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Washington,
March 2002
Robert A. Feldman C. Maxwell Watson
For the countries of central Europe—the Czech Republic, Hungary, Poland, the Slovak Republic, and Slovenia—this is the Accession decade. By contrast with the uncharted waters of transition in the 1990s, the approaches to European Union (EU) membership—and beyond that the euro—are, in many respects, mapped out in advance. And the prospect of EU membership, from the early days of transition, has served as a policy anchor, helping to catalyze and sustain coalitions for reform. But policymakers face continuing challenges as they frame macroeconomic and financial sector policies during the run-up to accession and, in due course, monetary union. These challenges are the subject of the studies presented here.
A leitmotiv in these chapters is that monetary and fiscal policies cannot be veneered onto the real economy. They need to be informed by an understanding of the changes underway in both real and financial markets, and must be in tune with the specifics in each country. There will, no question, be a family resemblance among successful cases. This was already a hallmark of the transition years, when the leading countries all moved quickly to impose hard budget constraints on enterprises and, more generally, to underpin macroeconomic stability with deep structural forms. But in terms of specifics—across the range of economic policies—one size will not fit all.
Several underlying trends in their economies—in both the real sector and in the financial market setting—will indeed require skillful policy management, to ensure that growth is both strong and sustainable.
Notably, the economic setting is likely to be marked by significant uncertainties:
As living standards continue to converge toward current EU levels, investment ratios may well rise further. The likely magnitude of this shift should not be exaggerated. During the transition decade it was probably productivity performance that most distinguished successful cases, not the sheer volume of new investment. But as investment increases, a key issue is whether domestic saving will rise in tandem, or whether widening current account deficits could compromise the prospects for sustained growth.
Productivity growth itself entails challenges, from a macroeconomic policy perspective. The pace of such growth in tradables may be accompanied by appreciation of the real exchange rate (the Balassa-Samuelson effect). Again, it is far from clear that this effect will be very sizable. But—as real exchange rates appreciate—it will likely cause some tension between low consumer price inflation and any desire to keep the nominal exchange rate broadly stable, both of which are requirements for adopting the euro and participating fully in Economic and Monetary Union.
Major policy-driven changes also are still underway in the real sectors of the central European economies—enterprise and bank reform, in some cases, and in others the streamlining of mines or the modernization of agriculture. Moreover, there are massive investment needs, including for infrastructure, and important challenges in addressing the legacy of poor environmental policies. These changes entail sizable fiscal costs—though to call them costs of the acquis communautaire1 is rather misleading: the vast majority of changes are the prerequisites of growth or the fees of good global citizenship. But of course there are also specific expenditures associated directly with joining the European Union that will only partly be offset by EU transfers.
And, finally, policymakers must seize the opportunities and negotiate the shoals of an ever-changing financial market setting—one characterized by sizable, and potentially variable, capital flows. This, too, will test macroeconomic policy skills and resolve.
So this is the setting in which macroeconomic policy needs to steer a very careful course. Not only does fiscal policy have to absorb significant direct costs: it must also contain any excessive pressures on the external current account. Monetary policy—with fiscal policy in support—must keep inflation in check, while grappling with the vicissitudes of capital inflows and occasional turbulence or contagion.
For monetary and fiscal policy to be able to do their jobs, the lesson of experience so far in these five central European countries, as elsewhere, is that a well-functioning financial sector is absolutely critical.
Sound banks can help buttress corporate governance—and eliminate the budgetary threat from lingering quasi-fiscal deficits in the enterprise sector. Healthy financial institutions, with good risk management, can lessen the risk that capital inflows may be driven by implicit guarantees or entail mismatched borrowing—or, more generally, be intermediated in ways that can foster instability. A strong financial sector can support the development of private sector businesses and less advanced regions, avoiding the emergence of a dual economy—and minimizing calls for official guarantees or subsidies that will add to fiscal deficits. And this sector has a key role in the efficient transmission of monetary policy.
In short, the financial sector is at the crossroads of the macroeconomy—with considerable potential to invigorate growth or impair economic stability. To bring out the best in this sector, a well thought out approach to strengthening its underpinnings—in areas such as supervision and regulation, creditor rights, and accounting standards—is essential.
Ensuring that banks, and the financial sector generally, support—not hinder—economic potential has been of particular relevance to the IMF, and the World Bank, in working with the authorities of the central European members. Most of these countries have been among the first to take part in the joint IMF-World Bank Financial Sector Assessment Program (FSAP). These FSAP reviews have found the countries moving quite swiftly to adopt standards such as the Basel core principles of supervision, and in several cases having put behind them most of the banking problems that stemmed from the soft budget constraints and the “quasi-fiscal deficits” of the central planning era.
The challenge for macroeconomic policymakers is how to guide expectations and foster stability in a setting of quite rapid real change and financial market uncertainty. This question lies behind the discussion of real sector developments and financial market trends, motivates the emphasis on strengthening financial sector underpinnings, and is a central focus of the last two chapters—on monetary and fiscal policy frameworks. It is a setting that calls for transparent and well-defined policy regimes tailored to the circumstances of each country.
Monetary frameworks must be transparent and credible, if they are to steer expectations effectively. With none of the central European countries opting for a currency board, they have typically been migrating toward the other end of the spectrum—more flexible exchange regimes, which minimize the risk of speculative attacks and discourage unhedged borrowing. The role of the exchange rate in these regimes is not such that it powerfully guides expectations. In practice, inflation targeting has proved a popular anchor—indeed, in a modified form, it may remain relevant under ERM2 (the transition regime toward adoption of the euro that involves an exchange rate band with margins of ± 15 percent around a declared central rate versus the euro).
But how low should these countries’ medium-term inflation targets be? There are sound economic arguments to keep inflation well down in the single digits. But with real exchange rate appreciation underway, and major shifts in relative prices to accommodate, it may not be sensible to aim too quickly for consumer price inflation rates as low as below 2 percent.
Even under flexible regimes the exchange rate is a critical variable in these very open economies, and it is too important to be neglected. Adjustments in the monetary-fiscal policy mix may be called for to moderate wide swings in the exchange rate—a consideration that will become critical once, with adoption of the euro in view, countries move to adopt an ERM2-style regime. And if monetary policy is to be successfully geared to containing inflation, then support from fiscal policy will be needed—for example, to avoid too strong an appreciation of the exchange rate. In this among other ways, fiscal policy will be at the fulcrum in managing the stresses of Pre-accession.
For fiscal frameworks the overarching goal must be to foster growth that is strong—but also sustainable. In the central European economies, this means assuring adequate investment, and reducing tax rates (notably on labor). But crucially, it also means that fiscal policy will need to address risks of financial vulnerability by keeping external current account deficits within prudent bounds. A case-by-case assessment (presented in the last chapter of this book and its appendices) suggests that, for considerations of this kind, medium-term fiscal positions in these economies may well need, depending on the country, to be kept to a reasonably small deficit or near balance—but for reasons of fundamentals, not because of a concern to meet Maastricht or Stability and Growth Pact goals prematurely.
This underscores the potential tension for the managers of budgets in the central European economies. To safeguard growth-oriented expenditures and key reform outlays, other spending categories will have to adjust—including the bulk of primary current spending programs that can be restructured and reduced without impairing medium-term growth prospects. While specifics differ, steps to improve efficiency typically include restructuring the civil service and social security systems—including through improved targeting of social transfers, as their levels are typically high for these economies’ income levels. Tax bases, too, can be broadened and tax administration improved as high social security contribution rates are cut. Bearing in mind a setting of macroeconomic and financial uncertainty, the implementation of tax cuts will however, need to be phased in prudently to avoid an injudiciously sharp widening of the fiscal deficit.
In an environment that is uncertain, and with a need for important structural reforms of public spending, the framework of fiscal policy is particularly important—and the scale of the challenge should prompt, not discourage, a strong medium-term orientation to policy. By establishing links with macroeconomic goals, this can expose tensions early—and set policy on a strategic course so that, for example, ad hoc cuts in investment can be avoided at times of budgetary stress. Over time, medium-term fiscal frameworks can also help build credibility and the pre-accession economic programs that these countries are submitting to the EU are providing valuable reinforcement of this strategic approach.
Medium-term expenditure frameworks, in particular, deserve to be more fully developed—articulating key reforms upfront, and specifying how positive or adverse changes in the economic environment will be handled. These are approaches to fiscal policy that can provide an anchor for policy and a vehicle to establish credibility: lessons from the experience of EU members are noted. In this context, there is clearly need for an iterative approach to medium-term fiscal frameworks—taking macroeconomic considerations as a starting point, and establishing trade-offs between new priority programs, public sector restructuring, and prudent consolidation goals. An approach along these lines can also provide a quantitative framework within which to assess realistic timetables and funding for the implementation of the acquis communautaire.
* * * * *
In sum, the path to EU accession is manageable—albeit challenging. Ten years ago, the central European countries met one of the most daunting challenges of economic history, the transition from central planning, with little certainty as to policy approaches or economic outcomes. While their current situations differ, huge strides have been made in transforming their economies, furnishing experience to guide the completion of reforms, and strengthening institutional structures. The experience of other emerging market economies, too, offers comparative guidance. And, most importantly, the experience over time of the present EU members—who faced some major challenges on this same course—offers a pivotal guarantee: for the economies of central Europe, with the right policies, the full benefits of EU membership—including, in due course, participation in the eurozone—are clearly within reach.
Robert A. Feldman C. Maxwell Watson
The principle of an EU enlargement toward central and eastern Europe was first announced at the European Council meeting of Copenhagen in June 1993. This committed the European Union to admitting countries that had signed association agreements with it.2 Also of considerable significance, the European Council established the so-called Copenhagen criteria for EU accession. These criteria represented an understanding that central and eastern European countries would be admitted to the European Union once they had met certain conditions. This criteria established a number of benchmarks for assessing their progress toward economic and political compatibility with the EU.
The Copenhagen criteria comprise the following elements:
(i) the existence of stable institutions ensuring democratic government, the rule of law, human rights, and the protection of minorities (often referred to as the political criteria);
(ii) the existence of a functioning market economy and the capacity to cope with competitive pressure and market forces within the Union; and,
(iii) the ability to take on the obligations of membership, including adherence to the aims of political, economic, and monetary union.
Box 2.1. The Acquis Communautaire
The acquis communautaire is the body of EU legislation, practices, principles, and objectives accepted by the member states. It includes: intra-EU Treaties—most importantly the Treaties of Rome, the Single European Act, and the Maastricht and Amsterdam Treaties; legislation enacted at the EU level and judgments of the European Court of Justice; principles in the areas of Justice and Home Affairs; Foreign and Security Policy; and Treaties of the EU with third countries. The acquis has accumulated over many years and amounts to over 12,000 legislative acts.
For the purpose of the accession negotiations, the European Commission (EC) has divided up the acquis into 31 “chapters.”1 On each chapter, the accession candidates negotiate with the EC on the required legislative and policy changes. One side or the other may seek a temporary exemption from the acquis for a “transition period”—for example, a moratorium on the purchase of land by foreigners (requested by some applicants) or a delay in the free movement of labor (requested by some EU members). The CEC5 have all opened 29 chapters and, as of November 28, 2001, had provisionally closed between 19 (Poland) and 23 (Hungary) chapters. The closing of a chapter does not necessarily imply that the EC considers the reform agenda in the relevant policy area complete. It means that the timetable for its adoption is accepted. Indeed, in its Regular Reports, the EC increasingly stresses the need to raise candidates’ administrative capacity to implement and enforce the acquis.
The chapters dealing with “the four freedoms”—movement of goods, movement of persons, provision of services, and movement of capital—have a strong bearing on the macroeconomic framework. Parts of the first and fourth freedoms, dealing with trade liberalization and capital movements, were already dealt with in the Europe Agreements signed in the first half of the 1990s. However, they are still subject to negotiation, including, as mentioned above, possible transition periods. The chapters on “transport policies” and “environment” imply significant fiscal outlays. The chapter on “taxation” calls for the alignment of several indirect tax and excise rates. Chapters such as “consumer and health protection” imply minimum requirements on social policy (equal conditions, labor law, health and safety at work). Many other chapters also imply a need to adopt EU standards.
The chapter on Economic and Monetary Union calls for three distinct phases for monetary and exchange rate policy: (i) the pre-accession phase; (ii) the accession phase, covering the period from the date of accession to adoption of the single currency; and, (iii) the final phase of the adoption of the euro. During the pre-accession phase, candidate countries adopt and implement the required EMU-related legislation to become a Member State with a derogation from the adoption of the euro: completion of the orderly liberalization of capital movements; prohibition of any direct public sector financing by the central bank and of privileged access of the public sector to financial institutions; and alignment of the national central bank statutes with the Treaty, including the independence of the monetary authorities.
1Free movements of goods, freedom of movement for persons, freedom to provide services, free movement of capital, company law, competition policy, agriculture, fisheries, transport policy, taxation, economic and monetary union, statistics, social policy and employment, energy, industrial policy, small and medium-sized undertakings, science and research, education and training, telecommunications and information technologies, culture and audiovisual policy, regional policy and coordination of structural instruments, environment, consumer health protection, cooperation in the fields of justice and home affairs, customs union, external relations, common foreign security policy, financial control, financial and budgetary provisions, institutions, and other issues.
The last entails the adoption, implementation, and enforcement of the body of EU law and institutional provisions—the acquis communautaire. This includes, as described in Box 2.1, the need to adopt the EU’s institutional and legal provisions in the area of Economic and Monetary Union (EMU). The Copenhagen Council noted, as a further condition, the EU’s capacity to absorb new members without slowing the pace of European integration. A number of EU financial assistance instruments have made available funds to support the accession process.3
In its most recent Regular Reports, the European Commission concluded that eight of the ten transition country candidates are functioning market economies, and all five of the central European economies discussed here were in this group.4 While there are substantial economic differences among the five, they should be able, according to the Reports, to cope with competitive pressure and market forces within the Union in the near term, provided they continue with, and in some cases reinforce, a number of differing measures. As concluded by the Göteborg European Council in 2000, “provided that progress towards meeting the accession criteria continues at an unabated pace, the road map should make it possible to complete the accession negotiations by the end of 2002 for those candidate countries that are ready. The objective is that they should participate in the European Parliament elections in June 2004 as members.”5
While the candidate countries of central Europe are among the more advanced transition economies, they are also a diverse group. For example, per capita incomes (based on purchasing-power-parity valuation of country GDPs in 2000) ranged from €8,700 in Poland to €16,100 in Slovenia, compared with an EU-15 average of €22,500. Their degree of openness to trade differs (measured in terms of the sum of exports and imports, from about 60 percent of GDP in Poland to 140 percent of GDP in Slovakia). And the scope and depth of structural reforms undertaken have varied markedly over time within the group.
The path from central planning to mature market-based economies on a broad basis started only a decade ago (a little earlier in some countries), so the transformation of these economies over such a short period has been both radical and impressive. The private sector’s share of GDP has increased to 60 percent or more. Two-thirds of these countries’ exports are sold in EU markets, and the EU provides two-thirds of their foreign direct investment inflows. Moreover, it is remarkable how far and how quickly the countries moved to liberalize foreign trade. Most developing—or even industrial—countries took several decades to achieve what these countries did in a few years. On the macroeconomic front, considerable progress has also been achieved, with inflation now firmly in the single digits, down—in some cases—from triple-digit levels. But what all five of the central European countries also have in common—beside the prospect of EU membership—is that they still have some way to go in, for example, reforming their public sectors, building up their institutional and administrative capacities, improving infrastructure, and protecting the environment.
In past enlargements of the European Union, there were fewer acceding countries than are likely to be included in the next wave of enlargement.6 In the expansion of 1973, the Union took on three countries (Denmark, Ireland, and the United Kingdom); one in 1981 (Greece); two in 1986 (Spain and Portugal); and three in 1995 (Austria, Finland, and Sweden). Thus, even accession by the five countries of central Europe would already imply a larger increase in the number of countries than any of the previous expansions. While the impact on population and income would be much smaller than during the southern enlargement of the 1980s, these five countries would nevertheless expand the Union by 66 million, or almost 18 percent of the population of the current members of the EU (the EU-15), and the increase in GDP (based on the purchasing-power-parity valuation of country GDPs) would be 8 percent. The increase in land area would be about 550 thousand km2, or about 17 percent of the EU-15.
Enlargement will have wide-ranging implications for the European Union. These include political, institutional, and social implications, in addition to significant budgetary and other economic ramifications. Depending on the transition periods, and on future reforms to EU policies, the enlargement can be expected to imply increased costs for the EU budget, since most of the transition countries are comparatively poor, populous, and agrarian. The addition of further members will inevitably complicate the decision-making process within the EU, and extending qualified majority voting, already a subject of ongoing discussion among current members, may be one way to ensure efficient decision making. The European Central Bank (ECB) governing council, which decides on euro-area monetary policy, has 18 members at present (the governors of the area’s 12 national central banks, in addition to the ECB’s 6 executive board members). Adoption of the european single currency—an eventual post-accession requirement for the enlargement countries—could expand the size of the council or prompt modifications in the way it operates.
Member states have generally welcomed the prospect of a further enlargement of the EU and see many positive benefits from it. As noted by the European Commission, “Since the invitation to the candidate countries to become part of the European Union, the enlargement process has contributed decisively to achieving political stability, economic progress and social justice [in the candidate countries]. Stable institutions, changes of government on the basis of free and democratic elections, reinforced protection of human rights, including rights of minorities, and market economy principles are now common features. The enlargement process makes Europe a safer place for its citizens and contributes to conflict prevention and control in the wider world.”7 Moreover, the Commission views accession as able to further enhance economic performance, not only in the candidate countries but also in the present member states.8
To realize most fully this potential, it is important for the candidate countries to design appropriate macroeconomic policy frameworks on the road to EU accession and the later adoption of the euro. The overarching goal of such frameworks has to be to support real convergence to EU levels of income—doing so by fostering growth that is not only strong but also sustainable. In this context, the subsequent chapters turn in sequence to the process of real convergence that is underway in these economies; the relevance of change in the financial sector for macroeconomic policy and performance (and vice-versa); the design of monetary and exchange rate regimes; and the management of medium-term fiscal challenges.
Peter Doyle, Guorong Jiang, Louis Kuijs
For transition countries in the process of joining the EU, the prospects for the real sector will be critical in determining the appropriate policy frameworks both before and after accession. This chapter discusses the key factors likely to shape the nature and pace of growth in five of these countries in central and eastern Europe that form the focus of this book: Poland, the Czech Republic, the Slovak Republic, Hungary, and Slovenia—known collectively as the CEC5.
The discussion is based on the standard growth accounting framework that decomposes growth into the growth of factor inputs and a residual—total factor productivity (TFP) growth.9 The chapter reviews the growth performance of the CEC5 during the 1990s, noting that the available evidence points to a significant diversity—with the most rapidly growing countries exhibiting growth that is intensive in TFP rather than in factor inputs, while the less successful countries exhibit the reverse tendencies over this period. It also notes evidence of differential productivity growth in the tradable vis-à-vis the nontradable sectors and the implications for the real exchange rate.
The prospects for growth in the CEC5 are then discussed in relation to the patterns of growth in Europe from the 1950s onwards and of east Asia from the early 1960s. This review, alongside more formal studies of the determinants of economic growth in the long run from a wide sample of countries, suggests that TFP growth rather than growth of factor inputs is expected to continue to be the driving force behind output growth in the CEC5.
Finally, a set of growth calculations for the accessants is outlined, drawing on the evidence that TFP growth will be the major contributor to GDP growth. These calculations highlight significant uncertainties about the investment that will be required to sustain projected growth, the flow of private domestic savings that will be forthcoming to finance it, and the nature of the business environment that will be most conducive to promoting TFP-intensive growth in these countries. These uncertainties will form central inputs into the design of appropriate fiscal and structural policies.
