Before the crisis, FDI and long-term other invest-
ments were the main external financing source in
CESEE. Since 2009, a shift to capital flows of short-
er-term nature has been seen. And this is some-

thing that has to be observed very closely, since
if there is an upward move in interest rates in ad-
vanced economies or if there is a massive change
in non-standard measures, this might affect these
capital flows quite strongly. It is necessary to bear
in mind, that the state of the economy in such
situations is important. Since the Asian crisis was
connected with short-term capital flows, this is
an area in which the central bank should monitor
developments cautiously and strategically.

CONCLUDING REMARKS

CESEE central banks employed a wide range of
monetary and exchange-rate regimes during
the transition period and managed to stabilise
inflation under a variety of regimes. During the
recent distinct crisis period, currency crises were
avoided in this region, partly with international
support from IMF and EU. At the same time the
overall policy mix rather than a particular regime
choice in one policy area was, and still is, crucial
to sustaining successful economic performance.
Different CESEE EU member states took different
approaches on the path to adopting the euro,and
this proved highly appropriate. It is also important
to consider the convergence assessment, with in-
creased focus on sustainability. Nonetheless chal-
lenges still lie ahead for the CESEE countries.

(Compiled by Mariana Kolldrovd)
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1 Iwish to thank Emidio Cocozza,
Paolo Del Giovane and Valeria Rolli
for useful discussions and assistance
in preparing these remarks.

2 | refer to the new Member States
of the European Union in Central
and Eastern Europe. | also consider
Slovenia, Slovakia and Estonia, which
Jjoined the euro area in 2007, 2009
and 2011, respectively, insofar as the
main focus is on international finan-
cial integration from the perspective
of transition countries.

The impact of the crisis on
financial integration in Central
and Eastern Europe (by Ignazio Visco)

Ignazio Visco is the current Governor of the Bank
of Italy. He started his career in the Bank of Italy in
1972.In 1974 after his advanced training at the
University of Pennsylvania he joined the Bank of
ltaly’s Economic Research Department. In 1990 he
was appointed Head of the Economic Research
Department. Between 1997 and 2002 he was
Chief Economist and Head of the Economics
Department of the OECD. He joined the Bank of
ltaly again in March 2004 as Central Manager for
External Activities; from March to December 2006
he worked as Central Manager for Economic
Research. From January 2007 to October 2011 he

was the Deputy Director General of the Bank of Italy. He was appointed Governor of the Bank of ltaly
on 24 October 2011, with effect from 1 November 201 1.

INTRODUCTION'

The global financial crisis has been severe and
widespread, affecting different economies in
different and long-lasting ways. The transition
countries of Central and Eastern Europe? have
been no exception: their quite rapid financial in-
tegration over the past twenty-years has brought
enduring economic benefits but also left them
relatively more exposed to the global financial
turmoil, through their links with Western Euro-
pean banks, which hold dominant stakes in the
region’s markets.

Financial stability has become a fundamental
objective of policy-making once again, and cen-
tral banks are heavily involved in this endeavor,
which calls for a thorough overhaul of financial
regulation and supervision. Tomorrow’s financial
system will be different from the one that has de-
veloped over the last two decades.

GLOBAL FINANCIAL INTEGRATION DURING
THE PAST DECADE

In the decade before the financial crisis the finan-
cial system grew dramatically in size, and its role
and pervasiveness in the economy increased in
comparable measure. Since the advent of the cri-
sis, this process has not been interrupted but only
slowed down. In the euro area, the total financial
resources collected by the private sector (bank
credit, bonds issued domestically and stock mar-
ket capitalization) rose from 160 per cent of GDP
in 1996 to 240 per cent in 2007, before slipping to
230 per centin 2011. A similar pattern is found for
the United States, where over those same years

'| 2 rocnik 21, 5/2013

the ratio rose from 230 to 330 per cent and then
declined to 260 per centin 2011 (Figure 1). Driven
by the revolution in information and communica-
tions technology and by the process of financial
integration, there was a considerable expansion
in the supply of derivatives products, the securi-
tization of banks' assets, and so-called structured
financial instruments. The total outstanding no-
tional amount of over-the-counter and exchange-
traded derivatives rose from about 94 trillion U.S.
dollars at the end of 1998 to around 670 trillion
dollars at the end of 2007 and has hovered around

Fig. 1 Size of capital markets (ratios to GDP)
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Fig. 2 Notional value of over-the-counter and
exchange-traded derivatives (outstanding amo-
unts in billions of US dollars; end of year data)
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that level since (Figure 2). An important aspect of
this process has been international financial in-
tegration. In the last decade industrial countries’
gross external financial assets and liabilities more
than doubled in proportion to GDP, reaching 440
per cent at the end of 2007 (Figure 3).

Financial market development in the emerg-
ing economies has also been dramatic. Total
financial resources collected by the private sec-
tor (outstanding stocks of bank credit, domestic
debt securities and equity market capitalization)
increased from about 120 to 230 per cent of GDP
between 1996 and 2007 for the emerging Asian
economies as a group, and from about 40 to al-
most 100 per cent for the countries of Central and
Eastern Europe (Figure 4)2 International financial
integration — with foreign direct and portfolio in-
vestment and the involvement of foreign banks in
domestic financial systems — was boosted by the
overcoming of a series of obstacles: macroeco-
nomic instability, vulnerable external positions
and inefficient institutional and regulatory setups.
Since the mid-2000s, this process has been greatly
furthered by exceptionally favorable global finan-
cial conditions, with abundant liquidity, low risk
aversion, and falling long-term interest rates.

FINANCIAL INTEGRATION IN CENTRAL AND
EAsTERN EUROPE

The transition countries of Central and Eastern
Europe were the recipients of a massive influx of
capital from abroad, mostly from Western Europe.
Between 2003 and 2008 capital inflows reached
very high levels — averaging more than 12 per
cent of GDP — compared with an average for the
emerging market countries overall of about 6 per
cent (Figure 5). The transition countries were per-
ceived as attractive investment opportunities: the
lure of potential high returns, underpinned by rel-
atively low wages and capital-output ratios, was

LS 5L S A e S e s B B B

— Industrial countries” Emerging countries”

Source: Our calculations based on Lane and Milesi-Ferretti database.
1) For each group, weighted average calculated using GDP
weights.

reinforced by the prospect of faster income con-
vergence entailed by economic and institutional
developments in the context of EU membership
and expectations of rapid interest rate conver-
gence in connection with the eventual adoption
of the euro.

Financial integration in Central and Eastern Eu-
rope has been nearly unique. International banks
played a fundamental role indeed in spurring fi-
nancial integration. In the years running up to the
global financial crisis, Western European banks
expanded rapidly in the region, gaining substan-

Fig. 4 Size of capital markets in selected emerging
regions (ratios to GDP)
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3 See V. Rolli, “New policy challenges
from financial integration and
deepening in the emerging areas of

Asia and Central and Eastern Europe’,

Bank of Italy Occasional Paper Series

No. 33, October 2008.
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Fig. 5 CEECs: International capital inflows
(2003-2008 average; as a percentage of GDP)
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Fig. 6 CEECs: changes in international assets and
liabilities versus real per capita GDP growth
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Fig. 7 CEECs: net international capital inflows
(2003-2008 average; as a percentage of GDP)
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Fig. 8 CEECs: Gross External Debt
(year-end stocks; as a percentage of GDP)
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tial market shares through branches and subsidi-
aries; by 2008 they held as much as 80 per cent
of total banking assets in these countries. The
entry of foreign intermediaries with long-term
strategic goals and the ensuing radical transfor-
mation of the ownership structure of banks in
the CEE countries was a crucial element of dis-
Cipline and stability in breaking the vicious circle
of systemic crises and macroeconomic volatility
that had marked the early years of transition. It
is generally accepted that international finan-
cial integration has played a positive role in the
long-term process of economic convergence in
the CEE transition countries: long-term per capita
GDP growth in the region before the crisis was
positively correlated with conventional measures
of financial integration, such as the ratio of gross
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foreign assets and liabilities to GDP (Figure 6). The
evidence of this linkage in other emerging areas
tends to be less clear-cut. The key extra contribut-
ing factor for the countries of Central and Eastern
Europe may well be the interaction with institu-
tional convergence implicit in the EU accession
process. Thanks to this unique, favourable combi-
nation, presumably financial integration as such
acted as a catalyst for the development of the
domestic financial sector and the adoption of
structural reforms to strengthen the institutional
framework.

However, a balanced account of the process of
financial integration in this region must not over-
look such drawbacks as excessive, cheap lending,
currency mismatches and demand overheating
in the years running up to the crisis. Between
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Fig. 9 CEECs: changes in selected variables before
and after the last global crisis (2009-2012 versus
2003-2008 periods; as a percentage of GDP)
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2003 and 2008, many economies recorded rapid
import growth, real-estate bubbles and wage in-
creases far outpacing productivity gains — some-
times rooted in overly optimistic expectations of
fast income convergence. Inflationary pressures
spilled over into the tradeable sector and cut
into export performance. Balance-of-payments
deficits on current account widened (Figure 7).
Several countries accumulated large external
debts (Figure 8), largely private and denominated
in foreign currency, making them vulnerable to
areversal of the capital flow or depreciation of
the currency. When the global crisis began to im-
pact on these countries, there was a sharp decline
in capital inflows and a consequent slowdown in
bank credit (Figure 9).