Perhaps the most fundamental economic criticism leveled at the planning mechanisms in place prior to 1990 in these countries was that they inhibited TFP growth. During that era, these economies grew—sometimes at impressive rates—on the back of heavy investment in fixed capital and in shifts of labor from agriculture into industry. These sources of growth eventually ran their course, and from the 1960s onwards, growth slowed inexorably under the weight of external shocks and lackluster if not negative TFP growth. By the eve of transition, inefficiencies and shortages were pervasive, labor and capital were fundamentally misallocated, and the range and quality of goods and services produced left much to be desired.
Against this background, it is little surprise that in the early phase of transition, when these inefficiencies were exposed by the liberalization of prices and international trade, output fell sharply. This was accompanied by decreases in employment and the capital stock, and by declines in productivity in the wake of labor hoarding. Between 1989 and 1991, 10 percent of jobs were lost in the CEC5 countries on average (losses ranged from 5½ percent in the Czech Republic to 17 percent in the Slovak Republic). A sizable part of the capital stock became obsolete overnight.
After bottoming out in 1991-93, output recovered (Figure 3.1, pages 16-17). GDP troughed in 1991 in Poland, in 1992 in the Czech Republic and Slovenia, and in 1993 in Hungary and the Slovak Republic. The strength of the recovery since then has generally been modest, though with significant variation between countries. The cumulative increase in GDP between 1991 and 1999 was only 9 percent in the Czech Republic and ranged from 17 to 26 percent in Hungary, the Slovak Republic, and Slovenia. Poland has been the outlier, with a cumulative increase of 48 percent.10
Figure 3.1. CEC5: Sources of Growth, 1989-99
Sources: IMF, World Economic Outlook; and IMF staff estimates.
Job losses generally continued long after the immediate post-transition recessions. Though many new (especially service sector) firms were opening up, it took time before these were sufficient to absorb the steady ongoing flow of labor released from older contracting enterprises. After the initial collapse of output in 1991, with overall growth still modest, continued restructuring led to significant further reductions in employment in Hungary and, to a lesser extent, in the Czech Republic and Slovenia (18, 7, and 10 percent, respectively, between 1991 and 1999). In Poland employment decreased by only 2.4 percent in this period, whereas in the Slovak Republic employment actually increased (by almost 10 percent) as fiscal and privatization policies were adjusted so as to slow the pace of restructuring.11
As a result of these output and employment trends, Poland, Hungary, and Slovenia experienced strong labor productivity growth: 52, 40, and 40 percent, respectively. In the Czech and Slovak Republics, the increase in labor productivity was significantly lower during this period: 17 and 11 percent respectively.
As output growth resumed, the ratio of investment to GDP rose, although differences in the level of those ratios between countries have persisted. The share of investment to GDP bottomed in 1991-93 in all countries, at roughly the same time as output, but after 1991, the investment to GDP ratios increased gradually (Figure 3.2, page 18). However, during the 1990s, the share of investment to GDP was substantially lower in Hungary, Slovenia, and Poland than in the Czech Republic and, in particular, the Slovak Republic.
Figure 3.2. CEC5: Investment to GDP Ratios, 1985-1999
(Percent—both in current prices)
Source: IMF, World Economic Outlook.
The remarkable increases in labor productivity achieved in the more successful economies—notably Poland and Hungary—appear to reflect TFP growth, rather than increases in the capital stock. Even before examining the statistical evidence for this, the strength of this proposition at an intuitive level is apparent. For capital accumulation to have accounted for a large part of growth during transition, a very large part of the pre-transition capital stock must have been made redundant upon transition or/and the depreciation rates on capital must have been very low; either or both of these would imply that the fixed investment during transition caused rapid growth of the capital stock during transition.
Box 3.1. Estimating the Capital Stock in the CEC5
The starting points for this exercise are official estimates of the capital stock for Hungary in 1985, and for Poland and the Czech Republic in 1998.
For the Slovak Republic and Slovenia, the assumption was made that their capital/GDP ratios in 1985 were the same as for Hungary. For Poland and the Czech Republic, in light of the observation in Borensztein and Montiel (1991) that Poland has traditionally had relatively low investment to GDP ratios while Czechoslovakia has had high ratios, it was assumed that in 1985 the capital output ratio in Poland was 10 percent lower than in Hungary while that in the Czech Republic was 20 percent higher than in Hungary. These procedures gave estimated capital stocks in 1985.
To derive the subsequent capital stock series in each country, the officially reported fixed investment data from the national accounts were added to the base period capital stocks, and an allowance was made for depreciation. The assumed rate of depreciation was 8 percent in all cases except Poland. There, the rate is assumed to be 5.5 percent, as a relatively large share of the capital stock is buildings instead of machinery, and has therefore a longer economic life. This assumption, alongside those yielding Poland’s estimated capital stock in 1985, has the merit of yielding the officially estimated capital stock in 1998.
The initiation of transition clearly rendered a sizeable portion of each country’s capital stock obsolete. There is no clear means of estimating the size of this effect, so for purposes of this exercise, it is assumed that transition rendered 35 percent of the capital stock obsolete in 1991. This follows the assumption made in earlier work on Hungary (IMF 1999). The exception to this for purposes of this exercise is the Czech Republic, where the loss is assumed to have been only 20 percent. This assumption is made because alongside the assumptions about the 1985 capital stock, depreciation, and fixed investment in the Czech Republic, it yields a capital stock in 1998 that is consistent with the official estimate for that year.
The resulting estimates of the capital stock are shown in Figure 3.1. Clearly, they rest on many assumptions and should therefore be regarded as indicative. But they serve to allow some estimates of TFP growth to be derived. As noted in the main text, these estimates are robust to sizeable changes in the assumptions yielding the capital stock series.
The estimates of TFP reported here are the result of an exercise to estimate the path of the capital stock in the CEC5 during the past decade and a half. The key elements of the exercise are described in Box 3.1. The estimates suggest that in most cases, the ratio of the capital stock to GDP in 1999 still appeared to be below that of 1989. According to these estimates, only in the Czech Republic was the capital stock to GDP ratio significantly higher in 1999 than in 1989. In Hungary, Poland, and Slovenia, the relatively modest investment rates in the 1990s were not enough to offset the assumed 1991 decline in the capital stock. In the Slovak Republic, where the capital stock was relatively high just before transition (due to historically high investment in its heavy engineering, armaments, and other capital-intensive industries), the high investment to GDP ratios during the 1990s were just enough to restore the capital stock to GDP ratio to its 1990 level.
The estimates of the capital stock suggest that the contribution of growth in the capital stock to GDP growth between 1991 and 1999 ranged from 9 percentage points in Hungary to 24 percentage points in Poland.
The resultant measures of the sources of growth in the 1990s emphasize the key role of TFP in the more successful of these countries (Table 3.1). These estimates are based on the estimation of a Cobb-Douglas production function for the period 1985—99, with assumed weights of capital and labor of 35 and 65 percent.12 In Hungary, Poland, and Slovenia, TFP is estimated to have contributed 20–21 percentage points to output growth in the 1990s. However, in the Czech and Slovak Republic, the contribution is estimated to have been negligible (4½ and 2 percentage points, respectively). Hence, in the latter cases the increase in output appears to have been particularly factor-intensive, in contrast to the former cases where improvements in productivity and efficiency have played the dominant role. Given evidence of labor hoarding during the initial transition-related recessions in all these countries, the marked differences in estimated TFP growth would appear to reflect fundamental structural differences between them rather than different cyclical influences on labor hoarding in the recessions of the early 1990s.
Table 3.1. Cumulative Output Growth and Its Sources1
(Percent)
Sources: IMF, World Economic Outlook and IMF staff estimates.
1 Based on a Cobb-Douglas production function, with assumed weights of capital and labor of 35 and 65 percent.
Though there is considerable doubt as to the precise size of the capital stock in these countries during transition due to conceptual and practical measurement difficulties, the initial stock of capital and its depreciation rates would have to be implausibly low for the output growth during the 1990s in the more successful countries to substantially reflect capital accumulation from new fixed investment during that period (see Box 3.2).
Productivity growth is an inevitable part of the transition process, but the nature of this growth as between tradables and nontradables has important implications for the real exchange rate, via the so-called Balassa-Samuelson effect. Some studies find significant productivity-related real exchange rate appreciations, while others find more modest effects.13 The estimates on the lower side may reflect rapid productivity growth in the services sector, after suppression of this sector under central planning. Clearly, these estimates of the size of the effect of divergent productivity trends on prices and teal exchange rates ate subject to uncertainty, but there is consensus about its existence.
Box 3.2. Total Factor Productivity Sensitivity Analysis
Sensitivity analysis suggests that the results concerning the difference in estimated TFP growth between on the one hand Hungary, Poland, and Slovenia and on the other hand the Czech and Slovak Republics are robust to changes in assumptions.
The impact of starting assumptions for the capital stock fade over time because of depreciation. Thus, differences in capital output ratios at the end of the 1990s are explained predominantly by differences in investment to GDP ratios during the 1990s, rather than by the starting capital output ratios. In a similar vein, the impact of the specification of the production function on the differences in TFP performance is dominated by the differences in factor intensity as measured by investment to GDP ratios and increases in labor productivity between 1991 and 1999.
For example, assuming a 20 percent higher capital stock in 1991 in the Czech Republic (increasing the capital output ratio from 2.8 to 3.3, and compared to an average ratio of 1.9 in Hungary, Poland, and Slovenia) would increase the estimated contribution of TFP growth to cumulative output growth between 1991-99 by around 5 percentage points to 9.5 percentage points. This would still be far lower than the contribution of TFP growth to cumulative output growth in Hungary, Poland, and Slovenia (20–21 percentage points). To yield a contribution of TFP to Czech growth between 1991-99 similar to that in Hungary, Poland, and Slovenia would require either an increase in the depreciation rate to 12.1 percent from 8 percent in the base scenario, or an increase in the weight of labor in the production function to 0.8, from 0.65.
All technical assumptions—notably the differential starting value for the capital output ratio in 1985 in the Czech Republic and Poland, a smaller drop in the capital stock in 1991 in the Czech Republic, and a smaller depreciation rate in Poland—tend to weaken the estimated difference in TFP growth between on the one hand Hungary, Poland, and Slovenia and on the other hand the Czech and Slovak Republics. The fact, therefore, that this cross-country pattern survives the assumptions indicates its robustness.
At a more conceptual level, the TFP results reported also implicitly assume that the quality of labor and of capital is unchanged over this time period. This is a strong assumption, perhaps especially for capital, because the replacement of the pre-existing capital stock is one of the fundamental goals of transition. But like the other assumptions, it likely causes the findings on cross country TFP growth patterns to understate the difference between the high and lower growth countries. This is because the lower growth countries in the CEC5 also exhibited relatively high rates of fixed investment during transition. And if this investment augmented the capital stock, then the role of TFP in the high investment and relatively low growth countries is overstated compared with the faster growing but relatively lower investment countries.
The main question prompted by the evidence that growth has come from different sources in the CEC5 is whether these divergent patterns will continue. This section explores this question by discussing whether the divergent patterns can be related to the policy approaches adopted by the different countries. Since this concerns the sources of growth rather than its rate, the focus is on microeconomic factors (though macroeconomic factors may have some role to play in the short run in determining the sources of growth). The discussion draws heavily on the EBRD 1999 Transition Report, noting the nature of the transition in economic structures and institutions and their effects on the enterprise performance and productivity growth so far.
Hungary and Poland pursued a privatization strategy that relied primarily on direct sales to foreign strategic investors, while the Czech Republic and most other transition economies adopted a privatization strategy that primarily relied on management-employee buy-outs and voucher privatization.
Among these different methods of privatization, firms controlled by a foreign strategic investor performed consistently better in deep restructuring (development of new products, markets, and new management techniques and business strategies for renewed growth and job creation), and deep restructuring is associated with improved performance measured by sales growth and labor productivity growth. According to the EBRD, the explanation lies in the concentrated outside ownership structure, which strengthens corporate governance and introduces new skills/technology/investment. Management-employee buy-outs and voucher privatization lead to a dispersed ownership structure, which tends to impede deep restructuring as the mechanisms of corporate governance do not function well yet.
Progress has been varied among these economies in this regard. State intervention in privatized firms tends to slow down restructuring. Enterprises facing a softer budget constraint, measured by arrears to the state, were more involved in reactive restructuring and lagged behind in deep restructuring. Most enterprises in Hungary, followed by Poland and Slovenia faced hard budget constraints, while about 40 percent of enterprises in the Czech Republic and Slovak Republic reported tax arrears to the state. The investment climate perceived by the enterprises is less favorable in the Czech Republic and Slovak Republic, compared with Hungary and Slovenia.
Hungary has one of the most competitive banking systems among the CEC5, as the controlling shares of the state owned banks were sold to strategic foreign investors early on, and the privatization of the banking sector has been largely completed. Poland in the last years of the 1990s followed a similar strategy, and banks controlled by foreign capital effectively had a market share of about 70 percent by mid–2000. In contrast, at that time the Slovak Republic and the Czech Republic still suffered from weak banking sectors, as early voucher privatization left the controlling stake of the large banks with the state, which led to continued soft lending practices and repeated bailouts.
The positive effect of investment climate on enterprise performance is found to be mainly through the successful entry and expansion of new enterprises into the market. While new private enterprises have been the major sources of growth and employment creation, the EBRD found that the successful entry needs to be facilitated by the exit of productivity decreasing enterprises to release the resources as well as supported by a good investment climate.
Poland and Hungary performed best both in terms of desirable expansions and desirable contractions. The Slovak Republic and Slovenia lagged behind, not only in terms of less rigorous desirable expansions, but also in terms of the lack of desirable contractions. Well-designed bankruptcy laws and financial discipline lead to desirable contraction, and corruption and anticompetitive practices are the major barriers for new entrant enterprises. In particular, access to business services, licenses, and access to finance are the greatest barriers to the new entrants.
The protection of shareholder and creditor rights is an important complement to privatization in creating the incentives for enterprise restructuring for improving corporate governance, and for the supply of finance. Comparative international studies (see La Porta and others, 1997, and Levine, 1997) have shown that countries offering good protection of a shareholder and creditor rights tend to have more developed capital markets and banking systems, less concentrated ownership structures, and enjoy higher growth rates in the long run.
The EBRD assessed that legislation in central Europe and the Baltic states offers excellent protection for creditor rights, and good—though less well developed—protection for shareholder rights. However, the application and enforcement of existing laws have been weak in general. The EBRD’s Legal Indicator Survey that assessed the extensiveness and effectiveness of a number of commercial and financial laws and regulations found that the Czech Republic, Poland, and the Slovak Republic need to improve the effectiveness of their commercial laws, while the Czech Republic, and to a lesser extent, the Slovak Republic and Slovenia, need to strengthen the effectiveness of their financial regulations.
This review is suggestive of a correlation between the nature and depth of structural reform and the composition and pace of subsequent output growth, though initial conditions may also have some role to play. It is consistent with more formal studies of the transition which find statistical evidence of a positive long run correlation between structural reform and economic growth (Fischer and others 1996, Christoffersen and Doyle, 1998). Where structural reform has made less progress, investment ratios have been higher but investment appears to have been less productive and associated with weaker output growth. This suggests that there is significant scope for the less successful of the CEC5 countries to raise the contribution of TFP to growth by strengthening structural policy in these areas.
Despite substantial advances made in growth and productivity gains in the past five years, the income and productivity levels in these economies are well below those of their EU neighbors. This section discusses the implications for prospective growth in the CEC5 that can be derived from a historical perspective on growth elsewhere in the world.
The evidence from European and Japanese growth after World War II to the mid-1970s, as well as the experience of the tiger economies in east Asia is particularly instructive. During those periods, real output per hour worked grew at 4.7 percent per year in western Europe and Japan and reached 4.6 percent per year in selected east Asia countries.
The sources of growth were very different comparing Europe and Japan on the one hand, with the East Asian tigers on the other (Table 3.2). TFP growth dominated the growth in western Europe and Japan, while increased application of factor inputs was predominantly responsible in east Asia.
Table 3.2. Sources of Growth in Golden Age Europe and Japan, and Recent East Asia
(Percent, per year)
Source: Crafts (1999). Income data on Europe and East Asia in 1950 and 1960 are taken from the Penn-World tables, mark 5.6a; income data on transition economies in 1999 are taken from the IMF’s World Economic Outlook.
Four factors appear to be key in explaining these divergent patterns:
The differences in initial income levels (relative to the United States). Western European countries had a much higher per capita GDP relative to the U.S. in 1950 than the East Asian countries in 1960;
Demographic trends. Western Europe had completed the demographic transition prior to its postwar golden age, while east Asia experienced a rapid rise in the working age population;
The quality of the labor force. This was much higher in western Europe than in east Asia, as reflected in average years of education; and
The economic systems. Western Europe had already established a well-functioning market system with supporting political, legal, and financial infrastructure well before 1950, supported by wage moderation. In contrast, Japan, and later most of the East Asian countries, adopted policies that encouraged institutional innovations that relied on large vertically integrated enterprises and financial systems, with a major role for the state in investment decisions.
All four factors help account for the predominance of TFP growth in western Europe and Japan and for factor-input-intensive growth elsewhere. The higher initial income level meant that the scope for growth simply by increased capital intensity of production was less than was the case in east Asia. The demographic trends meant that labor was available in east Asia to make a significant contribution to growth, whereas this was not the case in western Europe. The relatively high education of western Europe and Japanese labor meant that it was better able to identify, assimilate, and manage new technologies and efficiencies. And though the relative merits of different economic systems remains controversial, a case can be made that the systems in eastern Asia effectively accelerated the increased capital intensity of production and promoted domestic savings, but that they were less effective in promoting innovation and improving efficiency.
The determinants of TFP growth have also been the subject of much formal analysis. Cross country growth regression by Benhabib and Spiegel (1994) provided empirical evidence that while the catch-up effect on growth is significant, countries with a higher level of education tend to close the technology gap faster than others. Their results suggest that the standard of education contributes to growth not only through the improvement of human capital as a factor of production, but more importantly, as a determinant of the rate of change of TFP and ultimate level of TFP through catch-up. This evidence also finds support in a study by Ghosh and Phillips (1998) of 145 countries during the period 1960-96 which finds that investment and human capital are the key determinants of growth among 12 potential determinants.
The significance of this international experience is that the CEC5 closely resembles western Europe at the outset of the 1950s and 1960s in all four of the areas highlighted above. The current income levels in these economies relative to the United States (at current international prices) range from 27 percent in Poland to 47 percent in Slovenia in 1999, in the range of western European countries in 1950. The labor force is projected to shrink in four out of the six countries over the next ten years (with modest increases in Poland and the Slovak Republic). The average number of years of education in the transition countries is close to levels prevailing at the outset of western Europe’s growth spurt, though the quality and nature of that schooling may have some drawbacks.14 And the CEC5 have already made significant strides in establishing the sort of market mechanisms that were supportive of western Europe’s growth. And, underscoring this, the most successful of the CEC5 have already achieved TFP intensive growth.
Thus, the international evidence, alongside that of the transition so far, is strongly suggestive that TFP, rather than mobilization of factor inputs, has the greatest potential to spur growth in the CEC5 in the medium- to long-run. That does not mean that growth will in practice conform to this pattern, but that with a supportive policy framework, it could do so.
This section discusses projections for growth in the CEC5, based on estimated TFP growth rates using the equation reported by Benhabib and Spiegel (1994) reflecting the role of the income gap and the level of education. This procedure yields projected TFP growth rates which range from 1.7 percent for Slovenia to 3 percent for Poland (Table 3.3).
Table 3.3. Projected TFP Growth for the CEC5
Sources: Average years of schooling for Hungary and Poland are from 2000 World Development Indicators CD-ROM, World Bank; others are estimated from expected years of schooling from the same source. Gap is the ratio of the U.S. per capita GDP to that of the country concerned in 1999 at current international prices from the IMF’s World Economic Outlook. Projected TFP growth is based on the formula from Benhabib and Spiegel (1994): .0007*schooling*Gap+.0014*Gap. Labor force growth is average annual growth rate over 1998–2010, from 2000 World Development Indicators CD-ROM, World Bank. Data for Western Europe and Japan in 1950 and East Asia in 1960 are taken from Crafts (1998).
Long-run steady state growth can be derived by solving a growth equation holding the capital/output ratio constant.15 On this basis, and on the simplifying assumptions that the derived TFP growth rates would be maintained during the catch-up process and that ratios of fixed investment to GDP would be roughly equal to the group average in recent years, it would take three decades or more for the CEC5 to catch up with the EU average, also assuming EU average per capita GDP grows at 2 percent a year. Of course, such a calculation is speculative by nature. If the TFP growth rates were to slow as the CEC5 approach EU income levels (that is as the catch-up effect diminishes), it might take longer. On the other hand, faster catch-up is of course possible, particularly with appropriate economic policies and/or increasing capital/output ratios.16 And, convergence of nominal GDP in euros (using current prices and exchange rates) would be faster to the extent that Balassa-Samuelson effects lead to real exchange rate appreciation.17
The capital-output ratio is a key issue in the growth prospects of these countries. The calculations above assume that the capital/output ratio remains constant, but given the somewhat arbitrary size and nature of the capital stock inherited from the transition era, it could rise or fall. To the extent that increases occur (and assuming those increases are “efficient”), the CEC5 would achieve faster than steady-state growth until they achieve their optimal capital to output ratio. Until that time, they would also converge more rapidly on EU income levels, and they would do so by accumulating capital and, to that extent, replicating the experience of the East Asian tigers.
In an alternative set of calculations, the growth equation is inverted to solve for the growth and investment rates required to achieve full real convergence with the EU in 20 years. Since the exercise holds TFP growth constant at the levels derived from the Benhabib and Spiegel equation, the accelerated growth shown implicitly emanates entirely from increasing the capital intensity of output. These results indicate that in most cases investment would need to rise substantially from the levels seen in the recent past, and considerable extra effort would be required to mobilize domestic savings to finance such investment. These results suggest that the CEC5 have the potential for rapid growth. But the growth-scenario exercise also highlights three closely related uncertainties about whether that potential will be realized. These uncertainties have significant implications for the policy frameworks that will be most appropriate in the run up to and after EU accession.
Box 3.3. Investment Ratios and Capital Intensity: Italy 1960s; Spain 1970s
In 1960, Italian GDP per capita was a little below that attained by the CEC5 in the mid-1990s. During the 1960s, GDP growth in Italy averaged 6 percent, total employment declined marginally, and the share of employment in agriculture fell by 10 percentage points to 20 percent. A similar shift out of agriculture is anticipated in Poland, but equally sizable intrasectoral shifts may be in prospect in the other CEC5, so the Italian experience may hold lessons for them too.
During the 1960s, the capital to output ratio in Italy was broadly unchanged as was the investment/GDP ratio, which hovered around 25 percent. Thus, rapid growth in Italy was largely driven by total factor productivity, and that did not require either an increase in the capital/GDP ratio or high investment/GDP ratios.
The experience of Spain in the 1970s is cautionary, however. There, growth was more capital intensive with higher investment to GDP ratios and was associated with much higher unemployment.
Economic growth during transition in the more successful CEC5 countries has already been largely due to total factor productivity and it has the potential to remain so. Italy’s experience suggests that this can be achieved without raising the capital stock/GDP ratio and without further increases in the investment/GDP ratio. Spain’s experience suggests that a more difficult road could lie ahead. Whether or not the CEC5 will replicate Italy’s success remains to be seen, but seems within the bounds of possibility.
The first uncertainty concerns the investment ratios that will be realized in the CEC5. Assuming 8 percent annual depreciation of the capital stock, the results of the inverted growth equation are relatively comforting in this regard as the required investment ratios are, broadly, within recent historical experience. But even assuming that the annual depreciation rate is 10 percent rather than 8 has significant effects on the required investment ratio. This apparently innocuous adjustment raises the investment ratios required to achieve the projected GDP growth rates by five percentage points of GDP for this group. It is also apparent that the investment ratios are sensitive to the estimates of the starting capital stocks. A historical international perspective on this does not do much to clarify the issue, as the range of experience is so wide. Two illustrative examples are described in Box 3.3, the case of Italy in the 1960s and Spain in the 1970s.
These sensitivities are particularly important because unlike western Europe at the outset of its growth spurt, the CEC5 is in the process of renewing its capital stock. It is replacing the stock inherited from the planning era that has largely been outdated by the process of transition itself. Even after ten years of transition, it is unclear how much of this task remains. But to the extent that it is still ongoing, economic growth will likely continue to be associated with—by international standards—relatively high average rates of depreciation of capital and high gross investment rates.
The second uncertainty concerns the path of domestic savings to fund the investment levels required to achieve the CEC5’s growth potential. A study of the determinants of savings in these countries is reported in Table 3.4. The key findings are that growth does not exhibit the normal positive effect on saving rates and that the dependency ratio is positively correlated with private saving rates. In other regards, savings behavior has been comparable with that elsewhere, notably in regard to the effects of relative income and public savings on private savings rates. The key concern arising from this is that, unlike in east Asia, growth may not generate the private savings needed to fund the investment necessary to sustain it. And if those investment needs are substantial, as indicated above, substantial foreign savings will be necessary to finance the CEC5’s growth. To the extent that those are not forthcoming, domestic savings could come to constitute the binding constraint on CEC5 growth prospects. This possibility, and the uncertainties surrounding it, have significant implications for the appropriate evolution of the fiscal stance in the CEC5.
Table 3.4. Panel Regression Results from a Sample of Six Transition Economies, 1992-991
(Dependent variable—private saving as a share of GDP)
Source: IMF staff calculations.
Note: t-ratios in italics.
1 CEC5 plus Estonia.
The third uncertainty is the specific nature of the legal and business environment that will be most conducive to TFP-intensive growth in the CEC5. As noted above, the experience of the CEC5 already points to the importance of this environment for the nature of growth—and its rates—that will be achieved. As EU accessants, this group have committed themselves to the acquis communautaire. But in some areas that may be critical for the successful realization of the potential for TFP growth, the acquis is nonprescriptive or non-binding. Nevertheless, perhaps the key merit of the acquis in this regard is that it will put in place a set of frameworks for economic activity that is familiar to international investors, thereby facilitating their entry and activity in the CEC5, and thereby promoting the CEC5’s economic development.
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In the run-up to EU accession—a setting of real convergence and sizable, possibly volatile, capital inflows—the role of the financial sector in supporting broadly based and stable growth will move to center stage for a number of reasons. First, successful reform of the banking sector is a necessary condition for fiscal and monetary stabilization. Second, a well-functioning financial sector helps enforce corporate control, contains potential quasi-fiscal losses in the enterprise sector, and is, therefore, key in fostering sound enterprise development. Third, financial sector resilience is crucial for a flexible interest rate policy and a predictable and effective monetary transmission. Fourth, effective supervision, regulation, and risk management can help mitigate vulnerabilities associated with capital flows. More broadly, empirical evidence has shown convincingly that countries with better developed financial systems enjoy substantially faster and stable long-run growth through channeling savings into productive investments.
Many of the challenges facing the CEC5 in the financial sector are similar to those in existing EU members—but there is a particular need for institutional deepening and, to varying degrees, addressing residual legacies. Slovakia and the Czech Republic are now engaged in major efforts to ensure a healthy financial structure. They have recently privatized the remaining state-owned banks—and made explicit quasi-fiscal costs, but completing the bad debt workout still lies ahead. Slovenia needs to privatize its largest state-owned banks and move away from an oligopolistic banking structure. Hungary and Poland have the most advanced financial systems, but face increasing competition—which will narrow margins, impact profitability, and spur consolidation. These pressures are becoming increasingly evident across the region, and will intensify as the five countries enter a common market for financial services. Adequate regulation and supervision will be essential to avoid excessive risk-taking, particularly in the presence of heavy capital inflows. In all five countries, the legal system and judiciary need to be strengthened in areas such as collateral enforcement, which provide key underpinnings to financial sector activity. Improving corporate governance, in both the financial and enterprise sectors, will also be core to ensuring financial sector soundness.
To shed light on financial sector challenges in the accession period, including interlinkages with the macroeconomic framework, this chapter explores three main issues. What are the key priorities in this sector to support broadly based growth and help avoid macroeconomic disruptions? How can its structure best support fiscal and monetary policies? What changes are needed if it is to cope effectively with large scale capital flows? Success in these areas is interrelated and will reflect progress in restructuring, deepening of market and institutional structures, and effective regulation and supervision—including an appropriate incentive structure to contain moral hazard. While the focus here is on the role of sound financial systems in supporting macroeconomic policy, linkages go both ways: a setting of sound macroeconomic policy is crucial for supporting financial sector development.
As the CEC5 approach EU membership and ultimately the adoption of the euro, the litmus test for the financial sector will be its success in supporting sustainable economic growth. This involves harnessing the diverse roles of the sector in mobilizing and reallocating savings; facilitating the hedging, diversifying, pooling, and trading of risk; and, through the operation of both banks and capital markets, strengthening corporate governance in the enterprise sector. Through these activities, well-developed banking systems and financial markets have a significant positive impact on total factor productivity, which translates into higher long-run growth.18 The empirical literature also shows that initial levels of financial development are good predictors of subsequent growth, capital accumulation, and efficiency improvement in the real economy—even after controlling for income, education, political stability, and measures of monetary, trade, and fiscal policy.19 There are broad positive feedback effects between financial and economic development.
The financial systems in the CEC5 have developed more in the direction of “bank-based” systems—as in Germany or Austria—than “market-based” systems as in the United States and the United Kingdom. Banking sector assets in the CEC5 account for about 85 to 95 percent of overall financial assets, compared to a little over 50 percent in the United Kingdom, which is more typically regarded as heavily securities- or market-based. In the CEC5, bank monitoring plays a more important role in corporate governance as opposed to the threat of hostile takeovers that may characterize more market-based systems. Claims on banks are more important in household portfolios than securities. Thus, banks dominate the provision of financial services.20
Analysis of market-based versus bank-based financial systems, however, has found no conclusive evidence that the type of system matters for growth performance. Countries at the same stage of economic development and with similar rates of long-run growth have a different mix of financial institutions (Levine, 2000). Banks and capital markets provide different services in response to different market imperfections. The presence of both types of financing can also allow for better diversification and risk sharing. More important than the debate on bank-versus market-based systems is the recognition that effective and well-supervised financial structures are key in achieving rapid and sustainable growth.
The banking systems in the CEC5, to differing degrees, share characteristics such as high concentration, increasing competition, and dominance within the financial sectors. The main findings are as follows (with a more detailed discussion in the next section):
Credit to the private sector as a share of bank assets, at 40 to 50 percent, is lower than the typical 60 percent for the advanced economies. This also reflects, to some degree, the large share of direct external financing enjoyed by corporates in several of the countries. Nevertheless, private sector credit growth has been on the uptrend in Hungary, Poland, and Slovenia in recent years.
Concentration in the banking sector is high. There is particularly strong concentration of deposits, while the credit market is somewhat more fragmented.
The efficiency of financial intermediation has room for further improvement. Net interest margins are higher than the EU average. In some of the CEC5, state enterprises still enjoy financing at more favorable terms due to implicit or explicit government guarantees.
Competition, however, has strengthened as evidenced by declining intermediation spreads and a shift in bank portfolios from government securities to private sector lending. Moreover, with the blue chip marker saturated in some of the CEC5, lending to small- and medium-size businesses is on the rise.
In each of the CEC5, with the exception of Slovenia, foreign strategic investors control the majority of banking sector assets.
In the Czech Republic and Slovakia, the large share of nonperforming loans and persistent negative average returns—at least until recently—pointed to a need for significant restructuring, which is now well underway.
Financial sectors in most of the CEC5 are still small relative to economic activity. To assess their level of development, several frequently used measures for size and performance allow comparison with advanced economy benchmarks (Tables 4.1 and 4.2). In the euro area, bank assets exceed 210 percent of GDP, while in the CEC5 they are between 60 and 180 percent of GDP. Only the Czech Republic and Slovakia have relatively high ratios—at 181 percent and 100 percent of GDP, respectively.21 However, poor asset management and large shares of non-performing loans hinder efficient intermediation in those countries, and asset size may not be a good benchmark of financial sector effectiveness. Bond markets are also relatively small: issuance averages less than 30 percent of GDP, with the majority being government bonds.
Table 4.1. Banking Sector Statistics
Sources: Data provided by IMF staff; EBRD Transition Report; NBP, Summary Evaluation of the Financial Situation of Polish Banks, 2000; NBH, The Hungarian Banking Sector, 2000; Bank of Slovenia.
Table 4.2. Equity Market Indicators
Source: Claessens, Djankov, and Klingebiel (2000).
1 As of March 2000.
2 NYSE only.
Broad money (M2) to GDP is another common indicator of the depth of bank intermediation. This ratio has been steadily increasing in Hungary, Poland, and Slovenia, but is still under 50 percent, compared to almost 70 percent in the euro area (Figure 4.1). In Poland and Hungary, this reflects several factors, including: the relatively recent restructuring and consolidation of this sector; the large and growing share of multinational corporations in the domestic economies, with recourse to direct borrowing from abroad; the riskiness of lending to the consumer sector and to small and medium-scale businesses; the tendency of domestic firms to finance themselves from retained earnings; and the stabilization and restructuring required during transition, which temporarily depressed income and savings—followed more recently by a progressive catch-up in consumption. In addition, in Hungary, in 1999, about half of household savings were invested in securities and half in bank deposits, while the share of securities investment in household portfolios is much lower in the other countries. Slovenia went through a hyper inflationary period in the first years after independence that resulted in loss of wealth for depositors and demonetization. Only since 1995 has inflation stabilized and money returned to the banking system, but a cartel agreement has kept real deposit rates low, therefore discouraging savings. In contrast to the other CEC5, Czechoslovakia entered transition with very high ratios of money to GDP, and this is reflected even today in high ratios in the two successor countries. Inflation was relatively low and stable throughout the 1990s in those two countries. However, the higher ratio of broad money to GDP does not seem to correspond to higher quality financial intermediation or a healthier banking system.
Figure 4.1. Broad Money (M2)
(Percent of GDP)
Sources: IMF, World Economic Outlook; and IMF staff estimates.
The quality of intermediation can be assessed better by looking at private sector credit growth, concentration in the banking sector, interest rate spreads between loans and deposits, private sector loans as a share of banking assets, and measures of bank performance. Due to the poor conditions and the cleanup of the banking systems, credit to the private sector has been declining since 1997 and 1998 in the Czech and Slovak Republics, respectively, with virtually no new net credits being extended. In the other countries, private credit has grown rapidly in the last three years, albeit from a rather low base (Figure 4.2). Concentration in banking is high in all of the CEC5, with four or five banks accounting for more than half of all bank assets. Since the countries are relatively small, high concentration is to be expected and may even be desirable given that upon EU accession, larger banks may be better placed to compete successfully. In most cases, the presence of a fairly large number of commercial banks, as well as significant foreign presence, attest to the already high degree of competition.
Figure 4.2. Real Growth of Private Credit, 1996–20011
(12-month growth)
Sources: International Financial Statistics; and IMF staff estimates.
1Deflated using current CPI.
Figure 4.3 indicates that intermediation has been becoming more efficient, with a broad downward trend in interest rate spreads since the late 1990s in most countries. It also illustrates an interesting divergence between corporate lending spreads and spreads on household lending in Hungary and the Czech Republic. While corporate margins have been steadily declining, those on household lending have increased substantially as this portfolio has grown. For the Czech Republic, corporate lending is disaggregated between state and private enterprises. The large state-owned firms, with an implicit or explicit government guarantee, enjoy much lower interest margins than private firms. These observations lend support to the hypothesis that there has been credit rationing for households and smaller firms. As competition has resulted in banks increasing the share of those sectors in their portfolio, lenders have required a higher return to compensate for the greater risk.
Figure 4.3. Interest Rate Differential, 1995–2001
(Percent)
Sources: Data provided by national authorities; and International Financial Statistics.
For some of the CEC5, the share of government securities in balance sheets has fallen, with a corresponding increase in loans to the private sector. There has also been a strong increase in consumer lending, with demand outstripping real income and a declining propensity to save. While these factors may increase risk, they also indicate that banks are increasingly playing their appropriate role of intermediation—and they should underpin growth in the private sector. The shares of claims on the private sector have been on steady uptrends in Hungary, Poland, and Slovenia, although they are still substantially below that of Germany. In contrast, the share of private sector claims has declined markedly in the Czech Republic since 1997, reflecting in part the recession, but also the deteriorating state of the banking sector and the cleanup of loan portfolios. The ratio has begun to decline in the Slovak Republic, although it continued to rise through 1998. This may reflect the earlier stress on directed lending to privatized enterprises whose owners were associated with the government.
In Table 4.3, some measures of profitability and efficiency are compared to those in the EU. Net interest margins are uniformly higher in the CEC5 banks, as spreads between deposit and lending rates are higher than in comparable market economies, suggesting inefficiencies and oligopolistic banking sectors in the CEC5. Another notable feature is the sharp decline in bank profitability from 1995 through 1998 for all five countries, with a subsequent improvement beginning in 1999. Competition has brought about increased efficiency of intermediation as evidenced by the generally downward trend in interest rate spreads (Figure 4.3), and has also lowered net interest margins.
The return on assets and equity differ significantly between domestic and foreign banks. In the period 1996–1998, foreign-controlled banks had significant positive profits, while domestic banks actually showed negative asset-weighted average returns (IMF, 2000c). The results for domestic banks are biased by the inclusion of one or two large state banks with significant losses that are being restructured, but for most countries it is indeed the case that domestic banks in general have lower profit margins. This is consistent with two hypotheses—one is that foreign banks are more efficient and bring better technology and human capital with them; the other is that they cherry pick the most creditworthy customers. A few exceptions are notable: some foreign banks in Hungary have suffered losses in an intensely competitive environment (see NBH, 1999), and the Czech IPB had to be taken over from Nomura after suffering a run (see Box 4.1 for details).
Box 4.1. Troubles with IPB
Investicni a Postovni Banka (IPB) was the first of the four large state banks in the Czech Republic to be privatized by selling the state’s 46.6 percent share to Nomura Europe in 1998. The government did not carve out nonperforming loans prior to the sale, nor did it provide any guarantees extending after the sale, so it seemed that the sale involved minimum fiscal outlays. Nomura, however, did not behave as a strategic investor, but rather as a portfolio investor and did little restructuring of the bank. During the recession of 1998 and 1999, the asset quality of IPB deteriorated even further. The information provided by the bank to Czech National Bank (CNB) supervisors did not reflect accurately IPB’s financial situation.1 Inadequacy of provisioning was concealed by the bank through selling nonperforming assets to related entities, recording assets at overstated values, and misclassifying receivables. Independent outside auditors also failed to give a timely notice to banking supervision of the true financial state of IPB. Even after the extent of the problem became apparent to banking supervisors during audits in 1999, action was delayed due to the time required to finalize the documents from the audit. IPB attempted to delay the process further through legal actions. The excessively slow court process also prevented a rapid response by banking supervision.
In mid-June 2000, there was a major run on the bank,2 and it was taken under forced administration by the CNB. Nomura, meanwhile, had sold some of IPB’s stronger industrial assets and, according to some estimates, realized as much as $300 million profit. Faced with the alternative of closing the bank, the administration quickly sold IPB to a strategic investor—ČSOB (Ceskoslovenska Obchodni Banka, with Belgian KBC Bank the largest shareholder). At the time of sate, the government agreed to a framework for cleaning the balance sheet of the bank. This entailed bad loan carve-outs as well as guarantees on deposits and on the quality of assets for a certain period after the sale. While the full cost of IPB losses is still unknown, initial costs alone may amount to as much as 5–10 percent of GDP.
The troubles with IPB demonstrate that foreign ownership by itself is not enough to bring stability, that the right incentive structure needs to be in place to attract strategic investors and encourage them to increase the bank’s value, that accounting standards and their enforcement need to be strengthened, and that delayed reaction to problems may magnify fiscal costs considerably.
1For the most recent statement from the CNB on the IPB case, see “Statement of the Czech National Bank on the ‘Concluding Report of the Chamber of Deputies Fact-finding Commission for Clarification of Decision Making by the State in IPB from the Time of its Founding until the Imposing of Receivership and its Sale to ČSOB, for the Purposes of Deliberation by the CD PCR’,” at http://www.cnb.cz/en/index.html.