Although there was concern over the possible
meltdown of domestic financial systems driven
by a rush of foreign banks to exit, a fully-fledged
financial crisis along the lines of that in East Asia
in 1997-98 did not materialize. Overall, during the
first phase of the crisis, the reversal of capital flows
was actually less severe than in other emerging
areas. In some cases (Hungary, Latvia and Roma-
nia) substantial financial support from the EU and
the main international financial institutions was
crucial to avoiding the worst; coordination be-
tween home and host country authorities, inter-
national financial institutions and multinational
banks, in the context of the Vienna Initiative, also
helped prevent the sort of collective action prob-
lems that could have triggered the feared massive
withdrawal of foreign banks* There is evidence
that the foreign banks that participated in the Vi-
enna Initiative were relatively stable lenders.

Moreover, the distinctive model of financial in-
tegration in Central and Eastern Europe — where
foreign banks operate mainly through local sub-

sidiaries and branches in the retail market — evi-
dently offered a high degree of risk-sharing and
stability during the crisis, as parent banks tended
to be less sensitive to information asymmetry and
counterparty credit risk and more committed to
long-term market prospects, given the impor-
tant sunk costs of their in-country structures. This
compares favourably with the dominant pattern
in the other EU countries, where external borrow-
ing by domestic banks is mainly in cross-border
wholesale markets.®

The differing intensity of the boom-bust cycle
in the various CEE countries suggests that apart
from the influence of specific structural features
(such as differences in starting income levels,
international trade and financial links), domestic
policy had a role, although capital inflows of the
magnitudes observed in the region in the run-
up to the crisis would certainly have strained any
toolkit available to national policy makers.

Monetary and exchange rate regimes probably
played a critical role in determining each coun-
try’s ability to counteract the effects of capital in-
flows: the internal and external imbalances of the
fixed- and floating-exchange-rate countries dif-
fered in size” The countries with fixed-exchange-
rate regimes had sharper credit booms, higher
inflation rates and larger current account deficits
than the floating-rate countries, on average. Yet
the contribution of the exchange rate regime
remains an open issue; the question is whether
the more extreme boom-bust cycle was driven
mainly by the fixed exchange regime as such or
rather by the inconsistency of the overall policy
mix in countries where this setting was in place;
in particular, a stricter fiscal stance and a better
macroprudential policy framework might have at
least partly compensated for the absence of ex-
change rate flexibility.

As for monetary policy, the experience of the
CEE countries appears to confirm that itis a less ef-
fective lever for restraining credit booms in small,
financially open economies. This is the case even
for floating-rate regimes, as a number of factors
- currency substitution in the form of balance-
sheet effects associated with initial high euroiza-
tion, or the shift to foreign-currency-denominat-
ed lending - could undermine or even reverse
the intended effect of monetary tightening.

This underscores the importance of maintain-
ing a prudent fiscal stance during credit booms.
Actually, in the years preceding the crisis head-
line fiscal positions in most CEE countries were
broadly balanced, but in many cases this was the
result of exceptional revenues associated with
cyclical demand and asset price booms. Adjusted
for these factors, the underlying fiscal positions
looked much less healthy. With hindsight it is
easy to recognize the need for a conservative
approach in evaluating tax revenues during
booms, and the useful role of automatic stabilizers
(particularly income taxes and welfare spending)
in increasing fiscal policy flexibility and attenuat-
ing economic fluctuations.

A

4 The "Vienna Initiative” brought
together systemically important
cross-border banks, home and host
country authorities, and internatio-
nal financial institutions to produce
a coordinated response to the crisis.
The banks pledged to their conti-
nuing commitment to the region,
and in the case of five countries with
IMF-supported programmes (Bosnia
Herzegovina, Hungary, Latvia, Serbia,
and Romania) the parent banks
pledged to maintain their exposure.

5 See R. De Haas et al,, “Foreign banks
and the Vienna Initiative: turning
sinners into saints’ EBRD, Working
Paper, No. 143, March 2012.

6 See B. Ceeuré, “International financial
integration and fragmentation:
Drivers and policy responses, Con-
ference organised by the Banco de
Espana and the Reinventing Bretton
Woods Committee, Madrid, 12 March
2013.

7 In the period before the crisis, Bul-
garia, Estonia, Latvia and Lithuania
adopted hard pegs to the euro;
Slovenia followed an intermediate
crawling-band regime; the Czech
Republic, Hungary, Poland, Romania,
and the Slovak Republic were floaters.
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8 Foran analysis, see my lecture: “The
Financial Sector After The Crisis’,
Imperial Business Insights - Imperial
College, London, 5 March 2013.
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In addition to the standard macro policy tools,
CEE countries also took a wide range of prudential
actions before the crisis. Prudential instruments
can prevent or contain systemic financial risk in
upswings (by affecting the incentives associated
with asset price booms, foreign exchange lending,
excessive risk-taking and the erosion of lending
standards) and can also build buffers to cushion
the impact of downturns. In general the evidence
is that these measures produced the intended
effects in the short run but sometimes failed to
have a lasting impact on credit dynamics. In some
instances, in fact, circumvention of the prudential
intervention through direct cross-border financ-
ing and/or lending from unregulated, non-bank
financial intermediaries proved to be a major
issue; this was the case with direct limits on credit
growth. A more effective role in containing sys-
temic financial risks was played by measures
specifically devised to build liquidity and loss-ab-
sorbing capital buffers, such as reserve and capital
requirements. And when they were appropriately
formulated, prudential regulations helped to curb
the growth of foreign exchange loans and to keep
default rates lower during the crisis.

LESSONS LEARNT FROM THE GLOBAL
CRISIS: IN SEARCH OF BETTER REGULATION
Global financial deepening and international
integration have resulted in greater risk sharing
and made finance accessible to more countries,
households and firms, thus proving instrumental
in broadening economic development. But an
interlinked and more closely connected financial
system heightens the risks of contagion. Most im-
portantly, the crisis has shown that market partici-
pants were not capable of mastering the inherent
complexity of the system that they themselves
had developed. And it has highlighted the short-
comings of the idea that self-regulation and mar-
ket discipline are sufficient to ensure stable finan-
cial systems. In this regard, accepting the concept
of benign neglect was a critical mistake on the
part of regulators. Rather, financial regulation
and supervision have to keep pace with develop-
ments in the financial industry. Moreover, national
authorities need to be aware of the risk that their
powers may become narrow compared to the
sphere of influence of the global financial players.
The coordination of financial supervision across
countries and across sectors is a key condition for
the stability of the global financial system ®

A major effort is required at the national but
especially at the international level to strengthen
the regulatory and supervisory framework. At the
international level, under the political impulse of
the G-20, the Financial Stability Board (FSB) and
the Basel Committee on Banking Supervision
have introduced substantial regulatory changes
to prevent new financial crises and enhance the
resilience of economic systems. Much has been al-
ready achieved. The quantity of capital that banks
need to hold has been significantly increased and
the quality enhanced, in order to ensure that they
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operate on a safe and sound basis. International
standards for bank liquidity and funding have
also been instituted to promote the resilience of
banks to liquidity shocks. Initiatives have been
taken to strengthen the regulation of the OTC de-
rivatives market, aimed at reinforcing market in-
frastructures, in order to minimize contagion and
spill-over effects among today’s more closely in-
terconnected players. But further progress in im-
portant areas is needed, in that bank capital and
liquidity regulation must be accompanied by im-
provements in internal risk control arrangements
and actions aimed at correcting the incentives for
excessive risk-taking.

What is more, it is indispensable to level the
playing field, since when a country relaxes the
rules in order to attract financial intermediaries it
generates negative externalities for other coun-
tries. The transition to a uniform system of rules
and financial oversight must be hastened. In the
euro area, and in the European Union at large, the
plan for a banking union is ambitious, to be sure,
but this is the direction in which to move. Among
other things, it would limit regulatory arbitrage,
help remove national bias in supervision, and re-
duce the phenomenon of “regulatory capture” by
powerful cross-border banks, while at the same
time reducing compliance costs for cross-bor-
der banks and enhancing the functioning of the
single market for financial services. The planned
European banking union would also benefit
the economies of Central and Eastern Europe. It
would work against the fragmentation of the Eu-
ropean financial markets along national lines and
- by enhancing the financial resilience of the euro
area — it would reduce the risks of negative spill-
over effects to the CEE banking systems.