2Just prior to the run, IPB accounted for 22 percent of all household deposits.
Positive real interest rates are necessary to ensure financial and macroeconomic stability. In the CEC5, from 1996, real lending rates remained positive, but there were several periods in which real deposit rates have fallen below zero (Figure 4.4). Depositors’ financial assets were being eroded, resulting in transfers of real resources to banks. In some periods there were exceptionally large spreads between real lending and deposit rates, implying excessive transfers to banks. This may reflect inefficiencies in intermediation, low quality of portfolios, and/or differentials in consumer and producer price changes.
Figure 4.4. Real Deposit and Lending Rates, 1998–2001
(Percent; Annualized)
Source: International Financial Statistics.
1Real lending rates deflated by 3-month forward looking PPI.
2Real deposit rates deflated by 3-month forward looking CPI.
Most of the CEC5 have made considerable progress in improving the quality of banking portfolios (Table 4.4). In particular, both Hungary and Poland have seen sharp reductions in the share of classified loans, although Poland’s share rose again in 2000. In contrast, the Czech and Slovak Republics, in the first ten years of transition, made little progress in addressing the issue of nonperforming loans; a major effort is now underway to deal with these problems, with most of the nonperforming loans having been transferred to consolidation banks, and the remaining issue being how to dispose of those assets given the weaknesses of insolvency regimes.
Table 4.4. Classified Loans/Assets as Share of Total Loans/Claims
Sources: National Banks, EBRD. The data are not comparable across countries due to definitional differences. For Poland, the ratio is given for the 15 largest banks, and for Slovenia, it is classified assets to total assets; using assets gives a downward bias relative to using loans. Data for 2000 is as of September for Hungary and June for Slovenia.
The inroads of new information technology, competition from capital markets, and EU integration should make the banking sectors of the CEC5 increasingly competitive. There is already a fledgling online banking sector in the CEC5 that calls into question whether banks should be emphasizing a bricks-and-mortar or an Internet-oriented development strategy. Indeed, distribution channels such as the Internet or telephone banking will allow customers to change banks easily, boosting competition and further depressing interest margins. Moreover, the growth of nonbank financial intermediaries will present a challenge for banks with respect to retail deposits as a cheap source of funding. Against this background of falling margins and needed heavy investment in information technology, banks in the CEC5 will struggle to maintain profits. These competitive pressures could lower the franchise values of some of the largest domestic banks and accelerate the process of bank consolidation across central and eastern Europe.
In this competitive setting, and likely some initial overinvestment in traditional banking by foreign and domestic parties, pressures on profitability will spur consolidation across the sector. As one of the financially most advanced accession countries, Hungary already provides a case study of these pressures. Households are allocating an increasing portion of their portfolio to securities as opposed to traditional bank accounts, and banking sector assets have failed to keep pace with GDP growth. There is a strong sentiment among bankers and analysts in Hungary that the number of banks in Hungary will decline significantly over the course of the decade.22 The significant disparity in returns for individual banks may also encourage an acceleration of consolidation. Mergers among parents of foreign banks will also be a driving factor behind consolidation in the CEC5. Indeed, the merger between Bank Austria Creditanstalt and Germany’s Hypovereinsbank, both of which already have an important presence in the CEC5, was a first step in this direction.
While growing, bond markets in the CEC5 currently remain underdeveloped. Bond market capitalization is currently about 30 percent of GDP on average in the CEC5, compared to about 110 percent of GDP in western Europe. The vast majority of bonds in the CEC5 are government issues, as the corporate bond market is almost negligible in the five countries. Bank loans are seen as a lower cost and less demanding approach to raising money, with the additional advantage that banks often provide a revolving credit line. A handful of the largest corporations have issued Eurobonds, but, even for these, the share of bond financing is lower than that of retained earnings and bank loans. There are a number of reasons for the current underdevelopment of private local bond markets. Blue-chip companies obtain bank financing at low interest rate margins, and those which are foreign-owned receive financing from parent companies at even lower rates. The majority of the remaining companies are small and cannot issue debt in large liquid denominations.23 Moreover, stringent legal requirements and the need to comply with international accounting standards could make bond issuance too costly. Thus, only the largest enterprises, often with explicit or implicit state guarantees on their debt, find issuing bonds to be a cost-effective alternative to other sources of finance.
Equity markets are still rarely used as a source of finance. Market capitalization and turnover are the two most frequently used measures for assessing the liquidity of equity markets and the capacity of such markets to provide finance. Market capitalization remains low in the CEC5 relative to comparable market economies (Table 4.2), and typically only a few large companies are actively traded, reflecting in part the short time span for their existence, inadequacies in the legal and regulatory framework (insufficient shareholder protection, for example), and still low levels of public confidence. Growth in market capitalization has been due mainly to privatization and price changes rather than to new share issues.
Nevertheless, there are several reasons why funding through domestic securities markets is likely to increase. Pension reform and rapid growth in the insurance market would, if done successfully, support the development of domestic institutional investors (and long-term finance) in the coming years, which should feed through into greater liquidity and turnover on the stock exchanges (Table 4.5). Pension reform would also spur local demand for domestic paper. Raising money locally could become increasingly attractive against a background of falling inflation, lower interest rates, and improved legislation. Moreover, the ongoing revolution in communications and information technology may shift the balance of advantages toward market-based finance as opposed to bank-based finance. The Internet, for example, may assist market participants in overcoming information barriers which impede financial development. Thus, the CEC5 could well see a growing role for securities markets in financial resource allocation.
Table 4.5. Assets Held by Institutional Investors in Transition Economies
(In percent of GDP; June 2000 or most recent information)
Source: Claessens, Djankov, and Klingebiel (2000).
While empirical studies suggest that the initial level of stock and bond market liquidity affects subsequent growth positively,24 the physical location of the intermediary does not necessarily matter and could well be in another country. An illustration of this is the growing access to capital market financing via global or American Depository Receipts. Domestic stock exchanges may prove to not be a cost-effective means of raising capital owing to the lack of economies of scale. There is thus likely to be a consolidation of stock exchanges, either on a regional basis or by merging with larger European exchanges.25 But as with many of the financial market developments in the coming years, this is not so much an outgrowth of the transition process as it is a feature of increasing global integration.
These developments, in sum, point to systems that could be increasingly diversified in structure and ownership—key strengths in a world of potentially volatile capital flows and a domestic setting of rapid structural change. The “existence of multiple avenues of financial intermediation” can be important in preventing financial crises from causing sustained knock-on effects on the real economy.26 If a crisis strikes the banking system, for example, and a credit crunch occurs, well-developed capital markets can help to fill the ensuing funding gap. Thus, for the CEC5, ensuring financial stability is closely related to financial market deepening and maturing, and to cite the same source, creating “flexible institutions that can adapt to the unforeseeable needs of the next crisis.”
Improving access to financing for small and medium-size enterprises (SMEs) will support growth by fostering entrepreneurship and innovation. When the financial sector is underdeveloped, it is primarily the private sector which suffers from inadequate financing. In the CEC5, the more risky market segments—SMEs and households—still have only limited access to financial markets. With SMEs frequently the engine of economic growth in many countries, developing financing mechanisms for these markets should be a key policy priority. These markets have already started to expand as banks—facing increasing competition for blue chip corporate loans—seek to expand their client base in the underserved markets for mortgage lending, household loans, and SME financing. As this occurs, investment in housing and in fixed assets of firms should increase, while households’ savings may tend to level off or decline as they become increasingly leveraged.
These market segments are, however, particularly prone to problems of asymmetric information—making risk assessment difficult for intermediaries. Asymmetric information can lead to adverse selection, moral hazard, principal-agent problems, and financial contagion, all of which can undermine efficiency and result in financial vulnerability. Banks are likely to remain of paramount importance for these smaller borrowers, since banks have a comparative advantage in screening projects and monitoring clients, mitigating problems of asymmetric information. Thus, one way to support development in these markets is to improve (and, in many cases, create) interbank information systems which can provide reliable and timely data on consumer and commercial credit information, including loans outstanding, collateral registers, past debt defaults, etc. These markets can also be supported by strengthening the legal framework, especially regarding creditor rights, bankruptcy laws, and recovery of collateral. Some of these countries, however, are resorting to government intervention—providing public guarantees for SME loans or subsidizing mortgage lending. Such approaches can ultimately put pressure on the fiscal accounts and impede the healthy development of a fully market-based financial system.
Venture capital could be increasingly viewed as a potential financing source in the CEC5. Bank lending is often seen as the lowest cost (and perhaps only) financing source for SMEs with limited track records, while securities markets are sometimes viewed as the more cost-effective source for large, well-established firms. However, venture capital firms, which are more closely associated with securities-based finance, could find a firmer foothold in these economies through providing finance for new enterprises undertaking high risk, high return projects. This is due to the risk-sharing features of venture capital firms as opposed to bank creditors. Banks typically charge a predetermined rate of interest and do not benefit from excess returns to successful high-risk projects. On the other hand, venture capital firms, as part equity holders, do share the benefits of the upside returns, and their losses are limited to their stake in the new enterprise.
The success of venture capital firms in Hungary suggests that, given a stable macroeconomic environment and strong legal system, venture capital may provide a viable source of funds for small entrepreneurs. Venture capital firms have been active in the country for almost a decade, and there has been a national association with 14 members since 1992. The number of projects undertaken as of 2001 has been relatively small, but there is increasing interest from both local and international funds. In 1998, the government passed a law aimed at encouraging venture capital investment. Nevertheless, the success of the government in providing macroeconomic stability—and a favorable business environment conductive to growth—has no doubt been the key attraction for investors.
A weak financial sector can heavily constrain the flexibility and effectiveness of fiscal and monetary policy, and shift the policy emphasis away from long-run growth. Significant contingent liabilities prevent credible fiscal planning, divert resources from productive investments, and may lead to debt sustainability issues. Monetary authorities may be unwilling to tighten policy if that would threaten the health of financial intermediaries. Thus, completing the remaining reforms in the financial sector should facilitate the tasks of macroeconomic policy—removing constraints on interest rate movements, enhancing the effectiveness and predictability of the transmission mechanism, and recognizing and/or reducing quasi-fiscal losses—which can serve to add to fiscal transparency. Of course, linkages work in both directions, as financial sector soundness not only affects the macroeconomic policy environment, but is also affected by the macroeconomic environment (Box 4.2). The focus here is primarily on the linkage between the financial sector and the conduct of macroeconomic policy.
Box 4.2. The Macroeconomic Environment and Financial Sector Stability
The macroeconomic environment clearly has an impact on financial sector developments. Indeed, the soundness of the financial sector is, to a large degree, a reflection of the economy’s health. Business cycles affect the financial sector through a number of channels, including: changes in asset prices, credit quality, interest rates, and liquidity; balance sheets, through changes in the amount and composition of indebtedness; and, ultimately, perhaps a boom-bust cycle precipitated by the bursting of an asset price bubble. Structural changes, particularly as embodied in financial liberalization (whether domestic or external), can have a significant impact on financial vulnerability. Closely related, and often structural in nature (particularly for the CEC5 in the early years of transition), are shocks, including the disappearance of markets (e.g., the collapse of CMEA trade) or substantial relative price changes (such as domestic price liberalization or terms of trade shocks). Open economies, such as the CEC5, are even more exposed to external shocks, underscoring the importance of adequate risk management capacity in the financial sector.
The choice of macroeconomic policy instruments has important implications for financial sector soundness. On the fiscal side, tax policy—such as nondeductible loan-loss provisions, bank specific taxes, or heavy capital gains taxes—can undermine financial sector development. On the monetary side, unremunerated reserve requirements, sharp and frequent changes in reserve requirements, direct monetary instruments (e.g., interest rate ceilings), or the absence of a properly functioning lender-of-last resort mechanism could adversely affect banking sector soundness. Even the transition from direct to indirect instruments entails a period of increased risks. The choice of exchange regime can also undermine financial sector stability, if, for example, it leads to a prolonged period of over- or under-valuation of the exchange rate or is subject to substantial volatility, particularly in the absence of sufficiently developed markets for hedging risks.
An excessively expansionary or restrictive macroeconomic policy stance can exacerbate financial sector vulnerability. A loose policy mix, fueling inflationary pressures, reduces the information provided by prices and interest rates, can lead to an overly rapid expansion of domestic credit (increasingly allocated to riskier market segments), and can distort asset prices or even create an asset price bubble. Eventual stabilization or, similarly, a restrictive policy mix—particularly one heavily reliant on monetary restraint—can place strains on the banking system—including through balance sheet effects (depending on the degree of adjustment attained through the interest rate and exchange rate channels) and rising credit risks—and could even induce a liquidity crisis in the banking sector. Large structural fiscal imbalances can severely complicate macroeconomic stabilization—placing the burden of adjustment on monetary policy and the banking sector, putting pressure on the exchange rate, increasing overall debt levels and associated vulnerability, crowding out credit to the private sector, and generally constraining the fiscal response to exogenous shocks. Moreover, an inappropriate policy mix can lead to a loss of foreign and domestic investor confidence, triggering sudden capital outflows or a significant deterioration in external financing conditions, either of which increases the vulnerability of the domestic financial sector.
Liberalization of the banking system in the CEC5 at the beginning of the 1990s took place against the background of a contraction in real output, monetary instability, and attempts to put in place radically new institutional structures. The success of financial market reform was crucially dependent on progress in real sector adjustment, the establishment of market-based mechanisms of corporate control for both banks and enterprises, and the degree of disengagement of the government from the private sector.
Bank restructuring and privatization remain, to some degree, to be completed in most of the CEC5 and the experience of the past decade points to useful lessons for the future. In particular, the experiences of the forerunners—Hungary and Poland—can provide lessons not only for the Czech and Slovak Republics and Slovenia, but for most of the other transition countries, in which much remains to be done in their financial sectors. Completing privatization is one of the main priorities in the financial sector. Privatization is usually a necessary component of a successful bank restructuring program: it diminishes the scope for distortions in the form of directed policy lending, or moral hazard in the form of reliance on future government support.27 Restructuring cum privatization programs often present the government with a difficult task. Ideally, they should be designed in a way that minimizes the present value of fiscal costs. However, for whatever reasons, reforms have at times shifted the burden of adjustment to the future, potentially leading to much higher costs in present value terms (Box 4.1).
State ownership of the banking sectors in the CEC5 has been declining rapidly (Table 4.1). As described more fully in Box 4.3, the CEC5 followed quite different approaches to privatization and restructuring:
Hungary’s policy was to sell controlling shares in state-owned banks to strategic foreign investors as rapidly as possible. Privatization of the banking sector has been largely completed—the remaining share of state-owned banks is only about 12 percent of assets, most of which is concentrated in Postabank. The foreign parents brought with them skills for credit evaluation, risk management, and more sophisticated financial instruments, which increased the knowledge capital and efficiency in the banking sector as a whole. Currently, Hungary has one of the most modern and advanced financial systems among the transition economies.
In contrast, the voucher privatization in the Czech and Slovak Republics left controlling ownership of the largest banks with the state. Banks assumed ownership stakes in their voucher-privatized clients, which led to continued soft lending practices and repeated bailouts. This magnified problems with connected lending and nonperforming loans, complicating efforts to find strategic foreign owners in the absence of cleanups or guarantees. Moreover, persistent political interference in the banking system depressed foreign investor interest. Recently, however, the environment has changed. The bad debts have now been recognized and have been—or are in the process of being—transferred to consolidation banks in their respective countries, and privatization has been largely completed, with foreign shares in excess of 80 percent, the highest in the CEC5.
Poland’s approach to restructuring resulted in the lowest overall fiscal cost among the CEC5. In the early 1990s, a bank-led enterprise restructuring program was implemented using a variety of instruments, including debt-equity swaps through which banks acquired ownership stakes in their financially weak clients. The government attempted to minimize explicit guarantees and create incentives for market-based workouts that took place in the mid-1990s. In the last few years, Poland has attracted significant strategic foreign investment, and given the high proportion of foreign ownership of the share capital of banks with dispersed ownership, banks controlled by foreign capital effectively had a market share of about 70 percent by 2000.
Meanwhile, Slovenia maintained a high share of state ownership in the banking sector, resulting in an oligopolistic banking structure with limited competitive pressures. Foreign ownership is limited to less than 20 percent of all assets. However, in the process of legislation alignment with the EU, competition strengthened.28
Allowing reputable foreign banks to enter the domestic market has proved to encourage innovation and competition, while underpinning institutional soundness. As suggested by the literature on growth, foreign capital stimulates the development of local markets, including through market liquidity.29 Foreign banks often bring stronger corporate governance to the market as well as more sophisticated risk management systems. While there are cases of longer-established foreign banks taking a passive approach and benefiting from high local margins, more typically they spur competition and render the sector more efficient—introducing new skills, products, and technology. More intense competition leads to lower profits and puts pressure on all banks to reduce costs. This prepares domestic banks to cope with competition in the single market after accession. The presence of reputable foreign banks may also reduce the risks of capital flight or widespread depositor runs, as they may be seen as more immune from a crisis in the domestic banking system. Hungary has had the most liberal policy toward foreign bank entry of any of the CEC5. In both Hungary and Poland, more than 60 percent of the banking sectors’ capital is held by foreign investors. The Czech and Slovak Republics have, over the past year, followed this path towards greater strategic foreign ownership, and foreign ownership in the Czech and Slovak Republics now exceeds 80 percent. But, as exemplified by the experience with Investicni a Postovni Banka (IPB) in the Czech Republic, privatization to foreign investors is not a panacea: appropriate incentive and supervisory structures need to he in place to ensure soundness.
Box 4.3. Privatization Methods and Fiscal Costs of Bank Restructuring
Czech Republic
The first round of government recapitalization of the Czech banks took place in 1991-1993 when the three big banks were partially privatized through participation in the voucher program. The government retained a controlling stake in most banks. Banks participated on both sides of the voucher privatization since they managed the largest investment funds and therefore became indirect holders of their own shares and partial owners of many of their loss-making enterprise clients. As a result, soft lending continued and future rounds of recapitalization followed, as both banks and enterprises had little incentive to restructure and improve their operations. The history of repeated bailouts and the existence of three centralized asset management agencies created a serious moral hazard problem. The resulting fiscal burden was higher than in any of the other central European countries. Tang and others (2000) estimated that the total cost of bank bailouts, in the period 1991–98, exceeded 25 percent of 1998 GDP, while the FSAP conducted in early 2001 indicated somewhat lower total costs.
Following the currency crisis in May 1997, the authorities introduced stricter loan classification and provisioning rules. Reported classified loans exceeded 30 percent of all loans in 1998 and 1999, with the large state-controlled banks having a disproportionately high share of nonperforming loans. A multifaceted approach (using a revitalization agency for the most complex cases and selling pools of loans in other cases) was used to work out the bad debt problem. An ambitious program of rapid privatization of the four largest banks to strategic investors was put in place. With the sale of the government’s stake in Komercni Banka in mid–2001, privatization has been completed and foreign strategic investors now control roughly 90 percent of assets of the banking sector.
Hungary
Negative shocks to the real sector and recognition of the inherited nonperforming loans led to a significant deterioration in bank balance sheets in the initial years of transition. The government intervened repeatedly through replacing bad loans with government bonds. Interventions however, were not accompanied by efforts to reform the operations and management of the banks. In the mid-1990s, having learned the lessons from the ineffective interventions in the first years, the government started to impose much stricter conditions on bank bailouts. Recapitalization followed by privatization (typically to strategic foreign investors) became the major form of bank resolution. The program was successful, and the newly privatized banks were, in almost all cases, well capitalized and well managed. However, some weaknesses of supervision were revealed in 1998 when two of the privatized banks—Postabank and Realbank—failed, although problems with their operations were known to supervisors well ahead of the failures. The government decided to keep Postabank in state hands in the wake of its collapse. The supervisors had restricted power to take actions in a timely manner, as intervention was authorized only on the basis of audited accounts, not on the basis of inspection only. Some of those weaknesses have been recognized, and efforts are being made to address them. The total fiscal cost of bank resolution was estimated by Tang and others (2000) at 13 percent of 1998 GDP.
Presently Hungary has one of the most modern and competitive banking systems among the CEC5. The Russian crisis in 1998 provided a market test of the resilience of the system, and although certain vulnerabilities were revealed—with a few brokerage subsidiaries of foreign banks failing—the system withstood the shock well, and, in many cases, the foreign parents stepped in to provide additional capital where needed.
Poland
The high inflation in 1989-90 helped reduce the real value of nonperforming loans inherited from the socialist regime. In 1993, a law on financial restructuring of banks and enterprises was adopted. Between 1993 and 1996, the government recapitalized the ten larger state-owned banks by providing them with long-term treasury bonds. In exchange for government support, banks had to get involved in enterprise restructuring—typically a debt for equity swap was implemented, with the result that banks became partial owners of companies. The central bank participated in the rehabilitation of a number of small private banks—some of them were restructured and then sold, others were taken over by other banks in exchange for long-term soft financing and/or a waiver of mandatory reserves. A third channel of support for ailing banks came from foreign banks applying for banking licenses. In exchange for the license, they were required to spend certain amounts to support troubled banks (by either taking them over or providing financing at favorable terms). There was also a commitment from the government that there would be no future rounds of recapitalization. Tang and others (2000) estimated the fiscal cost at about 8 percent of 1998 GDP, the lowest among the five countries.
Recovery on classified loans was also higher in Poland than in the other CEC5—a decentralized approach was used in which banks kept ownership of the loans and any proceeds they could recover. Banks gained experience with the workout of nonperforming loans, and harder budget constraints were imposed on enterprises. Although soft lending to certain enterprises continued, some weak companies were liquidated, and the banks had incentives to adopt a more prudent portfolio strategy, investing heavily in government bonds and imposing more stringent credit rules for new clients. Vigorous economic growth, prudent leverage ratios, and government protection helped Polish banks to return to profitability. Emphasis on protecting domestic banks led to delays in lifting all legal and political restrictions to foreign participation until early 1998. In 1999, there was a sharp increase in foreign ownership—banks with majority foreign equity accounted for about 50 percent of assets, loans, and deposits at the end of 1999 compared to about 17 percent in 1998. According to some observers, the rapid rise in foreign ownership triggered a backlash from the government, with some takeovers/mergers thwarted amid fears that some foreign banks were mounting a “Trojan horse attack” on the banking system. With competition increasing, banks became subject to pressure to improve efficiency, increase the range of provided services, and expand availability of credit to the private sector.
Slovakia
The Czechoslovak government, in its first round of bank recapitalization in 1991–1992, spent about 13 percent of 1992 GDP on the three largest Slovak banks. Two of them participated in the coupon privatization program, and, like their Czech counterparts, wound up with the government holding a controlling share. Proper restructuring of those three state-owned banks was not undertaken until 2000, and soft lending practices continued, resulting in nonperforming loans exceeding half of total loans. When liquidity problems surfaced in 1997 with IRB, the third largest bank, the central bank provided a liquidity injection, and the large state insurance company had to acquire a controlling share and return the bank to solvency. Continued political interference in lending practices and ownership magnified the problem, creating large contingent liabilities for the government. The same three state-owned banks—VUB, SLSP, and IRB—still held about half of all bank assets in 1999 and were dangerously undercapitalized, with two thirds of their loan portfolio in the classified categories. The seventeen smaller banks also had significant problems—four banks in this group failed in the ten months up to July 2000. Many banks did not meet the 8 percent minimum capital adequacy requirement. Risk management practices were very weak, including noncompliance exposure limits in many instances.
In 1999, the government designed a comprehensive program for the restructuring of Slovakia’s three largest state-owned banks, with the intention of bringing capital requirements to international standards, and then privatizing them. The restructuring involved both cash injections and a swap of part of the classified loans for claims on the consolidation agency, which were converted to government bonds in 2001. Two stages of the recapitalization in late 1999 and mid–2000—the first involving a direct equity infusion and the second a carve-out of bad loans—resulted in an estimated cost of 12 percent of 2000 GDP. The classified loans were transferred to Konsolidacna Banka (KOB) and the newly established Slovak Consolidation Agency (SKA) and were replaced by state-guaranteed loans from the restructured banks to SKA and KOB. The privatization of the three state-owned banks to strategic foreign owners gained momentum in 2001, with the share of foreign banks rising from only 30 percent of total assets in 1999 to more than 80 percent. At the same time, the Slovak government passed a package of laws aimed at improving banking supervision and bankruptcy procedures.
Slovenia
At the time of independence from former Yugoslavia, the Slovene banking system lost some of its assets (foreign currency deposits placed at the former Yugoslav central bank were confiscated, and assets held in other federation republics were frozen) and the sharp deterioration in economic conditions contributed to a plunge in the quality of banks’ loan portfolios. As a result, nonperforming loans reached 30 to 40 percent of all bank loans. The government nationalized three large banks that were close to bankruptcy and launched a rehabilitation plan. It involved exchanging nonperforming assets and contingent liabilities with bonds for an amount equivalent to 10 percent of Slovenia’s 1993 GDP (DM 1.9 billion). The banks shared the cost of the bailout by retaining about 15 percent of their bad loans. Between 1993 and 1996, the agency acquired additional classified assets for DM 1 billion, 32 percent of which were recovered. The success of the rehabilitation program, and the absence of major disruptions in the real sector helped the revival of banks—most of the banks registered positive profits within three years after recapitalization. As a result of the renationalization, public sector ownership increased from about 12 percent to over 50 percent of banking assets.
In 1995, Slovenian banks entered into a binding arrangement according to which they all set deposit interest rates below an agreed maximum rate. The agreement had the blessing of the Bank of Slovenia and resulted in limiting competition and reducing the cost of funds to the banks. The only way of increasing market share was through increases in equity, increases in international borrowing, or consolidation. As a result, the concentration in the banking system remained high, the structure was oligopolistic (see Feyzioğlu, 2000), and competition was limited. Other consequences of the deposit rates agreement were relatively low savings rates and high costs of capital for the enterprise sector. Slovenian banks were consistently among the most profitable in the region since they maintained high interest rate margins (Figure 4.3). The interbank agreement formally expired in March 1999, but, until the second half of 2000, the banks still followed the Bank Association recommendation for caps on deposit rates. Since then, however, banks’ deposit rates have been set more competitively.
Foreign banks were prohibited from establishing branches in Slovenia until 1999. The restriction was relaxed to meet EU requirements, but very few banks took advantage of the opportunity due to the high cost of penetrating the concentrated retail market. The recent easing of capital controls and the relaxation of conditions for foreign banks should increase competition over time.
In view of the large share of insolvent banks at the start of transition, government intervention was unavoidable to provide a clean start for financial institutions and to remove incentives for risky behavior. The state-owned banks in the CEC5 faced large volumes of nonperforming loans—often the legacy of central planning and directed lending—as they began the transition process. In some cases, bad loans also accumulated in the initial phase of transformation. In each of the countries, bank recapitalization required substantial fiscal resources in the early 1990s, and, in the case of the Czech and Slovak Republics, continues to have significant fiscal implications. But simply intervening via recapitalization was not enough. The success of such interventions was determined largely by the degree to which bank restructuring and privatization programs were designed to impose hard budget constraints on both enterprises and financial intermediaries.
With government involvement in bank recapitalization and restructuring often reflecting substantial fiscal or quasi-fiscal transfers to banks, it is imperative to put in place an incentive structure that minimizes the need for future intervention—to avoid increasing the future tax burden and impairing the stabilizing and growth-enhancing role of fiscal policy. These fiscal infusions added to the public debt and, through higher interest payments, restricted the flexibility of fiscal policy.30 Cumulative transfers to banks in the last decade were by far the largest in the Czech Republic, and current quasi-fiscal liabilities are highest in the Czech Republic and Slovakia. Although highly uncertain, the costs for the current restructuring in the Czech Republic, for example, are estimated to be in the order of 15 percent of GDP or more.31 The sustainability of public debt is not a dominant issue for those countries.
A decisive and comprehensive response—combined with successful enterprise restructuring and the imposition of hard budget constraints—is key to dealing with problem banks. Approaches achieving “too little, too late” allowed problems to reach systemic proportions, as authorities tried to minimize costs through incomplete recapitalization, avoiding market-based workouts, preserving insolvent institutions of nonsystemic importance, and postponing major changes in the legal and institutional framework. In the most successful cases, weak institutions were closed or privatized quickly—avoiding a mounting quasi-fiscal cost. The managements of deeply insolvent banks do not have the proper incentives to improve the performance of the portfolio, and, indeed, sometimes engage in risky “gambling for redemption,” which can lead to a further deterioration in asset quality. Improving bank performance is difficult without privatization and imposition of hard budget constraints on enterprises as well. Severing the links between banks and their weak clients or putting in place the proper legal and incentive structure for bank-centered loan workouts are necessary conditions for successful restructuring.
The choice of approach to asset recovery—particularly as regards the incentive structure—can significantly influence the outcome. While the CEC5 differed in their approaches to resolving nonperforming loans, asset recovery, following bank restructuring, was for the most part, poor in the CEC5. Most of the countries set up a government-owned centralized asset management agency (AMC) that assumed responsibility for the collection of bad assets. These agencies were not very successful in the recovery of assets for a number of reasons: lack of clear mandate, lack of legal powers to dispose of assets or to force restructuring, and no specific timeframe for winding down operations. In the Czech Republic, for example, the AMC initially functioned as a bank and was subject to all prudential regulations for banks, including capital adequacy requirements. It also was used for government-directed lending, and for many years was simply a passive collection agency instead of an active manager of its asset portfolio.32 AMCs often had an explicit or implicit mandate to prolong the existence of enterprises. Poland, on the other hand, resorted to a decentralized approach in the mid-1990s; after banks were recapitalized with government bonds, as part of the package, they were expected to work with some of the delinquent enterprises and could keep any recovered nonperforming assets. At the same time, the government made clear that it would not be involved in further recapitalization efforts, and hard budget constraints were imposed on the enterprises. This led to the highest recovery rates among the CEC5 on classified loans (Tang, Zoli, and Klutchkova, 2000). While this was a highly successful approach, it has not been replicated elsewhere.
In general, a multi-track approach to asset resolution provides the greatest likelihood of success. This might involve banks working out the better quality bad loans (substandard and doubtful categories, for example), bundled sets of loans sold at auction or open tender, and an AMC to work out more complex loans. Such an approach better distributes the burden of debt workout across a broader range of participants. Indeed, in the mid-1990s, Hungary employed a combination of workout methods, including asset sales, transfers of some loans to an AMC, etc., which succeeded in setting the banks on a strong footing and created incentives for more prudent behavior in the future. More recently, both the Czech and Slovak Republics have also used a multifaceted approach to their bad debt problems.
A combination of market-based approaches to asset resolution as well as private sector expertise, enhanced legal powers, and minimum political intervention have been important ingredients of successful AMCs. Again, the design of the incentive structure is of paramount importance. The AMCs put in place after the crisis in Korea and Malaysia followed best practices learned from Sweden, the United States, and other successful cases.33 These experiences suggest that AMCs can be effectively used if they have clearly defined nonconflicting statutory objectives and political interference is minimized (for example, by limiting management discretion, enhancing accountability, and imposing high disclosure standards). Making full use of private sector expertise—and employing a variety of methods for the management of distressed loans—has lead to higher recovery rates. If bankruptcy laws are deficient or poorly implemented, it is important to provide the AMCs with special legal powers to speed up the process of loan resolution, since slow resolution often leads to asset stripping and rapid decline in collateral values. Unless an explicit time limit for asset recovery or disposal is determined at the outset, AMCs may have an incentive to prolong the process to remain in existence.34 Since centralized AMCs typically have full government guarantees, they may not use the most efficient methods for disposing of nonperforming assets.35 Application of commercial criteria and the principle of value maximization is crucial for the choice of methods of restructuring and asset disposal.
While support for weak banks may at times prevent major macroeconomic disruption, assistance needs to be designed to avoid a recurrence of problems—notably by reducing incentives for moral hazard behavior. When banks cannot simply be closed, due to their systemic role, sufficient recapitalization, combined with measures to address sources of weakness, is needed to provide a sound basis for future operations. Hungary’s experience in the early 1990s was a good example of this—several rounds of incomplete recapitalization in consecutive years created incentives for commercial banks to engage in rent seeking and trying to maximize future assistance. In 1995, in a major overhaul of the macroeconomy (including the real, fiscal and monetary sectors), the authorities decided to combine bank support with privatization and the imposition of hard budget constraints that led to a much stronger and more competitive banking sector and minimal subsequent fiscal transfers. As described in Box 4.2 above, the experience of IPB in the Czech Republic showed that privatization in the absence of an appropriate incentive structure may create a recurring problem and increase the present value of government obligations. Privatization of banks with significant nonperforming loans may attract portfolio investors in search of quick profits instead of prudent strategic owners, leading to further destabilization of the system. The IPB case also demonstrates the need for particularly vigilant supervision of weak large banks, on top of regular audits from independent auditing firms.
If there is a single pointer for future success, it is to design assistance in ways that provide incentives to improve banks’ operations.36 A crucial supporting element is improvement in the overall macroeconomic environment and a simultaneous restructuring of the real sector. The recapitalizations in the early 1990s often did not significantly change the behavior of the financial intermediaries. In the Czech Republic and Slovakia, repeated government interventions created a perception of soft budget constraints and led to moral hazard behavior. Reforms in the economy were delayed, since enterprises which had relatively easy access to finance, independent of their creditworthiness, had little incentive to restructure. This lack of progress in enterprise restructuring, in turn, created a feedback effect leading to further deterioration of bank balance sheets.
In a macroeconomic context, concern about the fiscal impact of recapitalization is often misplaced. Recapitalization may significantly increase the headline deficit, raise concerns about undesirable aggregate demand effects, and/or about sustainability of the debt path. Lane (1996) argues, however, that the first-round fiscal effects of a bank recapitalization (resulting from the direct fiscal transfer), under certain conditions, are economically irrelevant.37 If bank deposits carry an implicit or explicit guarantee, and it is common knowledge that an insolvent bank will have to be recapitalized at some point by the government, then the nonperforming loans are effectively already a claim on the government. He recognizes, however, that there are second round effects which violate the irrelevance argument through the incentives that bank recapitalization can create for future bank lending behavior. Whether these effects are expansionary or contractionary depends on the extent to which the moral hazard problem is addressed.38 Debt sustainability does not appear to be an issue for any of the CEC5 under present estimates of implicit government liabilities—and, in any case, making quasi-fiscal liabilities explicit in a timely manner may actually speed up the fiscal adjustment necessary to address potential debt sustainability problems.
The full fiscal implications of government assistance should be transparently recorded in the budget to promote fiscal discipline and accountability, and to allow for the creation of credible forward-looking medium-term fiscal frameworks. Interventions, in the past, were sometimes conducted in a nontransparent manner, through the central bank or quasi-government management agencies. A selective reduction or waiver of reserve requirements and selective tax reductions for some banks were commonly used tools of intervention in all five countries. More often than not, the government assumption of bad debt has been in a quasi-fiscal form—liabilities have not been explicitly recognized on the budget at the time they were incurred. This has led to the accumulation of “hidden” debt in some countries. The sales of IPB and Ceska Sporitelna in the Czech Republic involved “ring-fencing,” or government guarantees on the quality of the portfolio extending after the sale. While this speeded the sales and minimized the immediate need for recapitalization, it ran the risk of creating incentives for both the borrowers and the new owners that would result in an unpredictable stream of claims for the government.
In summary, the impact of recapitalization and privatization programs on incentives is key. Reform of the financial sector in transition economies is likely to be successful only if accompanied by reforms in the real sector and the imposition of hard budget constraints. There is no valid economic reason for delaying bank restructuring—the demand impact of recapitalization is usually fairly small, and delays or incomplete restructuring have proven to magnify the problem, ultimately leading to a higher present discounted value of government liabilities.
Underdevelopment of financial markets and vulnerabilities in the financial sector can complicate the conduct of monetary policy and may seriously limit the policy choices both in day-to-day operations and in response to external shocks. A banking sector crisis can directly affect monetary stability through the need to inject liquidity into banks. The monetary authorities could fear allowing the exchange rate to depreciate if there has been heavy unhedged foreign borrowing, or could avoid raising interest rates if banks are in poor financial condition. Raising interest rates to defend the currency can weaken the repayment capacity of banks’ clients and lead to banking sector problems with liquidity and solvency. That is, the authorities can be caught straddling two horses—trying to maintain monetary stability but at a cost of financial stability or vice-versa.
The trade-off between monetary and financial stability is likely to be harsher in countries with less mature financial markets, such as in the CEC5, than in more advanced economies. In the face of a financial sector crisis, there may be a switch into foreign assets from domestic assets, bond markets become more illiquid, and a liquidity injection to the banking system may cause a sharp depreciation in the exchange rate, further exacerbating the crisis through solvency problems related to open foreign currency positions.
Developing a systemic liquidity policy is one approach to dealing with this trade-off. An important objective of a systemic liquidity policy is to enhance confidence in the banking system. A good liquidity framework encompasses a broad range of supporting elements, including: a safety net (lender-of-last-resort facility, credible deposit insurance) and day-to-day liquidity management infrastructure (prudential liquidity rules, creditor rights, reliable payments system, information disclosure, etc.).39 As discussed by Powell (2000), such a liquidity policy could also require that the country have sufficient reserves to cover all internal and external public sector debt coming due within the year, with internal debt included since problems in domestic capital markets can quickly turn into external problems.40 At a minimum, there should also be some regular monitoring of the unhedged liabilities of the nonfinancial private sector. As shown in Figure 4.5, Poland and Slovenia are particularly well-positioned with respect to one measure of external liquidity, and the Czech Republic and Hungary also fare quite well, particularly when compared with other middle income countries which have faced outflow pressures in the recent past.41
Figure 4.5. External Liquidity Position: Selected Countries, 1999
(Percent of GDP)
Sources: OECD\IMF\WB\BIS Joint Database; and International Financial Statistics.
1Debt falling due within one year.
Weaknesses in the financial sector may also lead to a highly unpredictable monetary transmission mechanism—and understanding the transmission mechanism is especially critical now for the CEC5, with most of the countries having recently moved to an inflation targeting framework for monetary policy. A stimulative monetary policy could be expected to be rather ineffective if the banking system is burdened by nonperforming loans.42 As examples, declines in the policy rates in Slovakia and the Czech Republic in 1998–2000 did not translate into credit growth. As banks struggled to meet the stricter provisioning requirements, credit to the private sector continued to decline (Figure 4.2). A restrictive monetary policy, on the other hand, could have a much stronger effect than desired.43 In the aftermath of the 1997 currency crisis in the Czech Republic, the central bank tightened monetary policy to prevent the exchange rate from further depreciation, and also strengthened bank supervision.44 These moves, together with higher provisioning requirements and the imposition of hard budget constraints on enterprises, induced credit contraction, which contributed, along with a tight fiscal policy, to a rapid fall in inflation (from 8 percent per annum to a brief period of deflation) and a prolonged recession.
The most obvious channel for the transmission of monetary policy is the direct interest rate effect. The responsiveness of lending and deposit interest rates to changes in policy rates depends on several factors, including the degree of competition in the banking sector, the depth of financial markets, and alternative sources of financing. Thus, for example, the banking sectors in Hungary and Poland are highly competitive with respect to the corporate lending market, so that policy rate changes should feed through quickly to loan interest rates. On the other hand, Slovenia’s banking sector is oligopolistic in nature, so that the responsiveness of interest rates may be more sluggish.45 Furthermore, in Slovenia, and until recently in the Czech Republic and Slovakia, the banking sectors have been dominated by large state-owned banks, which could diminish the sensitivity of lending and deposit rates (Figure 4.6).
Figure 4.6. Deposit, Lending, and Key-Policy Rates, 1998–2001
(Percent)
Sources: Data provided by national authorities; and International financial Statistics.