IN concLusION
The recovery of the CEE economies remains frag-
ile. With few exceptions, output, held back by
debt overhang and direct and indirect exposure
to the eurozone debt crisis, has not yet regained
pre-crisis levels. Import demand from the euro
area remains at depressed levels. And although
financial conditions have improved since the end
of 2011 they remain volatile. Bank credit dynam-
ics remain weak, reflecting subdued domestic
demand and a large volume of non-perform-
ing loans. The banking systems of most of these
countries remain well capitalized, however, and
are consequently in a position to withstand the
lingering deterioration of their asset quality.
Thefinanciallegacy of the crisis will not be short-
lived. The evolution of the international banking
sector in the coming years will continue to shape
financial conditions also in the CEE countries. The
regulatory and supervisory responses adopted at
global level will imply more stringent capital and
liquidity requirements. In response to these more
demanding rules, as well as to spontaneous mar-
ket forces, international banks are adapting their
business strategies, unwinding unsustainable
pre-crisis practices and shifting to longer-term
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sources of funding. In this context the main Euro-
pean banks with large stakes in the CEE markets
are gradually going over to more decentralized
business models, in which subsidiaries will have
to rely more heavily on local sources of funds
and set their lending conditions accordingly. Or-
derly and even desirable for the resilience of the
global financial system as this process may be, it
could also put significant pressures on emerging
countries that are highly dependent on external
financing owing to underdeveloped domestic
financial systems and structurally low national
saving rates. Indeed, this calls for decisive reforms
to bolster the development and deepening of
local money and capital markets, including the
issuance of bonds denominated in local currency.
The process will be lengthy and complex, requir-
ing a suitable legal framework, adequate infra-
structures, a large institutional investor base, sta-
ble macroeconomic conditions and predictable

policy-making, as has been demonstrated by the
extensive analysis conducted and the guidelines
then issued by the Bank of International Settle-
ments (BIS), the World Bank and the G20.° Several
of these conditions have already been achieved
in the process of integration in the EU.

Against the backdrop of this changing financial
environment, one risk is that, arguing the need
to preserve domestic financial stability, national
regulators could adopt ring-fencing measures,
hampering the smooth functioning of the EU sin-
gle market. As the long-term benefits of free capi-
tal mobility and international financial integration
remain substantial, averting this risk requires that
the EU institutions, notably the European Com-
mission and the European Banking Authority, play
a greater role in monitoring these measures and
enhancing coordination among national regula-
tors, in order to avoid the fragmentation of the
European financial markets.

A

9 See: BIS Committee on the Global
Financial System: “Financial stability
and local currency bond markets,
CGFS Papers, No. 28, June 2007. See
also the “G20 Action Plan to Support
the Development of Local Currency
Bond Markets, November 3-4, 2011.

ro¢nik 21, 5/2013

17



TWENTY YEARS OF TRANSITION — EXPERIENCES AND CHALLENGES

Panel discussion:
Fvolution of economic policies

in transition countries and future
challenges

Panellists (from left): Miroslav Singer — Governor of Ceskd ndrodni banka (Chair), Ardo Hansson — Governor
of Eesti Pank, Daniel Daianu — Professor at the National School of Political and Administrative Studies in Bu-
charest, Andreas Wérgétter — Head of Division at the Organisation for Economic Co-operation and Develop-
ment, Michael A. Landesmann — Director of the Vienna Institute for International Economic Studies

Dr Miroslav Singer is the Governor of Ceskd
ndrodni banka. He has also been a member of
the Supervisory Boards/Boards of Directors at
Ceskd pojistovna, Expandia Finance, Expandia
Banka, Expandia Holding and Chemofond,

a member of the editorial boards of Finance

a uveér (Journal of Economics and Finance) and
Business Central Europe. He has lectured at the
Centre for Economic Research and Graduate
Education at Charles University and at the
University of Economics in Prague.
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Mr Daianu emphasized that it is a quite unusual
period to judge transition economies; he is even
reluctant to call them transition economies; be-
cause the big transition currently is not in the Cen-
tral and Eastern Europe, for it is a period of huge
turmoil in the euro area. Having an independent,
autonomous monetary and exchange rate policy
are major advantages under the circumstances
because countries need not only afiscal space
but also policy space, which is a much broader
concept. There is avery deep financial crisis
which is not contained, a deep euro area crisis,
a looming stagnation, a major shift of balance of
power in the global economy.

What seems to have been missing in the poli-
cies of the last couple of decades? He pointed out
several aspects. One is a relative neglect of institu-
tions. This was highlighted in a World Bank study
after the first ten years of transition. That study
also emphasized there was a simplistic paradigm
that had prevailed over the years neglecting
structural issues. Economies are not similar, they
are different, there is a lot of heterogeneity that
can be seen inside the euro area too. Some of
the new member states are more analogous with
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Dr Daniel Daianu is a professor of Economics
and Finance, National School of Political and
Administrative Studies, Bucharest, Associate
Fellow, CASE (Warsaw), Member of the Board,
CEC Bank, Bucharest.

the periphery of the euro area when it comes to
the ability to deal with a boom and bust cycle.
Probably, the opening of the capital account was
premature in some of the cases but the single
market logic has prevailed. There was the episode
of Asian crisis, which sent a very strong warning
signal in this regard.

There are clusters of economies, Central and
Eastern Europeis not homogenous. There are a few
countries which seem to be much more compat-
ible with the core of the euro area than with its pe-
riphery. [t was easy to anticipate this situation. Then
there are countries which were assisted financially
when the crisis erupted so ferociously, including
Hungary, Romania and the Baltics. So, now, euro
adoption is not a goal for the immediate future for
some NMSs. There are two fundamental pre-con-
ditions for joining the euro areg, in his view. One is
having a well-trained economy, an economy that
can withstand asymmetric shocks. Second, the
euro area should be fixed. Its repair is not finished
yet, and it may still take quite a while.

Now what are major challenges for Central and
Eastern Europe in general? There are three, in his
opinion. One is a bank credit retrenchment and
even more, it is a broken transmission mechanism,
as the ECB President Mario Draghi repeatedly em-
phasizes. Europe cannot grow without bank credit.
Europe depends on bank credit much more than
the United States. A second major challenge is
a looming stagnation in Europe, because Central
and Eastern European economies, depend over-
whelmingly on the EU dynamics in general. A third
challenge is a middle income trap, which some of
the countries will probably face in not a distant
future. A big question is whether they can turn
into more entrepreneurship driven economies.
The growth model should be rethought because
the growth has been pretty fragile in several cases;
there were episodes of aboom and bust cycle,
there were very large current account deficits and
so on. And finally, financial markets have become
an inbuilt destabilizer to alarge extent because

large banking groups are more engaged in trad-
ing than in lending, so there is need for a radical re-
form of the regulation and supervision of financial
markets, what has been emphasized in the Gover-
nor’'s Liikanen speech. Also the Wickers' commis-
sion report in the UK emphasizes a radical reform
of regulation and supervision of financial markets
as being bedly neede. Otherwise the economic
situation will continue to stagnate, or get worse.

Mr Hansson congratulated Narodnd banka
Slovenska on its anniversary and thanked it for
organizing the conference and hosting the Gov-
erning council meeting. His speech covered five
main points. First, the transition has been a suc-
cess. Itis hard to generalize, but income indicators
and the rate of convergence show that over a ten,
fifteen or twenty year horizon, it is clear that these
countries as a group have grown relatively rapidly
by any definition. Mr Hansson mentioned the risk
that some of these countries may face a middle
income trap, but overall this region is doing well
relative to other regions. The World Bank classified
some twenty plus countries as having escaped
this trap, half of them in this region. This means
that alot has been accomplished and these
economies are quite resilient.

Second, European integration, EU membership,
and euro area membership have generally been
positive factors that have created a sense of disci-
pline and simplified decisions about which institu-
tions to adopt in certain areas. There is no need to
discuss the Japanese, American or German mod-
els, as the choice has been made. This might have
been a straitjacket for some, but in general it has
simplified the adoption of institutional reform. It
has also led to a certain amount of indirect har-
monization of countries that originally were not
harmonized. Everybody was integrating bilaterally
with the EU and then ten years down the road all

Dr Ardo Hansson is the Governor of Eesti Pank
and a member of the Governing Council of the
European Central Bank. He is responsible for the
overall governance of the bank and for revising
and supervising the bank’s management
system. He is also responsible for guiding public
and international relations, framing the legal
environment and managing human resources,
and for internal administrative services.
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the countries found themselves integrated with
each other asif an invisible hand had been at work,
and that was very helpful. Finally the EU has de-
livered convergence — the World Bank has called it
a convergence machine — through the single mar-
ket and through financial integration. You could
question the volumes of capital that have flowed
in the region in some instances and which may
have flowed to the wrong sectors, but the fact that
capital was flowing from richer countries to poorer
countries, from the slower growing to the faster
growing is a sign that financial intermediation has
basically been working in the right way.