1 Two-week Repo rate.
2 Reverse Repo 1 month (2-week since March 1 st 1999).
3 NBP intervention rate.
4 Repo rate.
The pattern of household consumption and the approach to corporate finance in the CEC5, however, reduce the effectiveness of monetary policy—through the interest rate channel—to influence economic activity and domestic demand. With respect to household behavior, consumption is often financed through personal savings, and short-term consumption credits are only now growing at a rapid pace—but seemingly regardless of the level of interest rates—as a result of the catch-up effect after years of depressed consumption. In the corporate sector, much of investment is financed either through retained earnings, cross-border borrowing, or foreign direct investment (FDI) inflows. In Hungary and Poland, for example, foreign bank loans to the nonbank commercial sector account for 50 percent or more of all foreign loans directed toward those countries. With transition very advanced, foreign banks are often willing to bypass the local banking system and provide finance directly to the private sector. The Hungarian economy, in particular, with its heavy presence of multinationals, is characterized by a corporate sector with extensive access to offshore financing (Figure 4.7), which greatly reduces such firms’ exposure to domestic monetary policy conditions. And, particularly in the Czech Republic, Hungary, and Poland, FDI inflows have accounted for a significant portion of corporate investment. Leasing has also grown substantially in some of the CEC5; for example, in the Czech Republic, leasing exceeded 10 percent of lending to enterprises and households by 2000. Banks are, therefore, constrained in their ability to raise interest rates in the face of a policy tightening, since many of the blue chips will shift to foreign or other sources of financing.
Figure 4.7. Credit to Private Sector, 1995–2000
(Percent of GDP)
Sources: international financial Statistics; IMF World Economic Outlook; and IMF staff estimates.
Note: The panel for the comparator countries is on a different scale.
In view of the relatively low interest-rate sensitivity of consumption and investment, the credit availability channel is likely to be a more important one for the CEC5. When monetary policy is tightened, banks are likely to not only raise lending rates but to also increase the standards for creditworthiness, since relying exclusively on the rationing effect of higher interest rates can result in an adverse selection problem of attracting the most risky borrowers. This channel is particularly important with respect to credit availability to SMEs, for which there are much higher costs for acquiring information. Similarly, a contractionary monetary policy is mostly likely to affect the household sector through a restriction in the supply of credit. Thus, a tightening in monetary policy in the CEC5 is likely to disproportionately affect the SME and household sectors, which usually do not have alternative sources of financing.
For the CEC5, the exchange rate may be the most important asset price affected by monetary policy, in view of the less developed markets for real estate, equities, and bonds. Indeed, the low responsiveness of domestic demand to changes in interest rates or monetary aggregates is a reason consistent with most of the CEC5 countries’ initial choice of exchange rate targeting as the primary monetary framework.46 In addition to the relative price effect (which affects the demand for domestic goods relative to foreign goods as well as aggregate supply through changes in import costs), changes in the exchange rate will also exert an impact on the balance sheets of households and corporates which hold foreign currency assets and liabilities, much of which is intermediated through the domestic banking system. Unless foreign currency liabilities are fully offset with foreign currency assets, changes in the exchange rate may have a significant impact on net worth, triggering adjustments in borrowing and spending behavior.
The effectiveness of monetary policy is likely to improve naturally as the financial markets mature and once a stable legal environment has been established. Part of the maturation process would be a catching-up effect in the aftermath of repressed domestic demand. To this effect, the volume of outstanding credit to the private sector is likely to expand substantially over the medium term, especially credit to households and small businesses. Empirical research on advanced economies indicates that the most sensitive sectors to interest rate changes are residential investment and consumer durables purchases. As the share of consumer credit and mortgage loans increases in bank lending, this development should enhance the impact of monetary policy. In addition, as fiscal adjustment (and financial liberalization) in the CEC5 has increasingly released financial resources for the private sector, this should underpin the responsiveness of aggregate demand to monetary policy over time.
The completion of legal and institutional reforms and the process of privatization in the financial sector should increase market efficiency and strengthen the balance sheet of banks, both of which should lead to a more predictable transmission mechanism. Indeed, the firm establishment of market discipline on financial intermediaries through limiting government intervention to its role as a regulator and supervisor, requiring better and more timely financial information disclosure and improving the rights of creditors and stockholders, are among the most effective ways to improve market liquidity and strengthen the resilience of financial institutions to monetary and other shocks.
The financial sector is at the crossroads of the macroeconomy—with immense potential to enhance and broaden growth or to impair economic stability. As evidenced by past experience in the CEC5, the more rapid is the pace of financial sector reforms, the less is the uncertainty about growth and stability—easing the path to develop and adhere to a realistic macro-framework. In a context of potentially heavy and volatile capital flows, moreover, the importance of sound banking and financial systems for stability cannot be overemphasized. While this section has illustrated the role of sound financial systems in supporting macroeconomic policy, the relationship is, of course, a two-way street; a setting of sound macroeconomic policy is crucial for supporting financial sector development.
After a decade of transition has come a period of stock taking, but also important progress, with all countries undertaking initiatives to address remaining problems. The Czech and Slovak Republics have moved towards mote transparency in acknowledging quasi-fiscal liabilities, sales to strategic investors, and market-based methods for disposition of nonperforming assets. Slovakia has amended its tax laws to make it easier for banks to write off bad loans. Slovenia has new legislation allowing greater foreign penetration and competition in the banking sector. Poland liberalized its policies toward foreign investors in the financial sector. Hungary implemented supervision on a consolidated basis, and the other countries have adopted legislation requiring reporting on a consolidated basis.
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Enhancing financial stability and reducing the vulnerability of financial systems—with particular emphasis on the banking sector—are key aims in each of the CEC5. In addition to the reform priorities discussed previously, they face additional challenges in securing the path to financial stability: successfully coping with potentially strong capital flows, building up risk management capacity, ensuring the provision of adequate financial safety nets without encouraging moral hazard behavior, and striving to meet international financial market standards. An overarching priority in this regard is to put in place an effective legal and institutional framework, with a focus on the supervisory role in preventing a build-up of risks. The IMF has also been actively developing a broader framework for assessing financial vulnerability to assist its member countries in identifying areas for improvement to enhance stability.
The EU accession process has been beneficial in accelerating the needed legal reforms in the financial sector and in providing clear guidance on the direction for such reforms. EU regulations for financial markets are based on the premise of an open EU-wide market and universal banking, and provide minimum standards governing the operations of banks, securities markets, and institutional investors (Box 5.1 on pages 78–79 provides a summary of the major EU banking legislation). All of the CEC5 have either updated or developed banking and securities laws to achieve consistency with the various EU directives, and the flow of capital and financial services has been significantly liberalized (Box 5.2 on pages 80–83 reviews the European Commission’s assessment of progress in the area of financial services, as described in the 2001 Regular Reports).
While the CEC5 have already largely adopted internationally compatible laws on banking and securities markets, the enforcement of the legal framework could still be significantly improved. According to an EBRD assessment, the effectiveness of financial system regulations in the CEC5 typically lags their extensiveness (Table 5.1), where extensiveness refers to adequacy of adopted regulations, and effectiveness refers to the adequacy of their implementation and enforcement. Typical problems include slow and inefficient bankruptcy procedures, low collateral recovery, legal restrictions on disposal of assets backed by real estate, tax laws discouraging write-off of bad loans, low levels of minority shareholders protection, and leniency toward off-market equity trading. Difficulties faced by the CEC5 in raising the standards of enforcement include an overburdened judicial process, lack of trained regulatory personnel, and lack of sufficient authority and independence of the supervisory body.47 The delayed reaction to the problems of IPB in the Czech Republic well illustrated the constraints that supervisors faced in dealing with problem banks owing to inefficient legal procedures and a slow judicial process.
Table 5.1. Extensiveness and Effectiveness of Financial System Regulations
Source: EBRD Transition Report 1998. The scale ranges from 1 to 4+, the highest possible score.
In the new environment of openness to capital flows and financial services, strengthening financial sector supervision should top the agenda—with particular emphasis on consolidated supervision and increased autonomy for the supervisory authorities. The largest banks in the CEC5 function as universal banks—they ate often involved in a wide range of operations, including ownership of brokerage houses, investment funds, insurance and pension funds, and in some cases, corporations. However, in the CEC5, formal reporting on a consolidated basis is either not required or has only recently been adopted (and thus, there is as yet little experience in doing so). Historically, a lack of consolidated supervision has proved problematic. Banks’ holdings of investment funds in the Czech Republic led to banks implicitly owning their clients with the resulting perverse incentives. In Hungary, some banks have engaged in the practice of covering on-balance sheet exposures by taking offsetting positions with their own subsidiaries. As part of recent legal reforms, progress is being made with regard to consolidated supervision. In Hungary, for example, three supervision agencies—for banking and capital markets, the pension funds, and the insurance funds—were merged in a formal move toward fully consolidated supervision in 2000, and Hungary adopted a regulation requiring consolidated reporting in early 2001. In Slovenia, the highly interconnected financial system poses additional challenges for supervision, requiring additional emphasis on related party lending, especially to shareholders, and strengthening cross-sectoral supervision. Enhancing the independence of the supervisory authorities—giving them the power and authority to respond quickly to any nascent financial market risks—is also a crucial issue for most of the CEC5.
Box 5.1. EU Legislation Governing the Banking Sector
Legislation governing the financial sector in the EU establishes the legal foundations for a fully integrated market in financial services. Every bank, insurance, or securities company will be able to provide financial services in other EU countries without restrictions. Firms can place securities on any stock exchange in the union, and every individual will have the right to acquire those securities. To achieve these goals, there must be full harmonization of standards for establishment and operation of financial entities, for prudential supervision, and for the protection of investors, depositors, and consumers. It is also necessary to have a uniform level of competence of the supervisory bodies and a uniform level of enforcement of the rule of law.
The two key directives supporting the single market in banking are the Capital Liberalization Directive and the Second Banking Directive. The first one calls for removing all controls on capital flows within the EU and, for the most part, on capital flows between EU members and any third country. In the past, temporary exemptions to this rule were granted to Spain, Ireland, Portugal, and Greece, but exemptions are less likely to be granted to the current applicants. The Second Banking Directive establishes minimum capital requirements for new banks (ECU 5 million), and the principles of a single banking license and home country control. Any credit institution authorized in one member country can establish branches and provide services anywhere in the EU without requiring authorization from the host country. The home country has the responsibility for the consolidated supervision of the bank, while the host country supervises the liquidity of branches on its territory. Complementary legislation establishing common standards of prudential operation is summarized below:
The First Banking Directive determines common rules for granting banking licenses and introduces the basic principle of cooperation between supervisory authorities of member states. The Bank Account Directive harmonizes the format and content of the annual accounts of all financial institutions within the union.
The Consolidation Supervision Directive requires credit institutions to be supervised on a consolidated basis.
The Own Funds Directive defines the concept of own funds, and sets up minimum criteria for determining their composition. According to the Solvency Ratio Directive, credit institutions are required to maintain a minimum risk-adjusted ratio of own funds to total assets of 8 percent. The Capital Adequacy Directive extends the solvency ratio directive by enabling supervisors to set minimum capital requirements for non-bank investment firms and for universal banks.
The Directive on Large Exposures establishes a limit of 25 percent of own capital on lending to a group of related clients, and a limit of 800 percent of own funds on the total value of large exposures. Large exposure is defined as exposure to a single client exceeding 10 percent of the lending institution’s own funds.
Deposit Protection—all EU credit institutions are legally required to provide deposit insurance up to ECU 20,000 for each individual depositor. This directive explicitly states that the level and scope of coverage of deposit insurance should not become an instrument for competition.
Free entrance of foreign banks, as required by the EU, creates additional challenges for bank supervision. At the same time, it could be argued that heavy foreign ownership simplifies the task of supervision to the extent that CEC5 supervisors can rely on effective home supervision and on parental support of local banks. Nevertheless, with foreign bank entry, supervisors must have the ability to assess the health of the entering bank, evaluate the systemic risk of newly introduced financial instruments, and work with other national supervisory authorities to ensure proper consolidated supervision (but may not have alt the requisite skills to do so). In addition, the CEC5 would be more exposed to developments in the banks’ home markets, an asymmetric information complication for local supervisors. Thus, some of the CEC5 have postponed allowing the establishment of foreign bank branches (which are not subject to the host country supervision), Hungary, for example, has been a leader in encouraging foreign investment in its banking system, but still does not permit the establishment of foreign bank branches. This may be prudent to the extent that the cost of failure of such entities may have to be borne by the host authorities, despite having little regulatory and supervisory power over them. Upon EU accession, however, this restriction will have to be abolished.
Box 5.2. European Commission’s Assessment of Progress Toward Accession in the Area of Financial Services
In the 2001 Regular Reports, the European Commission (EC) evaluated the progress made by candidate countries toward meeting the economic criteria for accession, and outlined priorities for future reform. In the area of financial systems approximation, all countries have made significant progress toward legislative alignment. However, the institutional capacity for application and execution needs to be further developed. Another shortcoming has been the deficiency in the formulation or implementation of bankruptcy laws, and the slow and inefficient enforcement through the judicial system. A common conclusion has been that, despite increasing efficiency of intermediation, access to financing for small and medium enterprises remains at low levels. The major findings of the EC in the area of financial services are summarized below:
Czech Republic
The Czech Republic has adopted much of the acquis related to the financial sector. However, an important amendment to the Act on Banks, regarding regulation and supervision, has been delayed. The banking sector continues to be overburdened by nonperforming loans, and the lack of efficient bankruptcy procedures has hampered adjustment in the enterprise sector. The May 2000 amendment to the Bankruptcy Act, while somewhat strengthening creditor rights, has produced only modest improvements, and the Bankruptcy Law needs to be amended yet again (the government is preparing a new law to this effect). Bank restructuring has made considerable progress in 2001, and the banking sector’s overall health has improved. But the financial sector’s role in intermediation remains weak; the volume of loans has decreased, with the large amount of nonperforming loans acting as a drag on the sector. The privatization of the last majority state-owned bank in June 2001 should contribute to improving the financial sector’s performance in this regard. Financial sector supervision needs to be further strengthened, especially in the non-banking sector. Legislative progress has been made with the implementation, as of January 1, 2001, of amendments to Acts on Securities, Bonds, and the Stock Exchange. But the securities market still suffers from lack of transparency and price manipulation. Moreover, consolidated supervision is urgently needed, and development of risk-based supervision and supervision of financial conglomerates is yet to be tackled.
Hungary
Hungary has achieved a substantial degree of alignment in the area of financial services, and new legislation on credit institutions, passed at end-2000, provided significant further harmonization. However, the rigid regime for setting up foreign bank branches will need modification for accession. With respect to the securities market, further effort will be needed before Hungary is in full compliance with the acquis. The financial sector is stable and relatively well-regulated and supervised, with substantial foreign participation. The financial sector is dynamically expanding, and this has been associated with a significant increase in profitability. Lending activity is growing, and access to credit for SMEs and households has increased at a very fast pace, albeit from a low base. With the merging of the three supervisory authorities in April 2000—to provide more effective consolidated supervision and to deal with new types of risks—Hungary appears to have the necessary supervisory institutions in place. Major remaining challenges are to strengthen implementation of consolidated supervision and to enhance the regulatory power of the supervisory agency. Prudence remains an important issue, particularly in the aftermath of opening up of capital markets (and the associated rapid changes in the structure of risk exposure) and in the increasingly competitive financial environment. In this regard, the central bank’s biannual “Reports on Financial Stability” reflect well-developed expertise on financial stability issues.
Poland
Poland has already achieved a high degree of alignment with respect to financial services. The regulatory and supervisory framework has been substantially upgraded in the recent past, and, in particular, the amendment to the banking law in September 2001 has been an important step forward, including toward consolidated supervision. The main remaining problem is implementation of the bankruptcy framework, as difficulties remain with the protection of creditors and the ability to seize collateral. The financial sector is developing fast from a low base, in particular through the increased presence of foreign strategic investors. While there is no immediate threat to financial sector stability in the short run, one area of concern is the deterioration in the banking sector’s asset quality since the Russian crisis. Greater competition is also putting pressure on banking sector earnings.
Slovak Republic
Slovakia has achieved considerable alignment with the acquis on financial services, and a new Act on Banks and an amendment to the Act on the National Bank of Slovakia furthered progress. Nevertheless, further effort is needed to strengthen the regulatory, prudential, and supervisory framework for the financial sector, especially as regards effective implementation. A new bankruptcy framework has strengthened creditor rights and allowed for an acceleration of bankruptcy procedures, but the judicial system needs to be strengthened. Legislative proposals to improve the collateral system and corporate governance architecture should be approved and implemented as soon as possible. Slovakia has made excellent progress over the past year in the privatization of the banking sector, following the successful restructuring of the loan portfolios of the three major state-owned banks. This has greatly improved the situation in the banking sector, and the banking sector reported a profit in 2000, compared to a loss in 1999. Moreover, increased foreign participation is expected to enhance the sector’s performance. Nevertheless, the banking sector is still not fulfilling its role in intermediation, as private sector credit growth is contracting in real terms, and new credits are largely short-term. Access to credit for SMEs is especially problematic. Capital markets remain embryonic and illiquid, and progress is still needed in their regulation and development.
Slovenia
Alignment in financial services legislation with the acquis is already advanced. Most of the banking legislation is in place, including the freedom to establish foreign banks, and further progress was achieved with the adoption in July 2001 of amendments to the 1999 Banking Act. The focus should now largely shift toward effective implementation and supervision of the new legislation, as well as on increased cooperation with other European supervisory authorities. The privatization process has now started in the financial sector, with the adoption in May 2001 of a program for partial privatization of the two dominant state-owned banks, but further work remains in restructuring the banking sector. Although the financial system appears sound, there remain concerns about the financial sector’s preparedness to face increased competition, with an ownership structure which has evolved only to a limited extent. Competition needs to be encouraged, and de-indexation would be one important element to stimulate competition in the banking sector. While there have been some improvements regarding bankruptcy procedures, the number of bankruptcies proceedings remains low, reflecting in part concerns that stringent application of some new provisions could have serious economic consequences owing to widespread insolvency, over indebtedness, and capital inadequacy. The stock market remains underdeveloped, but its activities could be boosted from the privatization of banks, insurance companies, and telecommunications.
Adequate protection of the rights of creditors and shareholders should also be a reform priority if the financial sector is to play an increasing role in the efficient allocation of resources and support growth. Measures of the effectiveness of shareholders’ protection, for example, confirm that legal enforcement needs improvement in the CEC5 countries (Table 5.2, page 85). Hungary and Poland scored the highest and, not surprisingly, also enjoyed the most liquid stock markets in the late 1990s.48 A remaining weakness identified in all five countries, although to differing degrees, is the poor enforcement of creditor rights. The most serious problems in this area for the CEC5 are the slow and inefficient bankruptcy procedures. Bankruptcy courts take several years to complete a bankruptcy action and often provide very low recovery of collateral, even in countries with relatively good, internationally-comparable bankruptcy laws.49 Compounding the problem, a common complaint among creditors in most of the CEC5 is creditors’ inability to choose or participate in the choice of the liquidator, and this has raised the specter of corrupt practices within the judicial system. These difficulties have affected the portfolio decisions of financial institutions—banks in the CEC5 invested a disproportionately large share of their portfolio in government securities in the past, although this trend has started to reverse in recent years.50 While there are many reasons for the low level of credit to households and small and medium enterprises (SMEs)—including the usual ones of lack of collateral and prior credit history—the major legal impediment is the costly and slow bankruptcy procedure.
Table 5.2. Effectiveness of Shareholder Protection
Source: Claessens, Djankov, and Klingebiel (2000). In column 1, the scale ranges from a low of 1 to a high of 5. In column 2, the United States equals 100.
In the run-up to EU accession and the adoption of the single currency, as the CEC5 complete the restructuring of their economies, capital inflows are likely to increase further and potentially become more volatile. A well-educated labor force, proximity to EU markets, and increased confidence in the countries’ stability have made and will continue to make the CEC5 attractive for foreign investors, as evidenced by the explosive growth of capital inflows over the past decade. In recent years, the improving economic prospects and speculation on interest rate convergence have also led to a steady increase in those capital inflows—such as short-term debt and portfolio investment—which are most easily reversible.51 A sound financial system can provide a needed buffer against major market disturbances affecting the direction and magnitude of capital flows.