In his third point Governor Hansson argued that
transition as a regional and geographical concept
is becoming increasingly obsolete. It is probably
still relevant for countries like Belarus or for Cen-
tral Asian countries, and it makes sense in some
pockets in the Balkans, but generally in the CEE
region it is more or less irrelevant by now. There
might be anorth-south divide or an east-west
divide but these are all overly simplified. Perhaps
the only group that really stands out as a cohesive
blockis the Nordic region. There is probably a bet-
ter macro outlook in terms of macro sustainabil-
ity in this region, and perhaps these economies
can be classified as being a bit more flexible and
having the edge in terms of infrastructure, in
terms of institutional development and probably
also in terms of corruption. If you look at other
aspects like privatization, or the degree of liber-
alization, there is not much variance anymore.
So what you see is a lot of diversity in the EU if
you look at indicators for doing business, and it is
very hard to say that there is a line for this transi-
tion concept that makes a lot of sense. Probably
in some sectors in some countries there are still
some individual transitional issues but maybe this
heterogeneity is actually a sign of normality and
is a sign that national policies actually mater.

Fourth, the agenda for the future is a classical
convergence process, a standard economic de-
velopment agenda which is about productivity,
growth, human capital, further gradual financial
deepening, outstanding public sector reforms,
and some infrastructure bottlenecks. Issues of
migration in a single labour market may also be
shared challenges. There are two other things
that have to be dealt with. One is the process
of convergence in the poorest parts of the con-
tinent and the other is the Ballassa-Samuelson
effect which is going to affect inflation perform-
ance, but hopefully in a sustainable way.

Finally there is one element of the transition
paradigm that remains relevant, and it relates
a little bit to what Mr Daianu has mentioned. Tran-
sition was never a single process, it was actually
at least two different processes. One was moving
from planned to market-based institutions, the
other encompassed huge changes in relative
prices and incentives. You might have thought
that planned economies were relatively undis-
torted, but that was not the case. The new relative
prices that prevailed after the change meant that
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Professor Michael Landesmann is scientific
director at the Vienna Institute for International

Economic Studies (WIIW) and as university
professor at the Johannes Kepler University

in Linz. He has enjoyed a long and fruitful
academic career (University of Cambridge (UK),
University of Vienna).

energy was too cheap, there were overly large
agricultural and industrial sectors and undersized
services, and trade and the tax system were dis-
torted. A part of the transitional recession was the
collapse of institutions, and part of it was this large
factor reallocation. At the beginning of the transi-
tion, countries started losing potential output as
productive factors were released from declining
sectors and not yet employed in any alternative
sector. A little later this became a driver of growth
and most of the studies of growth would give
a lot of weight to this factor reallocation. It links to
the broader agenda in many European countries
that if there is an outsized construction sector, if
you want to move from the public to the private
sector, if you want to move from SMEs to larger
firms, then there is a whole range of reallocations
that still needs to be done. And what it probably
means is that some of what is happening now in
many European economies in terms of stagna-
tion, inactivity, and unemployment is probably
a kind of transition 2.0 light version.

Professor Landesmann at the beginning of
his speech recalled the World Bank study which
emphasized that there are worrying signals about
convergence when looking forward. The other
problem is the heterogeneity of convergence in
the region. He also emphasized "old fashioned”
issues, such asthe role of manufacturing, and
argued that the heterogeneity in convergence is
caused by the policy instruments used by differ-
ent countries.

According to Prof. Landesmann, we see a north-
south divide in the euro area crisis. Analyses of the
WIIW show that this divide is similar to what we
see in the CEE region. The divide is both accentu-
ated and even may be cemented in the crisis and
is related to historical structural developments.
Professor Landesmann stressed the weakness of
the tradable sector in a range of countries, as well
as external imbalances, which have been a defin-
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ing feature of the disparate developments across
the euro area. It is astonishing that alarm bells
were not rung and policy instruments were not
activated earlier against the explosive current-ac-
count imbalances. The underlying structures of
current-account imbalances varied. The devel-
opment of trade balances in the CEE5 was a real
success story — trade deficits in the initial period,
when countries built up export capacity, followed
by closing the gap later on. Therefore, before the
crisis erupted, these countries had either positive
or balanced trade accounts.

The picture was different both in the southern
EU countries, as well as throughout the rest of
Eastern Europe, the Baltics, or the Western Balkan
countries — with explosive trade deficits. Econo-
metric evidence presented in the background
report of the WIIW to the EU competitiveness re-
port showed that low- and middle-income econ-
omies are much more dependent, in terms of
trade performance, on manufacturing output. It
is obvious that higher-income countries develop
trade in export services more. In the long run the
manufacturing sector is a highly important seg-
ment of the economy. What we see is a disparate
development of manufacturing: the group of CEE
economies with strongly developed manufactur-
ing and the wide range of low- and middle-in-
come countries with a steady reduction of manu-
facturing and a shrinking of this rather important
part of the tradable sector.

There is an underlying element in this develop-
ment — of industrialization and deindustrialization
— which has very strong agglomeration features.
We see it within countries at the regional level,
but it can be seen in Europe as a whole as well as
around Europe, too. Many countries suffer persist-
ent problems in trying to link up with production
networks. The problem underlying external im-
balances is countries' inability to develop indus-
trial capacities. As Prof. Landesmann mentioned,
this problem has become cemented during the
crises, with the exception of Baltic countries,
which made some structural shift. But detailed
analysis shows that a wide range of countries suf-
fered a large negative shock to industrial capaci-
ties during the crisis, and this may have long-term
consequences.

Another area is the exchange rate — not only
the aggregate developments of the real exchange
rate, but details of what lies behind the real ex-
change rate adjustments across different sectors
of the economy. The main result of the analysis
and overall picture so far is that real exchange rate
movements have not had the intended impact
on current-account adjustments. The main devel-
opments we have seen during the crisis were that
adjustments went through incomes rather than
through adjustments in relative prices of the trad-
able sector. What we see is diverse developments
of the relative exchange rate of the tradable and
non-tradable sector in different economies.

To conclude, Professor Landesmann stressed
the fact that an element of development, which

evolved during the 2000s, will have persistent
features and that it is unlikely that there will be
structural convergence. This is very strongly re-
lated to the build-up of the tradable sectors. We
are seeing highly diverse developments and the
importance of industry, which is now concentrat-
ed in the Central European hub. There is ongoing
research of industrial policy, related to what Gov-
ernor Nowotny mentioned in his speech - there
is a slow-down in the flows of FDI. There should
be supplementary policy tools to support the
structural upgrade of economies and to modify
current agglomerative processes.

Dr Worgotter congratulated NBS on the occa-
sion of its 20th anniversary. He related that period
to his personal and professional life as he worked
on Slovakia all that time as an economist.

Because other panellists had already mentioned
many important issues, he concentrated on some
supplementary points concerning experiences,
challenges and some recommendations — simpli-
fied and general.

He asked to what extent we can legitimately
talk about transition economies. The set of tran-
sition economies is becoming more widespread:
it is not only post-communist countries that we
can characterize as transition economies. This cri-
sis has shown us that there were severe and very
deep distortions within economies which have
to be corrected and this process of correction is
what we have to call a transition. From this point
of view it is legitimate to talk about transition
economies.

A transition economy is one that is not func-
tioning according to the usual trend-cycle model,
we cannot think about a transition economy as an
economy which developes in a cycle around the
trend, in which macroeconomic policies smooth
the cycle and structural policies serve to acceler-
ate growth. In transition economies macroeco-
nomic policies have structural consequences and
structural policies have impact on the efficiency

Dr Andreas Wérgétter is Head of division

at the OECD Economics Department and

an associate professor at the Department of
Mathematical Economics at the University of
Technology, Vienna. He has followed the Slovak
economic developments for twenty years.
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and effectiveness of macroeconomic policies. So

we cannot separate these two sets of policies.

Speaking about privatization, Dr Worgotter
stressed that privatization in the standard transi-
tion economies has generated less entrepreneur-
ship and economic dynamism, but has contrib-
uted more to debt-financed consumption. That
was not sufficiently taken into account by central
banks. Foreign-owned financial systems contrib-
uted to this. For banks it was easier and more
profitable to provide loans against collateral to
households than to go through the tedious and
less profitable business of providing financing to
medium-sized companies, to start-ups, and to fi-
nance innovations.

One important challenge is the tension faced
by countries that are already in the euro area and
countries that have had a fixed exchange rate for
several decades (e.g, Latvia, Bulgaria, etc). These
countries now face the challenge of achieving
nominal convergence and restoring competitive-
ness — both going in different directions. Nominal
convergence leads in the direction of higher pric-
es, because we are talking here about lower-in-
come countries that have a lower price level in the
domestic sector, which is supposed to converge
over time to the level of the other countries in the
area. At the same time, they have to shift resources
from the domestic sector to the export sector. But,
as Prof. Landesmann showed, many of these coun-
tries have too-small export sectors. There has been
over-expansion of real estate, over-expansion of
retail capacity, over-expansion of infrastructure for
domestic demand and domestic consumption.
Redirection of the output is possible only if relative
prices (domestic vs. foreign) change. This tension
cannot be addressed by standard macroeconomic
policies, since this is a structural feature.