Capital controls have been progressively eased in the CEC5 in part owing to OECD membership requirements for some of the countries and also as a result of EU accession commitments. While the Czech Republic, Hungary, and Slovakia have largely liberalized their capital accounts, Poland and Slovenia continue to maintain some short-term capital controls mostly aimed at encouraging nondebt financing and lengthening the maturity structure of external financing. Upon accession, at the latest, remaining controls will have to be removed—in the absence of derogations—potentially stimulating further capital inflows.
Inflows are likely to be very sensitive to the perceived sustainability of policies in the run-up to accession. Contagion effects through trade and financial channels are also likely to intensify as the CEC5 increasingly compete in their main export markets and complete the liberalization of their capital accounts. Temporary surges in inflows during periods when interest rates are bid down toward euro zone levels can be quickly reversed once arbitrage opportunities disappear. A heavier reliance on the securities markets, in itself, may increase the vulnerability of capital flows to shifts in expectations and asset price volatility.
While the benefits of capital flows are many, large capital inflows—it these flows are greater than the recipient economy’s ability to absorb them—could have a potentially negative impact on the financial sector and, ultimately, the real economy. Large capital inflows have been associated with rapid credit expansion and riskier lending practices in emerging markets. Short-term inflows are often driven by speculative considerations—exploiting an interest rate differential and/or expectations on the direction of exchange rate movements—and can be easily reversed if expectations change. Moral hazard distortions—such as an implicit exchange rate guarantee or expectations that the government would bail out the banking system—also underpin short-term flows. Such flows have been responsible for many of the boom-bust cycles in emerging markets in the 1990s, as they are also the first to head for the exits at any signs of economic or financial distress (Box 5.3). Heavy inflows can also lead to excessive real exchange rate appreciation, potentially eroding competitiveness and resulting in a deterioration in performance of some of the banks’ clients, with possible negative repercussions on debt repayments.
Particularly in the case of a relatively fixed exchange regime, heavy inflows can result in currency (and maturity) mismatches for the financial sector’s assets and liabilities. If the fixed exchange rate regime is credible, there can be a shift toward foreign borrowing at lower interest rates, leading to large open foreign exchange positions for banks (Box 5.4). This directly links the health of the banking system to the survival of the fixed exchange rate regime and increases the probability of speculative attacks. However, a robust financial system should reduce the likelihood of speculative attacks, since a strong system is known to be able to withstand an aggressive policy response.
Box 5.3. Impact of the Russian Crisis
Cross-border capital flows can serve as a major channel for contagion. In this respect, the Russian crisis in August 1998 was a test for the financial markets and exchange regimes of the CEC5. In Hungary, Poland, and the Czech Republic, stock markets fell sharply,1 but the impact was much less in Slovakia and Slovenia, where the stock exchanges are much less fully integrated with global markets. In fact, Slovenia, with a much more sheltered economy, was practically unaffected by the crisis, and its stock market even reached record highs by end-1998.
Profitability of banks in the CEC5 was negatively affected by a deterioration in portfolios, but the crisis served to foster the strengthening of risk management systems, especially for monitoring country risk and reducing country-specific exposures. The Czech Republic was already in a recession at the time of the crisis, while Slovakia was forced to abandon its fixed exchange rate in the aftermath. Hungary and Poland, on the other hand, weathered the crisis well after suffering temporary capital outflows and pressures on their exchange rates. The crisis contributed to a slowdown in GDP in Hungary and Poland in the first half of 1999, but growth subsequently accelerated and, after a temporary cutback, capital inflows largely resumed on the scale seen before the crisis struck.
Thus, while the immediate market reaction was large, international capital markets quickly differentiated among the transition economies, according to their fundamental strengths and weaknesses. In particular, the capital outflows were associated with both direct and indirect contagion effects, with the direct effect coming from the need for international investors to liquidate some of their portfolios to meet liquidity requirements elsewhere, and the indirect effect arising from a “flight to quality” sell-off of assets in emerging markets. Countries like Hungary and Poland suffered disproportionately from the direct liquidity effect, in part due to more liquid asset markets, but recovered quickly from the indirect “flight to quality” impact.
1The stock market decline was greatest in Hungary, with its narrow exchange rate band at the time, in part because the other CEC5 countries could absorb some of the shock through sharp changes in exchange rates.
Flexible exchange regimes allow more transparently for two-way risk, which can limit excessive foreign currency exposures and liquidity mismatches. Exchange rate volatility will change the incentives regarding hedging, naturally spurring the development of markets for hedging instruments.52 Nevertheless, a floating exchange rate regime does not prevent speculative inflows—there can still be excessive borrowing abroad if, for example, there are strong expectations of appreciation that are not fully reflected in the interest rate differential. Sufficient fiscal consolidation can relieve monetary policy of the burden of attempting to curb inflationary pressures with excessively high interest rates that ultimately may attract capital inflows and create an unsustainable current account deficit. A premature opening of the capital account—against a background of immature financial markets and incomplete structural reforms—may magnify any underlying macroeconomic and structural weaknesses and heighten the risk of bank failures.
Box 5.4. Capital Inflows into Hungary in Early 2000
In early 2000, short-term capital inflows flooded into Hungary (the only one among the CEC5 which had a relatively fixed exchange regime at that time), with banks borrowing abroad to take advantage of the high interest rate differential on the central bank’s passive sterilization instrument, the two-week deposit facility. This forced the central bank to aggressively cut interest rates to stem the inflows, as well as adopt other measures (including moral suasion and threats of more stringent reserve requirements). Commercial banks in Hungary must observe a limit on open foreign exchange exposures of 30 percent of capital, but some commercial banks were able to maintain higher open on-balance sheet positions by using their own brokerages to cover them partially with off-balance sheet transactions. In response, in mid-2000, Hungary imposed a “tax” via reduced reserves remuneration if a bank’s on-balance sheet open position exceeded 30 percent of capital (this “tax” was subsequently abolished after the introduction of the wide exchange rate band in May 2001). The fiscal costs of sterilizing such inflows were manageable, but Hungary was not immune, in formulating its monetary policy, to the tensions between internal and external objectives.
Effective regulation and supervision can provide the best insurance against capital inflows being intermediated through banks that are poorly equipped to deal with them. Strengthened supervision and regulation, as discussed above, will be key as capital account liberalization continues in a setting of high (and variable) capital inflows. In addition, financial market imperfections associated with asymmetric information (for example, moral hazard, adverse selection, and herding behavior)—which can be magnified by an open capital account—can be limited by putting in place a bankruptcy framework that ensures budget constraints on enterprises, minimizing explicit and implicit government guarantees, and improving the integrity and availability of financial information as well as the corporate governance structure of financial institutions.
Improving risk management practices—both within banks and by supervisory agencies—is particularly important for the performance and robustness of financial institutions in an environment of free capital flows and international trade of financial services. Risk management requires, first and foremost, having sufficient capital to absorb expected losses from market, credit, liquidity, and operational risks. For the most part, however, in the CEC5, only the largest domestic banks have developed risk management models adequately addressing credit risk, liquidity risk, and market risk. Corporate governance, as exercised by banks’ boards and management, also plays an important role in risk management, and, in this regard, foreign-owned banks often have an inherent edge, with strong governance from the parents.53 To instill better corporate governance practices in the CEC5, the roles and responsibilities of management, owners, and boards could be more clearly defined in financial sector legislation. In addition, management, owners, and boards should be held explicitly responsible for imprudent or fraudulent activity, with appropriate remedial or penal actions (such as removal from position) spelled out.
In the CEC5, the mismatch between risk management capacity and the opportunities for risk-taking underscores the need for enforcing discipline through monitoring both by the market and by the official supervisory authorities. Thus, for example, the rapid expansion of the CEC5 banks into new business areas, such as retail lending to SMEs and derivatives markets, creates greater opportunities for taking on risk, without risk management capacity keeping apace. As the financial markets mature in the CEC5, good corporate governance could increasingly be enforced through steadily rising activism among shareholders and deposit-holders, facilitated by greater transparency and the flow of information via the Internet, but the supervisory role will remain most critical. However, the supervisory capacity for assessing risk can be improved in the CEC5, and weaknesses should be addressed in a timely manner. Importantly, this may entail delinking pay scales for supervisory personnel from those of the broader civil service, allowing salaries instead to approach those in the private financial sector.
The development of markets for hedging instruments could facilitate a more efficient allocation of risk. In the CEC5, however, derivatives markets are at a very early stage of development.54 This is due, in part, to a legacy of relatively fixed exchange regimes for all of the countries until recently55 that has discouraged market participants from hedging their foreign currency exposures. It also reflects the lack of skilled professionals in the trading and design of more complex financial instruments. With all of the CEC5 countries now having fairly flexible exchange regimes, and with experience being imported through foreign bank penetration, the markets for risk management should start to deepen in the coming years. At the same time, regulation is struggling to keep pace with the development of these markets, with the laws governing derivatives in some of the CEC5 rather vague. In this regard, it will be important for the countries to bring accounting standards in line with International Accounting Standards and to ensure consistent tax treatment of derivatives.
The supervisory agencies can mitigate the risk stemming from large capital inflows through applying and enforcing prudential regulations—on foreign currency open positions, bank loan exposures, collateral valuations, etc. Such regulations may reduce excessively risky bank lending that can fuel boom and bust cycles. Limits on sectoral credit concentrations (or limits on concentrations of credit to sectors with highly positively correlated returns) limit the risk that a negative impact on a particular industry or sector will feed through into bank failure. Credit risk is affected by the macroeconomic environment and the legal and regulatory environment (such as bankruptcy laws, collateral recovery, etc.), implying that a stable macroeconomy and a strong institutional environment can go a long way in reducing credit risk.
The expected increase in capital inflows and the larger role of foreign financial institutions in the accession countries may complicate the role of the central banks as lenders of last resort (LOLR). This problem could be magnified after accession. If the obligations of the bank are in foreign currency, it may be more difficult for the central bank to provide adequate liquidity support if the domestic and foreign currencies are not completely fungible. If the bank is of systemic importance, inadequate liquidity support could destabilize the whole system. There are no definite policies in the EU as to who would meet the social costs of bank failure for an internationally active bank. That makes it even more important to strengthen prudential regulations and oversight to limit the effect of individual failures on the system as a whole. In any event, LOLR support should be largely limited to systemic purposes and, in this context, to addressing bank illiquidity, not bank insolvency.56
EU accession requirements will necessitate a large increase in deposit insurance ceilings for a number of the CEC5. Deposit insurance can reduce the probability of a widespread run on deposits, but such insurance should be explicit and limited to the smaller depositors to allow for risk-sharing and enforce better corporate governance through the monitoring activities of larger depositors.57 In view of the much lower per capita incomes in the CEC5 compared to that in the EU, meeting the EU requirements raises the risk of inducing moral hazard behavior. In fact, Garcia (1999) finds that the optimal coverage ratio for deposit insurance to GDP per capita should range between 1 and 2, to ensure financial stability yet minimize moral hazard. However, moving to EU levels of deposit insurance would raise the coverage ratio to between 4 and 6 in the CEC5 (Table 5.3).
The CEC5 regulations have established a minimum capital adequacy requirement of 8 percent of risk-adjusted assets. But in view of the more volatile economic environment in the transition economies, a higher benchmark ratio may be desirable. Archarya (2002) suggests that uniform capital requirements are only socially optimal if the rescue policies are also uniform across counties. If one country has a higher level of regulatory forbearance with respect to bank rescue policies, it is optimal to impose higher capital requirements on its banks to ameliorate moral hazard. Given the high concentration of the banking systems in the CEC5, lax rescue policies for the largest banks could be more probable, implying that capital ratios higher than 8 percent would be advisable to reduce moral hazard and the cost of bank failures. In fact, the banking systems in each of the CEC5 maintain aggregate risk-weighted capital asset ratios in the double digits, well in excess of the minimum 8 percent requirement. However, accounting standards in the CEC5 may still not fully reflect international standards, suggesting that there could, in some cases, be problems with accurate measurement of capital.
The Czech Republic, Hungary, Poland, and Slovenia have already participated in the Financial Sector Assessment Program (FSAP),58 a joint IMF and World Bank initiative which complements the IMF’s surveillance exercise. The FSAP (Box 5.5)—developed as part of the effort to strengthen the architecture of the international financial system—assists the country authorities in identifying areas to further strengthen their financial systems. In this connection, the FSAP assesses countries’ progress in adopting and implementing international financial market standards. These include the Core Principles for Effective Banking Supervision of the Basel Committee on Banking Supervision, the Objectives and Principles of Securities Regulation of the International Organization of Securities Commissions (IOSCO), the IAIS Insurance Supervisory Principles, the Core Principles for Systemically Important Payment Systems, and the Code of Good Practices on Transparency in Monetary and Financial Policies. As confirmed by the outcomes of the FSAP exercises, each of the four participant countries in the CEC5 has made considerable progress with respect to these standards, but a few remaining weaknesses were also highlighted (some of which were discussed above). The CEC5 participants have voluntarily chosen to publish the Financial System Stability Assessments (FSSA)59 and Reports on the Observance of Standards and Codes (ROSCs) related to the financial sector. This transparency increases the accountability of policy makers and should improve the environment for market participants’ investment decisions, ultimately leading to improved policymaking and economic performance.
Box 5.5. The Financial Sector Assessment Program
In May 1999, the IMF and the World Bank jointly launched the Financial Sector Assessment Program (FSAP).1 The main output on the IMF’s side is the Financial System Stability Assessment (FSSA) that is discussed by the IMF’s Executive Board in the context of a country’s Article IV Consultation. This box describes the key elements of this program.
Objectives
With crisis prevention the key aim, the FSAP exercise focuses on the soundness and stability of the financial system as a whole. The FSAP offers an assessment of factors that could make the system vulnerable to instability and suggests measures to reduce such vulnerabilities, including developmental priorities.
The FSAP is intended to highlight the linkages in both directions between financial system developments and macroeconomic outcomes.
The FSAP involves an assessment of observance and implementation of relevant standards, codes, and good practices applying to the financial sector.
The FSAP serves as a basis for assisting the participating country in designing an operational sequencing of financial sector reforms.
Scope
The typical scope of an FSAP mission includes: the macroeconomic environment; financial institutions’ structure; financial markets; risk management procedures; the legal and regulatory framework and the system of supervision, including observance of standards, core principles, and good practices; the institutional and legal arrangements for crisis management; and key reforms to minimize systemic risks and reduce vulnerabilities.
The FSAP undertakes an assessment of financial sector vulnerabilities. The building blocks of this include macroprudential analysis, stress tests of the banking system, and an assessment of countries’ observance of the international standards relevant to the financial sector. These include standards in the areas of banking supervision, payments systems, insurance, securities, and monetary and financial policy transparency. Summaries of these assessments of adherence to international standards can also be published as various module(s) of Reports on the Observance of Standards and Codes (ROSCs). The ROSC reports have typically comprised two elements—a description of country practice and an independent commentary by IMF staff on the extent to which these practices are consistent with the relevant standard.
1Further details on the FSAP can be found on the IMF’s website or in Hilbers (2001).
In addition to assessing compliance with international standards, the FSAP takes a broad look at a wide range of factors which could affect financial stability and vulnerability, with a focus on the linkages between financial system developments and the macroeconomy. An FSAP, for example, typically includes a series of stress tests, conducted under a variety of macroeconomic scenarios and external shocks, in order to assess the banking system’s vulnerability to market and credit risks. Indeed, the stress tests for the participating CEC5 countries indicated that their banking systems could likely weather most external or domestic shocks. Nevertheless, an FSAP—and stress tests in particular—can only examine vulnerability at a point in time and should not, therefore, be construed as a “bill of health.” For this reason, one of the most important aspects of an FSAP is to encourage the authorities to continue with such monitoring on its own. Indeed, the National Bank of Hungary (NBH) subsequently launched an excellent and comprehensive semi-annual Report on Financial Stability, and the second issue featured the NBH’s own stress test, modeled after that performed during the FSAP (Box 5.6).
Macroprudential analysis—monitoring financial vulnerabilities on the basis of objective measures of financial system soundness—has also been employed in the context of these FSAPs. Indicators for such analyses can include macroeconomic variables associated with financial system vulner ability (for example, current account deficit, composition and maturity of capital flows, exchange rate volatility, foreign exchange reserve adequacy, etc.), aggregated microprudential indicators of the health of financial institutions (for example, the CAMELS framework)60 and market-based indicators (for example, credit ratings and sovereign yield spreads). Figure 5.1 on the next page illustrates, for the CEC5, some of the macroeconomic indicators used to assess financial and balance of payments vulnerability.
Figure 5.1. Comparisons of Financial and Balance of Payments Vulnerability Indicators, 1998–2000
Sources: IMF, World Economic Outlook; and IMF staff estimates.
1Debt falling due within one year.
2CPI based REER.
Box 5.6. Stress-Testing of the Hungarian Banking System
Hungary was one of 12 participants in the pilot project of the Financial Sector Assessment Program (FSAP). An integral aspect of this assessment was a quantitative analysis—stress tests under various scenarios—on commercial banks’ balance sheets to determine the extent of possible systemic vulnerabilities. Since the FSAP, the National Bank of Hungary (NBH) has begun to conduct its own stress tests along the lines of those used in the FSAP. This box provides an overview of the stress tests described in the NBH’s February 2001 issue of the Report on Financial Stability.
Monte Carlo techniques were used to examine the exposure of the Hungarian banking system to market risk (including domestic interest rate, foreign currency, and foreign interest rate risks) and credit risk. Examination of the balance sheets (with banks grouped into six categories by size and profitability) indicated that interest-bearing assets were concentrated at short maturities, and longer loan contracts were generally written with interest rates that adjusted frequently, thereby minimizing repricing risk. The portfolios also indicated a low level of exposure to foreign currency risk. As a result, stress-testing scenarios (both uncorrelated and correlated), using interest rate and exchange rate shocks (based on the largest such changes over specified historic periods ranging from 5 to 10 years) indicated that the overall impact of market risk on the banking system overall was quite modest—with a combined impact in the worst case scenario equivalent to about 7½ percent of Tier 1 capital.
The impact of credit risk was much greater, where credit risk was examined under two scenarios: (1) a shift in the portfolio composition toward loans from government securities, and (2) a deterioration in the loan portfolio measured by a two-standard deviation increase in nonperforming loans. The model relies exclusively on macroeconomic variables and handles both market and credit risks in an integrated framework. While the first scenario indicated an impact of about 5½ percent of Tier 1 capital, the second scenario suggested that, for the banking system as a whole, the additional provisioning requirement could be as great as 42 percent of Tier 1 capital. Although credit risk is, therefore, a significantly greater source of risk than market risk, the stress-testing results suggest that neither source of risk would likely compromise the capital soundness of the banking system.
In addition to the FSAP exercise, the IMF’s regular surveillance also attempts to carefully monitor financial sector vulnerabilities, with an increased emphasis in the aftermath of the emerging market crises of the 1990s. As the IMF builds up experience in the broader framework of vulnerability assessments (including macroprudential analysis, early warning systems, and analyses of reserve adequacy and debt sustainability), it has encouraged country authorities to assist in this effort by compiling and publicly disseminating macroprudential information. Indeed, the CEC5 have been among the early subscribers to the IMF’s Special Data Dissemination Standards (although macroprudential indicators are not specifically part of the SODS), including, notably, the detailed template on international reserves and foreign currency liquidity.