Another challenge for countries like Slovakia,
according to Dr Worgdtter, is how to get banks to
lend to small and medium-sized enterprises and
how to provide financing for innovations.

In conclusion he stressed three points (ques-
tions):

* How to make macroeconomic policies more
growth-friendly. We do not have any solution,
yet;

* How to remove consumption driven by the fi-
nancial sector, to have more resources for em-
ployment creation;

* How to make regulatory reform create a more
competition-friendly regulatory environment.

Discussion

The chairman, Governor Singer, then opened the
discussion for comments from panellists and qu-
estions and comments from participants.

Prof. Daianu made a comment to Prof. Landes-
mann about the distribution of industrial activi-
ties in the EU. He mentioned an argument that
the introduction of a common currency would
lead to a specialization of economic activities ac-
cording to comparative advantages and Europe
would end up with an over-industrialized north
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and under-industrialized south. While not pro-
phetic, it was a good economic prediction and,
interestingly, this dichotomy can be extrapolated
to the pains of some of the new member states.
In spite of the substantial economic convergence,
the prospects of stagnation are significant.

The second comment was Prof. Daianu’s thesis
that a major lesson from this crisis is that there
should be more domestic drivers of economic
growth. History of economic modernization
around the world shows that domestic savings are
important and, secondly, it is critical where those
domestic savings go. A more entrepreneurial econ-
omy and more emphasis on tradable sectors in re-
source allocation is a key for economic growth.

Mr Martin Suster (Ndrodnd banka Slovenska)
asked the entire panel about what is the most
important structural reform that should be
implemented in transition economies.

According to Prof. Daianu, there are several spe-
cific structural reforms, but the most pressing one is
that of reforming the education systems through-
out Europe. Not enough people want to study
engineering, technical sciences. Many wish to be-
come layers, to have MBA degrees and so on. This is
a comparative disadvantage against Asian econo-
mies, against the US. There are other candidates for
reforms, too — e.g, the labour markets are too rigid.

Governor Hansson remarked that from the per-
spective of his own country (Estonia) it is educa-
tion reform, probably in particular higher-educa-
tion reform. Elementary and secondary levels are
in a good shape, but higher education is a bit of
an issue. And the other issue is the labour mar-
ket. Right now, the unemployment rate is at 9.3%
in Estonia and, despite this relatively high level,
there are indications of inflationary pressures. So
while there are elements that are quite flexible in
the labour market, still the overall net result leaves
something to be desired.

Prof. Landesmann stressed the importance of in-
dustrial policy. According to his econometric work
exploring the successes and failures of industrial
policies, one thing that emerges are highly signifi-
cant interactive relations between governance in-
dicators and the use of particular industrial policy
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tools, different state aid tools, etc. If one moves
down the path of using a certain type of additional
policy instruments, this has to be combined with
improvement in governance. The use of certain
industrial policy tools can be counter-productive
if governance structures are not set up.

The second point, which is also strongly evi-
denced by the econometrics, is that vocational
training is highly important for building the in-
dustrial base of the tradable sector.

The third point concerns the long-term struc-
tural problem in the current account, which of
course can adjust through stagnation or lower
income. But for a large number of countries there
is one element that leads to real exchange rate
overvaluation. That is remittance flows and the
use of remittances for consumption or construc-
tion, but not for investment. So, any change in
incentives that might shift the use of remittances
would be a very important issue in the context of
external disequilibria.

Dr Worgotter agreed with everything that had
been said and would just add one magic bullet
and that is the reorientation and reprioritization in
the use of structural funds. These should be used
for more broadly extending innovation support
and for SME financing institutions.

Prof. Issing expressed scepticism that indus-
trial policy can be used as a substitute for the
exchange rate mechanism. If several countries
were to adopt such a policy, what would be the
outcome? If such policies were not co-ordinated,
they could run into conflicts; and if some indus-
tries were subsidized, there would be a problem
with EU rules. He expressed sympathy for areas
like vocational training, education, etc. In his re-
sponse, Prof. Landesmann stated that indus-
trial policies have never died. They have merely
taken on a different shape. And, of course, there
has been a strong emphasis towards more hori-
zontal measures, rather than vertical measures.
More recently there has been also rethinking at
the European level of some vertical measures, for
example on technology, on innovation policies,
where the aim, similarly to many other successful
economies, is to support or contain coordination
failures in terms of technology implementations.
Prof. Landesmann expressed support for voca-
tional training institutions as a part of industrial
policy and for successful cluster policies. He said
that if countries are not willing to move towards
a transfer union, it is important that every part of
the union has some cluster of successful tradable
activity. Several industrial policy tools are linked
toits finance, specifically steering it towards SMEs,
or there are export credit guarantees, which have
been successful in many countries, etc. A crucial
issue is the widening of European production
networks. At present, they are heavily concentrat-
ed regionally in Central Europe. Support for coun-
tries linking up with such production networks is
an absolutely essential ingredient. Industrial poli-
cies should not be seen as a substitute for the real
exchange rate because the real exchange rate has

two variables: wages and productivity and other
cost factors. And, of course, the productivity vari-
able is the one where industrial policy efforts can
be directed in many indirect ways. So a singular
focus that the real exchange rate would only ad-
just through wage adjustment would be a very
incomplete perception of the long-run adjust-
ment of the real exchange rate.

Answering a question about mistakes made
during the transition, Dr Worgdtter stressed a po-
tentially incorrect balance between policy issues
in Slovakia. More emphasis was put on decreas-
ing taxes, having a simple tax structure, and less
on the regulatory environment for successful en-
trepreneurial activity. It could be that the advan-
tages of the tax system were enjoyed by inappro-
priate income earners — by income earners that
were benefiting from capital gains or activities
that were not sustainable in the Slovak context.

In answering the question of what has to be
done, Prof. Daianu remarked that — apart from the
wisdom of judging industrial policy, due to sin-
gle market logic — there should be an EU policy.
Europe 2020 is, according to him, an industrial-
policy strategy. It may not be effective, but it is
an industrial policy. He then argued in favour of
support for domestic sectors by using EU funds.
Based on the experience of Asian economies, he
opposed exchange rate overvaluation, argued for
exchange-rate policy as an instrument for shap-
ing resource allocation, and against premature
entry into the euro area. He claimed that the euro
is overvalued, it is not appropriate for some econ-
omies. We need a better understanding of the
policy mix, more leeway for policy space, since
fiscal policy and monetary policy are not enough,
we need more tools, more instruments.

Governor Hansson remarked that the debate
over gradualism versus shock therapy was not
very helpful and he would prefer the creation of
sound macroeconomic policy, enforcement of
the rule of law and reduction of corruption.

Mr Winkler (ECB) asked for a clarification of
the issue of the consumption bias in lending. He
drew attention to the contrast against past warn-
ings of the opposite, i.e. much of relationship
lending, meaning the situation where bankers sat
on the supervisory boards of companies. Have we
moved too far? How should the current situation
be viewed? Governor Singer extended the ques-
tion: What is the situation in the old euro area
members? Answering the question, Dr Worgot-
ter explained that this bias was evident not only
in the CEE countries, but in the more developed
EU countries, in the US and elsewhere. The ques-
tion is why it was present in less developed coun-
tries and why excessive lending to households in
poorer countries was allowed, predominantly in
the real estate market. That bias was one aspect
of the boom and bust. Prof. Daianu added in this
respect that macroprudential regulation had not
been present, or had been weak in the past.

(Compiled by Frantisek Hajnovi¢ and Juraj Zeman)
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Monetary policy challenges
and attractiveness of monetary
integration for catching-up
countries (by Julius Horvath)

The first speaker in Session 3, chaired by the Vice-
Governor of the Narodna banka Slovenska Jan
Toth, was Professor Julius Horvath from the Cen-
tral European University in Budapest. He started
his presentation, entitled "Attractiveness of Mon-
etary Integration for Catching-up Countries’, with
a short personal reflection on a rather more sub-
tle but ever-present division between the western
and eastern parts of Europe. Next, based on theo-
retical and empirical findings, he discussed from
a historical perspective the issue of real economic
convergence between these regions. In the fol-
lowing part of his speech he concentrated on
describing the main features of the “Central and
Eastern European (CEE) growth model”. Finally, in
light of these characteristics, Professor Horvéth
touched upon the impact of the global crisis on
the CEE region and its growth model.

In the introduction to his conference speech
Professor Horvath implied that even though com-
munism in the Eastern Europe ended more than
20 years ago and that since then we have been
witnessing deepening interactions between west
and east, some “shadow of the iron curtain” still
persists. The underlying factors of the continuing
division of Europe into west and east may, accord-
ing to discussions in literature, be quite diverse in
nature.

According to Professor Horvath some form of
convergence towards core (western) countries
has been an important objective of governments
of CEE countries since the first of them started
appearing on the map of Europe in the 19" cen-
tury. In this long term, however, economic data
show arather bouncy picture. Unconditional

24

rocnik 21, 5/2013

Julius Horvdth is Professor of Economics at

the Central European University in Budapest.

He is the author of numerous publications on
monetary economics, international trade and
economic transition. He also serves as a member
of the research committee of the Ndrodnd banka
Slovenska.

-convergence in a cross country setting is typi-
cally restricted to a small sample of “core” coun-
tries, i.e. older OECD countries. There appears to
be a lack of support for 3-convergence between
Western and Eastern Europe in the period since
1820 to 1990. Economic research rather finds
support for economic divergence between these
regions in the long run and particularly so dur-
ing the early period of transition among eastern
countries from planned to market economies in
the 1990s.

But, as Professor Horvéth put it, “economic the-
ory is much more optimistic” He documents this
by implications of the Heckscher-Ohlin-Samuel-
son trade model, whereby functioning markets
and a reasonably similar relative factor endow-
ment result in productivity, goods and factor price
equalisation between two countries even without
free movement of labour and capital across bor-
ders. Allowing free cross-border flows of produc-
tion factors speeds up the productivity, wage and
price convergence. Also the implications of the
New Growth Theory for real convergence of two
regions that exhibit vastly different levels of initial
income are optimistic. According to this theory
output growth is mainly determined by techno-
logical change. As imitation of technology is less
expensive than innovation, countries that are able
to imitate grow faster. Big improvements in pro-
ductivity are possible as long as countries are far
away from the technological frontier. Once they
reach it, further productivity growth is determined
by new innovations that move the frontier.

Indeed, when we look at the stylised coun-
tries of the CEE region in the period from 1995
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to 2007, according to Professor Horvéth, we can
see a historically rare success in convergence.
The same positive picture for the CEE region real
convergence emerges in a broader international
comparison.

Professor Horvath continued his speech by
looking at factors that might have played arole
in the success of what he calls the "CEE Model”
during the period of 1990s-2007. First, he pointed
out the political factors which were very advanta-
geous. CEE countries entered political and insti-
tutional integration with a so-called soft power.
Also the EU accession talks helped guide the nec-
essary reform process and provided credibility to
these — often socially costly — policies in the eyes
of citizens.

Second, macroeconomic characteristics of the
“CEE Model" played an important role and Pro-
fessor Horvath discussed them in a row. The CEE
region saw, for instance, much higher capital in-
flows than both Latin America and Asia during
the above mentioned period. Credit expansion in
most CEE countries was to a large extent financed
from these inflows, rather than domestic depos-
its, in contrast to most non-European emerging
countries. Real interest rates were declining due
to nominal rates convergence and higher infla-
tion but borrowing costs were in many instances
lowered further thanks to widespread foreign cur-
rency borrowing.

Large current account deficits and real ex-
change rate appreciation during the catching-up
process were also among the distinctive features
of the CEE region development model. These
are the same features that were pretty much dis-
credited during e.g. the Asian crisis of 1997-1998.
But, as Professor Horvath put it, in case of the
CEE countries these “worked”; the reason being
a strong commitment to trade openness, which
was rising during the whole period (until 2007)
in every country of the region. At the same time
these countries were increasing their world export
market shares while their exchange rates appreci-
ated. This was only possible as the region’s inter-
national and domestic companies were able to
raise quality and improve technological content
of exports. Another important feature, mentioned
by Professor Horvath, which helped mitigate the
effects of the late 90s" global financial turmoil,
was the ability of the region to accept dominant
foreign ownership in strategic economic sectors,
notably in commercial banking.

Professor Horvéth also dipped into a political
economy literature to characterise what this lit-

Total expenditures on research and development
as a percentage of GDP

Country 2000-2011 Average

DME

Czech Republic 14

Hungary 1,0

Poland 0,6

Slovakia 0,6
LME

UK 18

USA 2,7
CME

Austria 24

Germany 2,6

Source: Eurostat, USA figures for 2000-2009.

erature labels as the Dependent Market Economy
of the CEE. Among these characteristics are: com-
parative advantage in assembly and production of
relatively complex and durable consumer goods,
skilled labour with medium-high level of technol-
ogy, docile labour, rising income disparities, low
expenditures on research and low efficiency of
research. These facts again seem to support the
need for more public resources to be allocated to
higher education and research as the CEE coun-
tries move closer to the technological frontier.

Inthe last part of his presentation Professor Hor-
vath elaborated on the effect of the recent global
crisis on the CEE region and its growth model. As
the region has been hit relatively hard by the cri-
sis and the prestige of the underlying ideological
concept (conceptualised in the Washington Con-
sensus) has started to lose its appeal, the sustain-
ability of the “CEE model” has come to be ques-
tioned. Other adverse factors have emerged as
well — the effects of external shocks are magnified
by the distributional conflicts they trigger, and so-
cial divisions in the CEE are deepening.

According to Professor Horvéth the vulnerabili-
ties of the “CEE model” evidently materialised in
the recent crisis but the worst scenario did not
happen. Interconnections with foreign banks
softened the effect of a sudden change in capi-
tal flows. Also, thanks to the various interlinkages
with Western Europe the response of policymak-
ers in CEE was mature, i.e. populist responses
were largely restrained.

(Compiled by Tomds T6zsér)
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1 Readers interested are referred to
www.policyuncertainty.com for

further details about the index.
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The real and financial effects
of policy uncertainty (oy tubos Pastor

The presentation of Professor Pastor focused on
the issue of political uncertainty surrounding fu-
ture government measures and their impacts on
the financial market and real economy. By real im-
plications the author means the effect of political
uncertainty on real variables such as investment,
output, or employment, whereas by financial im-
plications he means the effect on asset returns,
their volatility and correlation.

This research area is very topical. Due to the
ongoing financial crises and economic reces-
sion in Europe, the level of political uncertainty
regarding future economic policy measures has
increased significantly; see Figure 1. For example,
European citizens are currently concerned about
government measures related to fiscal consolida-
tion (e.g, tax hikes, expenditure cuts, etc.), struc-
tural reforms (e.g, the retirement age, labour mar-
ket protection, etc.), and the banking union (e.g.,
deposit insurance policy, legacy issues, etc.).

Fig. 1 European Policy Uncertainty Index
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The structure of Professor Pastor’s presentation
can be divided into three sections. In the first one
he briefly explained how policy uncertainty can
be measured in practice. Section 2 discussed the
real and financial implications of policy uncer-
tainty. Pastor made recommendations for the EU/
EMU countries in Section 3.

SECTION 1

In order to analyse the effects of policy uncertainty
on either real or financial variables, some quanti-
tative index (measure) of this specific uncertainty
must be used. Professor Pastor relies on the Policy
Uncertainty Index constructed as a weighted av-
erage of the following three components: (1) the
number of words “uncertainty” and “policy” men-
tioned in 10 major US newspapers; (2) the number
of federal tax code provisions set to expire soon;
(3) disagreement among forecasters about future
inflation and government spending.' It can be
easily seen from Figure 1 that the European Policy
Uncertainty Index peaked during the last finan-
cial crises (i.e. 2008-onwards).

SECTION 2

From the theoretical standpoint, there are two

main economic channels through which policy

uncertainty impacts on real variables:

1)The real channel is related to a trade-off be-
tween returns from early, but possibly irrevers-
ible, investments of economic agents (i.e. firms
and households) and benefits from waiting
and postponing investment decisions. Agents
have an option to wait, and the value of this op-
tion rises with uncertainty. A nice example of
this channel might be a well-known fact that
households postpone their major purchases
(ie. purchases of cars or housing) when per-
ceived uncertainty increases.
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Fig. 2 European Policy Uncertainty Index and S&P
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2)The financial channel is related to the fact that
policy uncertainty, contrary to other forms of
uncertainty, is not diversifiable. This means that
higher policy uncertainty increases the risk
premium and, thus, costs of borrowing, which
subsequently reduces firms’ investments and
constrains households' purchases.

Pastor presented empirical evidence from various
research studies using both macro- and micro-level
data. The results suggest the following: (i) an in-
crease in policy uncertainty negatively impacts real
macroeconomic variables such as GDP, investment,
and employment; (i) the effect of policy uncer-
tainty is stronger for firms with a higher degree of
investment irreversibility and/or finance constraint.

New theoretical results about the financial ef-
fects of policy uncertainty follow from a gen-
eral equilibrium model developed by Pastor and
Veronesi? The model comprises two types of
policy-based uncertainty: (i) uncertainty about
future government measures; and (i) uncer-
tainty about the impact of ongoing government
measures. This model allows formal analysis of
the effects of political news on stock prices. The
results concerning the financial effects of policy
uncertainty can be summarised as follows. First,
policy uncertainty increases the risk premium
embedded in stock prices. Moreover, the pre-
mium tends to be larger in bad economic con-
ditions (e.g., recessions). The intuition is that the
government is more likely to change its policy in
weaker economic conditions, and so uncertainty
about which new policy will be adopted matters
more when the economy is weak. Second, policy
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Source: Pdstor and Veronesi, 2013, Political uncertainty and risk
premia, Working paper.

uncertainty makes stock prices more volatile and
more correlated, especially in bad economic con-
ditions. Both theoretical findings are supported
by empirical evidence using the US data; see Fig-
ures 2 and 3. Figure 2 depicts the co-movement
between the Policy Uncertainty Index in the US
and the average pairwise correlation of stock re-
turns from the S&P 500 index. Figure 3 shows the
co-movement of the Policy Uncertainty Index in
the US with stock volatility. Both pictures clearly
illustrate that the behaviour of stock prices (corre-
lation and/or volatility) is closely related to policy
uncertainty in the economy.

As Professor Pastor pointed out, similar results
apply to electoral uncertainty, or uncertainty
about the results of national elections. In par-
ticular, firms tend to cut (or postpone) their in-
vestments by almost 5% during election years as
a direct consequence of the irreversibility of their
investments. A similar pattern in firms' behaviour
can be found in the international context as well.
For example, Péstor illustrated that the US firms
cut their foreign direct investment by 14-21%
during election years.

SEcTiON 3

Based on the above-mentioned theoretical and
empirical findings, Professor Péstor concluded
that Europe would benefit from a reduction in
policy uncertainty by speeding up structural re-
forms, clarifying the plans for fiscal consolidation,
and finalizing banking regulations.

(Compiled by Maridn Vdvra)

A

2 See Pastor and Veronesi (2013):
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1 Calvo, G, F. Coricelliand P, Ottonello,
“Jobless Recoveries during Financial
Crises: Is Inflation the Way Out?;

mimeo, 2013.
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Recovering from the crisis in the
euro area: Exchange rates, inflation
and real wages (by Fabrizio Coricell

Professor Coricelli began his presentation with an
important remark regarding the title of his pres-
entation. As stated in the conference agenda, he
was originally planning to talk about transition
to the euro and the euro in transition. In order
to focus on the current key issue of transition in
the euro area, he has decided not to elaborate on
transition countries attempting to introduce the
euro and has presented only his opinion and re-
sults related to the transition of the euro itself.

There is a serious threat to the stability of the
euro area and the survival of the euro as we know
it. The public is increasingly sceptical about the
euro. As Professor Coricelli states, economists can
play a useful role in challenging the foundations
of such scepticism. The solution to the crisis im-
plies fiscal and banking union, which is ultimately
a political decision. Unfortunately, politicians act
within political incentives and constraints. Econo-
mists cannot do much about this. However, they
can suggest solutions to specific problems be-
hind the current euro crisis and increasing scepti-
cism on the euro.

A frequently sugested solution for periphery
countries is currency devalution. This myth as-
sumes that if they were to be able to devalue,
economic conditions would improve and the
situation would be much better. The idea is that
depreciation of national currencies would solve
problems in the real economy, especially high un-
employment in the hardest hit economies. Given
the fact that the euro area countries no longer
have their own currency, the argument entails
exiting from the euro area. Professor Coricelli
challenged the role of the exchange rate using
findings from a recent study with Guillermo Calvo
and Pablo Ottonello of Columbia University.'
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In his fact-based presentation he tried to an-
swer several important questions. He elaborated
particularly on two of them: Is the Euro crisis a
‘competitiveness” crisis of the periphery? How
can the periphery exit the Great Recession and
especially how can it reduce unemployment? Us-
ing evidence from past financial crises in emerg-
ing economies he argued that the true issue was
not one of competitiveness as measured by the
real exchange rate. It is not the periphery coun-
tries’ relative prices compared to Germany, but
the real wages that matter. He stated that tempo-
rarily higher inflation rate in the euro area might
help the periphery to reduce unemployment. At
the end of his presentation he added that the
optimal policy would be to directly address the
credit constraints on firms.

KEY CHALLENGE OF THE EURO AREA
According to Professor Coricelli, the key challenge
in the current euro area is to improve conditions
in labour markets in the hardest hit economies
of the periphery. The Great Recession, as other
financial crises, has had severe and persistent ef-
fects on labour markets. The unemployment rate
in the PIGS has surged and remains stubbornly
high. By contrast, Germany and a few other euro-
area countries can claim a reduction or stagna-
tion of unemployment. Even the current recovery
success story in terms of internal devaluation
— Ireland - records persistent unemployment.
The problem is how to tackle the jobless recov-
ery, i.e. the situation when an increase in output
is not followed by an increase in employment, or
decrease in unemployment.

Many commentators have emphasised the lack
of exchange rate flexibility as the cause of persist-
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Fig. 1 Unemployment rate in the euro area (PIGS vs. core; percentages)
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ent economic stagnation and high unemploy-
ment. An ultimate belief is that exchange rate de-
preciation is the solution. The logic behind this is
straightforward: nominal depreciation causes real
depreciation, an increase in competitiveness and
a recovery.

THE ROLE OF REAL WAGES

But what to do in a monetary union? In the ab-
sence of the exchange rate instrument “internal”
devaluations (reduction of domestic prices) are
the alternative. Professor Coricelli tackles this is-
sue in one of his papers by looking at the entire
sample of past financial crises in emerging mar-
kets. Together with Calvo and Ottonello? they
find only little evidence on the key role of the real
exchange rate. According to the authors, the key
relative price seems to be the real wage.

The theory behind their contribution (based
on a two-factor production function) starts with
the fact that labour cannot serve as collateral
in a credit contract. But capital can serve as so-
called “intrinsic” collateral> As Professor Coricelli
explained, in the situation where the credit con-
straint is binding, tightening of the credit con-
straint induces a bias against labour* Then, in
the case of wage flexibility, we can expect real
wages to adjust. However, in the case of wage
rigidity, real wages remain constant and employ-
ment declines. In a more frequent environment of
nominal wage rigidity, i.e. where nominal wages
remain constant, but real wages can adjust, real
wages fall with higher inflation. Therefore, high
inflation may help reduce unemployment follow-
ing a credit contraction by reducing real wages.

Professor Coricelli draws recommendations
from a study of fourteen low- and nineteen high-
inflation episodes in emerging markets. Together
with his colleagues, they divide up the sample
according to inflation. They compare peak-to-re-

covery cycles, i.e. real GDP returns to its pre-crisis
level, in high (above median) and low (below me-
dian) inflation. They find that the key difference
in the behaviour of unemployment is due to in-
flation. In a low-inflation environment the unem-
ployment rate remains high beyond the output
recovery point, i.e. a jobless recovery. In a high-in-
flation environment they do not see a jobless re-
covery; they find that unemployment decreases.
The behaviour of real wages is inverse to that of
unemployment: wages remain persistently low in
high-inflation episodes, while they fully recover
in low inflation. The authors also show that the
real exchange rate behaves similarly; we observe
significant real depreciation, in both high- and
low-inflation environments. Exports increase, but
there is little structural change or redistribution
between tradable versus non-tradable output.
During his presentation, Professor Coricelli also
added that they did not find a long-run Phillips
curve behaviour, i.e. spikes in inflation were only
temporary. Even in episodes of very high inflation
during crises the inflation rate rapidly declined to-
wards pre-crisis levels. He concluded this part of
his presentation by stating that it is the real wage
that made the difference and not the exchange
rate depreciation.

After his explanation of the adjustment mecha-
nism observed in emerging countries, he con-
tinued with an example of its application in two
European countries severely hit by the recent
financial crisis — Iceland and Ireland. Giving the
example, he challenged Krugman'’s arguments for
the existence of national currencies in Europe and
a possibility to use currency devaluation.’ Profes-
sor Coricelli argued that we should not take the
effects of devaluation as “miracoulous”. A simple
look at the cross-country differences in unem-
ployment and real wages confirms five percent
lower real wages in Iceland compared to Ireland,

2 Calvo, G, Coricelli, . and P Ottonello,
2012, "The Labor Market Consequen-
ces of Financial Crises With or Witho-
ut Inflation: Jobless and Wageless
Recoveries’, NBER Working Paper No.
18480.

3 By ‘extrinsic collateral” they mean
liquid or other assets, that nomally
allow firms to borrow.

4 Ifwritten in the form of an equation:
wlL+K=C+(1-a)K, a fall in C induces
a decrease in wL. Where w stands for
real wages, L foremployment, C for
collateral, and K for capital.

5 Forillustration, he presented the
following statement: Krugman (NYT,
July 2012) “For the most part, Ice-
land’s lesson is relevant to countries
that experienced big capital inflows
followed by a sudden stop — that
is, the European periphery, not the
US or the UK. What it demonstrated
was the usefulness of devaluation
(and therefore of having your own
currency)...”
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Fig. 2 Real GDP index (1 = pre-crisis peak)
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and a five percent higher unemployment rate in
Ireland. Taking into account the fact that both
countries witnessed an almost identical (9%) drop
in gross domestic product within 18 months, and
that nominal wages increased in Iceland, it was
inflation that made the difference.

IMPLICATIONS FOR THE EURO AREA

The clear implication from Professor's findings

is that a temporary spike in euro-area inflation

would help to reduce unemployment rates in the

periphery. However, lower unemployment has to

be traded off with lower real wages. In addition,

he suggested two policy implications for the Eu-

ropean Central Bank:

1.to lift substantially (though temporarily) the
euro-area inflation target

2.to focus on the indicators of the “troubled
countries” (weak links in the chain) rather than
average the euro area statistics.
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Fig. 4 Unemployment rate (Great recesion)
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At the same time, we should keep in mind that
while temporary high inflation will help reduce
unemployment, welfare will not necessarily rise,
since real wages will be much lower.

Finally, Professor Coricelli mentioned that
higher inflation is a sub-optimal solution to the
current crisis. An optimal policy should target the
financial origins of the crisis. The key is to address
directly the credit constraints of firms in the pe-
riphery (including Italy). In his opinion, policies
of lending to banks have not yet succeeded in
channelling funds to firms. He concluded that we
need to find more effective solutions, including
funding for lending, and that the ECB should con-
sider a direct lending facility for firms.

(Compiled by Tibor Lalinsky)



TWENTY YEARS OF TRANSITION — EXPERIENCES AND CHALLENGES

The IMF in Central and Eastern
Furope: Looking back at the past
thirty years (oy it Jon&)

In his presentation, Mr Jona$ provided a com-
plex overview of the IMF's involvement in the
Transformation process, not only in Slovakia,
but also in the rest of the transition economies
in this region. For the purposes of his presenta-
tion, the term encompasses all former centrally
planned economies that are currently members
of the EU, plus Croatia, which will join the EU on
1 July this year.

Starting with the history of the IMF and transi-
tion economies Mr Jonas pointed out the main
milestones for Czechoslovakia (Slovakia) and the
rest of the Central and Eastern European transi-
tion economies with regard to their IMF mem-
bership. Czechoslovakia was the first one of this
group to become a member of the Fund in 1945,
followed by Poland in 1946. In 1954 it was the
only country expelled in the whole history of the
Fund, which was due to political reasons and its
failure to provide required data, unlike Poland,
which withdrew its membership under pressure
from the Soviet Union in 1950.

The presentation continued with an overview
of the history of the IMF's help to the transition
economies, which was provided in the form of
both lending and technical assistance. As shown
in Figure 1, illustrating the lending to transition
economies in both SDR (left axis) and percentage
of GDP (right axis), two peaks in financial assist-
ance occurred. One in the early 1990s, in the early
stages of transition, followed by a winding down
until 2007, when there was no credit outstanding
to the transition economies. With the financial
crisis there was a substantial increase in the vol-
ume of loans to transition economies, reaching
the second peakin 2009, as a consequence of the
global crisis.

Jiri Jonds, former advisor at the Czechoslovak
Ministry of Finance in Prague, joined the IMF in
1991 when the IMF was heavily involved in the
transformation process of Central and Eastern
European countries from centrally planned to
market economies. Quoting Jdn Toth, the Deputy-
Governor of the NBS, the IMF employees involved
in the assistance were among the “smartest people
in the country who provided feedback to us, often
smart enough to catch any fiscal gimmicks, we
were playing’ Still with the IMF, Mr Jonds is currently
Senior Economist at the Asia Pacific Department.

In Figure 2 Mr Jonas$ showed the total help pro-
vided by the International Monetary Fund, in the
period 1984 to 2007. As can be seen, the spikes in
total assistance provided by IMF were connected
with the Mexican (1995), Asian (1997-1998), Bra-
zilian and Argentinian (2000-2001) crises and the
amount of financial assistance to transition econo-
mies was not significant, since these economies
were still detached from the global environment.
However, starting in 2008 lending to transition
economies rose as significantly as the rest of the
global economy and reached almost half of the
total financial assistance provided by IMF in 2009
(even though only three countries were involved
in the financial assistance: Hungary, Romania, and
Latvia). As Mr Jonas explained, the fact, that the cri-

Fig. 1 IMF lending to the transition economies
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1 Systemic Transformation Facility was
introduced in order to help countries
in transition, as they didn’t have yet
the ability to implement standard
stand-by arrangements. This facility
featured less demanding conditio-
nality than the traditional stand-by
arrangement and was supposed
to buy some time to develop more
comprehensive reforms plans. The
facility was commonly used by most
of the transition economies (with the
exception of SK, CZ, HU and PL) until
it expired in April 1995.

2 The main feature of this tool is its
precautionary character, as it doesn't
imply actual drawing of loans, but
provides insurance. The Flexible Credit
Line is available to countries with
strong policies and fundamentals
and is mostly used in the case of
adverse external shocks or aloss
of confidence in order to prevent
investors from making rash decisions.

Fig. 2 Peaks in total IMF lending # peaks in len-
ding to transition economies
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sis affected the post-Soviet countries together with
the rest of Europe was actually a result of their suc-
cessful integration into the global system in 1990s.

Mr Jonds also mentioned various periods with
outstanding IMF credit to particular countries
where different time periods were noticeable,
ranging from one year (Czech Republic) to twen-
ty-five years (Romania).

The second part of his presentation was dedi-
cated to particular programmes in this region.
The main policy challenges focused on three
separate stages:

* pre-transition period,
¢ early days of transition — 1990s,
* late 2000s.

Even though it was not widely known, the
Fund was providing assistance to the Central
and Eastern Europe economies even before
1990s. Particularly, programmes for Hungary
in 1982, 1984 and 1988 were designed to deal
with external shocks in the form of the debt crisis
and liquidity problems, as banks did not roll over
loans. Hungary always had a strong commitment
to service its debts. A fact in Hungary's favour
was that it has already adopted some reforms
(unification of the exchange rate, devaluation of
the currency, balance of payments adjustment).
The second country assisted by IMF in the 1970s
and early 1980s was Romania in 1975, 1977 and
1981. Romania encountered balance of payments
problems caused predominantly by natural disas-
ters (floods in 1975, earthquake in 1977 and oil
shocks in 1981).

The programmes in the early 1990s were
designed to assist and guide the integration of
isolated transition economies into the global
economy. As the countries had to deal with the
collapse of central planning and the Soviet Bloc
trade system, as well as to ensure macroeco-
nomic stability after price liberalisation, a viable
balance of payments position and building the
institutional framework of a market economy;
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the support in the form of policy advice, lending
and technical assistance was a unique challenge
for the Fund. The programmes in the early days
of transition had common features such as strict
demand management to prevent one-off price
jumps becoming embedded in underlying infla-
tion, reduction in the size of government (privati-
sation, public expenditures — some programmes
had targets to reduce total spending by 15-20%
of GDP in one or two years) to bolster the private
sector and move to liberalised prices, market-
driven exchange and interest rates, but also each
had its own particular specifications, such as dif-
ferent exchange rate policies (some countries
had pegs, some had a flexible exchange rate), the
approach to systemic reforms such as privatisa-
tion and debt relief (debt restructuring in Poland,
Bulgaria and debt servicing in Hungary). In this
period a new tool, the Systemic Transformation
Facility.! Necessary technical assistance was also
provided to the transition economies, with Bul-
garia and Poland using the most, with 17.3 staff
years (in other words, equivalent to nine people
providing technical assistance for almost two
years) and 13.7 staff years respectively.

Programmes in the late 2000s focused on
very different challenges to those in the early
1990s. Unlike the latter, which were focused on
integrating the still isolated countries of Central
and Eastern Europe into the global economy, the
programmes in the late 2000s addressed some
of the problems that arose from the successful
integration in the 1990s, as the countries were
open to capital flows, had a large presence of
foreign investors and strong trade and financial
linkages with EU. This resulted in a gradual build-
up of vulnerabilities during the “roaring” 2000s,
such as rapid credit growth, increasing currency
mismatch (for instance borrowing in Swiss francs
in Hungary) and rising current account deficits
stemming from currency appreciation. All of this
created the underbrush ready for the spark to
start the fire, which of course came in 2007-2008
when the global financial crisis took hold. Just like
the earlier programmes, these had certain com-
mon features, such as an effort to restore inves-
tor confidence and to avoid a run on debt and
currency markets, tightening of fiscal policy, en-
suring adequate capitalisation of banks and sig-
nificant external financing. In this period the Fund
introduced a new financial instrument, the Flex-
ible Credit Line?, so far used only by Poland.

Mr Jona$ concluded that the International
Monetary Fund played a key role in assisting the
transition from a centrally planned to market
economy both by lending and providing techni-
cal assistance. It was always able to adjust flexibly
to the new challenges and circumstances and, af-
terwards, help in managing the challenges stem-
ming from the successful economic and financial
integration of individual transition economies
into the global economy.

(Compiled by Jakub Obst)
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