The CEC5 countries have made remarkable progress in reshaping their financial sectors: the challenge is to build on this by deepening the legal framework and institutions that underpin financial stability—transparent accounting and auditing, comprehensive supervision, effective bankruptcy mechanisms, and adequate collateral registration and recovery mechanisms. More specifically, in addition to completing restructuring and privatization, the remaining agenda includes:
enhancing the legislative framework and working toward effective implementation, including, in particular, streamlining the procedures for collateral liquidation;
strengthening the independence of supervisory authorities and their legal powers;
implementing effective consolidated supervision, which should forestall any trend to spin off riskier activities to affiliated nonbanks subject to less regulation;
developing supervisory skills relating to cross-border operations of banks—an especially important task in the integrated market;
enhancing the laws and supervision abilities to meet the needs of a more sophisticated market place—including Internet trading and derivatives;
improving risk management practices, especially in the area of market risk management—but also with respect to credit, operational, and systemic risk;
bringing accounting practices, such as asset valuation, in line with international practice: balance sheets should reflect market values as closely as possible; and
ensuring that a financial safety net (such as deposit insurance or lender-of-last resort facilities) is in place, but is limited so as not to engender moral hazard.
With restructuring and privatization virtually finished in some cases, and well under way in others, completing the remaining agenda for financial sector reform would help ensure that the CEC5 approach EU accession with financial systems able to withstand most shocks. Key elements in this progress have been the effort to harmonize legislation with that of the EU, advances in implementing international financial standards, and participation in recent IMF-World Bank initiatives, such as the FSAP and publication of the associated ROSCs. These efforts should lay the basis for more effective monetary transmission, help parry capital account hazards, and avoid future threats to fiscal sustainability. By ensuring a stable financial environment, they are a critical foundation to allow the CEC5 to close their economic gap with the economies of the European Union.
Rachel van Elkan Robert A. Feldman, Louis Kuijs, and C. Maxwell Watson
The policy challenges confronting monetary authorities in central Europe over the next few years—as they design and modify their monetary and exchange rate regimes—are in many respects similar to those facing other emerging market economies.61 The central challenge is to complete and consolidate disinflation, and secure financial stability, against the backdrop of major structural changes in the real economy and sizable—possibly volatile—international capital flows. But the CEC5 are undertaking, in addition, a specific policy agenda: the reforms required for EU and, ultimately, euro area membership. Policymakers, therefore, must also be attentive to developing monetary, exchange rate, and financial frameworks that are consistent with these goals.
While the choice of appropriate monetary and exchange rate regimes can contribute crucially to assuring low inflation and real convergence in a stable setting, success will also depend to a high degree on supporting policies. In a setting marked by sizable capital inflows, support from fiscal and financial sector policies, in particular, will be key. Realistically, however, monetary authorities must reckon that this support could prove variable over time. Fiscal policy, for example, will face serious stresses as real convergence continues and as countries, with the aid of substantial EU support, mobilize their own resources in parallel to implement the acquis communautaire and modernize their economies. And domestic financial systems, even where deeply restructured, are still maturing—a process fraught with hazards. A broad range of policies will need to be properly coordinated, and over a sustained period—a difficult task, but one that is essential to parry the undeniable risks surrounding the convergence process. Among other things, these elements introduce more than the usual degree of uncertainty over the impact of monetary policy on the economy.
In this setting, four questions are likely to be at the core of monetary authorities’ concerns. First, what monetary and exchange rate regimes—and what specific anchors for policy—offer the best prospects of delivering disinflation securely, while mitigating risks of financial instability and supporting growth? Second, in a setting of real convergence, what is a realistic target for inflation over the medium term—bearing in mind the impact of relative price adjustments still underway? Third, what are the preconditions for moving to a wide exchange rate band and declaring a fixed central rate against the euro—such as an ERM2-like band?62 And fourth, how rapidly should remaining capital controls be removed, and what policy safeguards are needed in this regard?
To shed light on these admittedly complex questions, this chapter seeks to draw on recent experience in other emerging markets, and to blend this with considerations specific to the late stages of transition and the EU accession process. It suggests a number of priorities for policy:
Given the likelihood of continuing real appreciation, due to Balassa-Samuelson effects and other relative price changes, there is a plausible case for aiming over the medium term for CPI inflation in low single digits—but not necessarily as low as 1 to 2 percent per annum. Such a strategy poses a potential dilemma, down the line, in relation to the Maastricht requirement of sustaining low inflation—though not necessarily to a degree that is insuperable in pragmatic terms when the time comes.
To get to that point, it will be important to progress further on price liberalization. The share of regulated prices in the CPIs of the candidate countries is much higher than of the euro area countries and, in some cases, prices are regulated below cost recovery levels.
Well-functioning labor markets, in addition to a prudent macroeconomic policy stance, are key ingredients to supporting and/or maintaining the disinflation process—a substantial challenge requiring sustained policy resolve.
While exchange rate pegs were useful in the early stages of disinflation, the balance of advantage in central Europe has tipped toward more flexible regimes—in particular to avoid providing an exchange rate “guarantee” to domestic borrowers or offering too easy a target for speculative attack.63 Nonetheless, even under flexible regimes, the exchange rate will remain too important to be neglected, and adjustments in the policy mix may be called for to moderate wide swings in the rate—a consideration that will become critical once, with major structural transformations completed and the adoption of the euro in view, countries move to participate in ERM2.
Where policymakers opt for flexibility in the form of a free float or a wide band over the next few years, a specific nominal anchor will be called for to guide inflation expectations. Any hard band wide enough to discourage speculation will likely prove too wide to guide inflation expectations forcefully. One obvious candidate as an anchor is inflation targeting (freely, or subject to a wide-band constraint). The use of some “soft” exchange rate target—for example, an undeclared inner band—should not be ruled out as the focus of short-term monetary policy operating procedures, but a declared band poses financial market hazards, while an undeclared band alone lacks the virtue of transparency.
As they move from “emerging” to “converging” status, these countries may be at least as vulnerable to financial crises as earlier EU and EMU candidates. High quality observance of international standards and codes can help parry crises—as could use of the IMF’s Contingent Credit Lines. In addition, removal of residual capital controls needs to be prudently phased with the attainment of sustainable and suitably flexible macroeconomic policies and, crucially, the completion of financial reforms that reduce the balance sheet risks and hence the prospect and costs of a crisis. The existing latitude for EU members to reimpose controls temporarily in a crisis (with the approval of the Council of Ministers) will, of course, remain available, including in the period before mutual commitments with the European Central Bank are in place to support exchange rate commitments under ERM2.
A majority of the central European economies began transition with high—in some cases very high—rates of inflation. This reflected rapid price liberalization, the unwinding of overvalued exchange rates, and the realization of pent-up demand associated, in some cases, with the elimination of monetary overhangs. Typically, monetary authorities adopted exchange rate pegs to anchor expectations; fiscal reforms were pursued vigorously, while the development of government debt markets reduced pressure for the monetization of deficits;64 and in most cases incomes policy or tripartite understandings played a supporting role, which, among other things, compensated to some degree for remaining soft budget constraints in the enterprise sector.
By the end of 1994, year-on-year CPI inflation in all these economies stood at moderate levels—in a range of about 10 to 30 percent; and, despite some setbacks, there has been no tendency for serious inflationary pressures to reemerge (Figures 6.1 and 6.2). This was the case even though fiscal or quasi-fiscal pressures continued to put pressure on resources in some countries. This success in taming inflation, and avoiding a serious relapse, is a testimony to the strong commitment of monetary authorities. It also reflected a choice of exchange regimes that matched quite well the evolving circumstances of each country (Corker and others, 2000).
Figure 6.1. Monthly Headline Inflation in CEC5: 1991–2001
(Percent, year-on-year)
Sources: Data provided by national authorities; and IMF staff estimates.
Figure 6.2. Monthly Core Inflation in CEC5: 1993–2001
(Percent, year-on-year)
Sources: Data provided by national authorities; and IMF staff estimates
1Net inflation excludes regulated prices and the impact of indirect tax changes.
2Core inflation is calculated by removing seasonal foods, nonregulated fuels, motor fuels, and pharmaceutical goods from the CPI.
3Net inflation excludes food and fuels.
4Core inflation excludes regulated prices and the impact of indirect taxes.
5Series excludes food and energy. Estimates ore prepared by the Institute for Macroeconomic Analysis and Development, Slovenia.
As a preliminary to discussing future options, it is helpful to examine this recent degree of fit between regimes and country circumstances. Initially, as small open economies addressing major risks of inflation (and with newly reformed institutions), a majority of them found it advantageous to peg the value of their currencies to that of a much larger, low inflation, country in order to import credibility and fix the inflation rate of traded goods. (Slovenia was an exception in this regard.) Crucially, goods and factor markets were relatively flexible, allowing pegs to put more onus on adjustment of wages and prices. This was especially important given the need to absorb major structural upheavals in the real economy: ongoing reforms—notably in the enterprise and financial sectors—created an independent source of potential shocks to supply and demand, as well as complications for fiscal policy.
Over the past few years, however, pegs gave way to more flexible regimes—and countries’ speed of movement in this direction maps plausibly to differences in economic characteristics (Tables 6.1 and 6.2). Poland’s relatively early move to exchange rate flexibility was in keeping with its relatively large size (its population is equivalent to about 10 percent of that of the EU, although its total GDP is less than 2 percent of that in the EU), lower degree of openness (trade volume relative to GDP is less than half of that in the other CEC5), and its greater restructuring needs in key sectors. The need to address restructuring, eliminate remaining quasi-fiscal pressures, and improve the functioning of labor and product markets supported the moves to flexible exchange rate policy in the Czech and Slovak Republics and in Slovenia. Hungary’s lengthy perseverance with a narrow band regime was relatively well supported by a particularly flexible labor market, a healthy financial system, and the advanced stage of enterprise reform. However, cross country differences in these metrics should not be exaggerated, and at a broader level, all five countries share similarities: a high degree of openness, rapidly growing commonality of their trade and output structures with those in the EU and, for the most part, sufficient labor market flexibility to justify some degree of alignment of their exchange rates to the euro.
Table 6.2. Exchange Rate Regimes and Basic Economic Characteristics of the CEC5
1 IMF’s Annual Report on Exchange Arrangements and Exchange Restrictions, 2000, updated for recent changes (for Hungary).
2 Data from Eurostat Memo 10/99, December 7, 1999, unless otherwise indicated.
3 Trade is merchandise imports plus merchandise exports.
4 IMF’s World Economic Outlook data for 2000.
5 Sum of the absolute deviations from EU trade shares of food and drink, raw materials, energy, chemicals, manufactures, and machinery. The number in the EU column shows the average of the deviations for the EU countries.
6 EBRD, 2000 (average of all structural indicators).
7 IMF Staff estimates, IMF’s World Economic Outlook.
8 Index where 0=too restrictive, 8=flexible enough, from World Competitiveness Yearbook, 2000.
9 Index where 0=weak incentives for job search, 8=strong incentives for job search, from World Competitiveness Yearbook, 2000.
The specific course of each country is summarized in Box 6.1—and from this experience three areas emerge in which monetary policy has encountered tensions. In addition to cyclical factors, key issues have been the degree of support from fiscal policy in containing external current account pressures, and the constraints of chosen exchange rate regimes, taking into account external capital flows:
Relative cyclical positions appear to have been associated to a growing degree with recent divergences in inflation performance. In Hungary and Slovenia, where inflation in 2000 picked up to near 10 percent, the increase tended to coincide with a strengthening in aggregate demand. The increase in demand likely reduced the gap between potential and actual output, creating conditions in which a pass-through of exogenous price pressures to the general price level was more likely. In contrast, underlying inflation in the Czech and Slovak Republics has been less responsive to these exogenous price shocks owing to the excess capacity that remained in these economies. These observations suggest that cyclical constraints may have become increasingly important determinants of inflation, a feature that tends to characterize inflation dynamics in mature market-based economies.
To varying degrees, monetary authorities have felt bound to straddle domestic and external objectives in the conduct of policy. In Hungary (under the narrow band regime) and Slovenia, for example, the monetary authorities’ approach implicitly factored in concerns about competitiveness, implying that at times disinflation could not be viewed as an exclusive or overriding goal. In the Czech Republic and Poland in recent years, by contrast, central banks felt freer to pursue single-mindedly the goal of reducing inflation—although urging in the latter case the need for strong fiscal consolidation to safeguard the external current account deficit. In Slovakia, with major budgetary stresses to handle, there was at times hesitation in implementing the degree of fiscal adjustment that would have been needed for monetary policy to address inflation without regard to the impact of exchange rate appreciation on competitiveness. Also, unlike in Hungary or Poland, the weakness of the banking system in the Slovak Republic at times impeded a tightening of monetary conditions.
The shift to free floating regimes—by all four central banks that initially adopted pegs—reflected financial market tensions and associated concerns about inflation (rather than “real shocks”). In the Czech Republic, Poland, and Slovakia, exchange rate pegs were abandoned in the second half of the 1990s under the pressure of heavy capital inflows and outflows rather than necessarily being part of a strategic move to allow a more flexible monetary policy. Nevertheless, the ensuing flexible regimes posed no particular constraints on tightening monetary conditions, including through discretionary interest rate increases. Hungary moved to a wider band in May 2001, reflecting concern that the narrow band and crawling peg regime limited the scope for monetary tightening substantially without triggering sizable capital inflows, but also against the background of concerns about the incentives for speculation created by the narrow band. In Slovenia, the monetary targeting regime coupled with restrictive capital controls left the authorities a free hand, as regards the exchange rate—which has been heavily managed—and concerns about competitiveness have influenced policy.
Box 6.1. Policies for Disinflation
Within a common overall experience, specifics in the implementation of monetary policy varied significantly among these five countries:
The Czech Republic has consistently been a top performer among the central European transition countries as regards progress with disinflation. A strict peg (initially to the U.S. dollar and later to a basket) with a narrow fluctuation band (± 0.5 percent) remained in place following independence in 1993, and was effective in anchoring inflation expectations. As a result, inflation dropped below 10 percent in early 1994. By early 1996, large short-term capital inflows (facilitated by the rapid liberalization of capital transactions) WERE: threatening the viability of the narrow band peg, and sterilization was proving to be ineffective since—by keeping interest rates high—it encouraged additional inflows. In response, the CNB widened the fluctuation band to ±7.5 percent in order to discourage capital inflows through increased exchange rate risk, while also preserving the nominal anchor role for the exchange rate. Growing fiscal and external current account deficits raised concerns in early 1997 about the sustainability of the peg, and culminated in an attack on the koruna in May. The CNB then abandoned the peg in favor of a managed float, which it defended through high interest rates. Following an initial depreciation of about 10 percent, the koruna rebounded rapidly. However, strong domestic demand and the effect of the initial depreciation pushed up inflation in mid-1997 to near 14 percent. The ensuing tight monetary policy, within the context of a newly adopted inflation targeting framework, rapidly contained overheating pressures and reduced inflation to low single digits, but at a cost to economic growth. Tight monetary (and fiscal) policies remained in place until late 1998 partly out of concern over contagion from the Russian crisis. Despite the current low level of interest rates, the upward trending exchange rate is helping to moderate inflation, which was expected to remain below 4 percent in 2002. With inflation at very low levels, administered price changes were having a significant effect on growth in consumer prices, accounting for about 2 percentage points of headline inflation in late 2001.
At the start of transition, Hungary did not experience an explosion in prices, since it had already introduced a series of price reforms much earlier. Following far-reaching structural reforms, the crucial fiscal underpinning of stabilization was achieved with the 1995 adjustment package—and was briefly followed by a pick-up in 12-month inflation (to over 30 percent by mid-1995 from about 20 percent a year earlier). This pickup reflected the direct impact of elements in the package, including an increase in the effective VAT rate, a 9 percent devaluation, and a temporary import surcharge, in addition to the lagged effects of the easier macroeconomic policy stance of the preceding years. A preannounced crawling exchange rate band was also introduced as part of the 1995 package, to anchor expectations. The band width was narrow (±2¼ percent) to provide a clear indication of the exchange rate path, and combined with controls on short-term capital. The initial rate of crawl aimed to safeguard competitiveness—but monetary policy also relied, with considerable success, on lowering the crawl rate to both influence inflation expectations and wages, and to contain the domestic price of traded goods. While inflation fell to single digits at the beginning of 1999, the steady downward trend subsequently stalled and partially reversed. This was partly attributable to exogenous shocks (for example, rising oil prices and the impact of drought and floods on food prices) but was increasingly due to underlying factors. Controls on short-term capital only partially shielded monetary policy from strong capital inflows, and the narrow band limited the central bank’s ability to tighten monetary conditions. Also, core inflation rose sharply from a low of 7 percent in mid-2000 to almost 11 percent in February 2001. The authorities therefore widened the exchange rate band to ±15 percent in May 2001, adopted inflation targeting in June 2001, and eliminated the crawl of the central rate against the euro in October 2001. Disinflation resumed, with the year-on-year headline rate falling to 6.8. percent in December 2001.
In Poland, judicious use of crawling and, over time, widening exchange rate hands has provided a successful framework to help address capital surges and external shocks, while supporting the authorities’ gradualist approach to disinflation. The approach saw inflation fall from hyperinflation to moderate levels, and more recently to below 5 percent. Through most of the 1990s, the exchange rate anchor was further aided by an explicit incomes policy and a generally supportive fiscal policy. After initially pegging to a basket of currencies and experiencing a few stepwise devaluations, a crawling peg was introduced, with the rate of crawl gradually reduced as inflation decreased. In response to pressures from capital inflows, flexibility was increased to a ± 7 percent band in 1995 around the central parity. After steps to widen the band, in April 2000 the crawling band regime was abolished and the zloty has since been floating freely under an inflation targeting regime. Monetary policy decisions are now made to attain the inflation target, while exchange rate flexibility is allowed to absorb the impact of swings in capital flows. However, the tensions latent in the monetary framework have been evident, particularly in 1999 when inflation started to pick up but there were also concerns about the increase in the current account deficit to 7½ percent of GDP—as well as about the ability and flexibility of fiscal policy to support external objectives. As activity slowed sharply in 2000 and the current account deficit narrowed, these policy tensions eased somewhat—but were not entirely resolved. Uncertainty about the fiscal stance impeded an easing of monetary policy to support activity—and this policy mix contributed to the appreciation of the real exchange rate. Nonetheless, the forceful approach to monetary policy resulted in the outlook for inflation improving sharply, laying a strong basis to achieve low single digit inflation in the short to medium term.
Slovakia’s relatively good inflation performance during transition reflected forceful monetary policy and, in the face of high unemployment, moderate wage pressures—which were facilitated by a tripartite consensus. Postponement of administrated price increases further moderated pressure on prices. After inflation of 25 percent in 1993 (the first year as an independent country) on the heels of the introduction of the VAT and a 10 percent devaluation, inflation fell gradually to some 7 percent at end 1995, and remained at about this level until mid-1999, despite considerable turmoil in the foreign exchange market. Three years of current account deficits at 10 percent of GDP during 1996—98–partly reflecting a lax fiscal stance—capital account variability led to a stepwise widening of the fluctuation bands for the peg to a deutsche mark/U.S. dollar basket. Finally, in the context of pressure on the foreign exchange market, and despite a very tight monetary stance, the koruna was forced to float in 1998. Under the float, monetary policy has been predominantly geared toward inflation goals. Although the National Bank of Slovakia views a stable, competitive exchange rate as important for the very open Slovak economy, it has adopted a policy of only intervening in the foreign exchange market to avoid sharp oscillations of the exchange rate—indeed, it has abstained from intervention since January 2001. In 1999–2000, administered prices were raised in the context of tightening the fiscal stance, temporarily boosting headline inflation; but with the domestic economy weak, core inflation remained subdued at 5–6 percent, falling below 4 percent by end-2001, despite a recovery of domestic demand. Current account pressures resurfaced during 2001, and could pose dilemmas for the policy mix in the period ahead.
Following independence in 1991, Slovenia rapidly reduced inflation from 200 percent in 1992 to the single digits in 1996, despite widespread indexation in the economy. After a pause in 1997, disinflation continued and, in the first half of 1999, inflation fell below 5 percent. This success was the result of an eclectic disinflation strategy that combined a money target (Slovenia was the only country of the five to use a money target) with a managed floating exchange rate aimed at controlling liquidity by discouraging interest-sensitive capital inflows and containing external imbalances. Until they were liberalized beginning in 1999, capital controls were crucial to buttressing this framework. Disinflation and external objectives were also supported by conservative fiscal policy (the fiscal deficit peaked in 2000 at 1.4 percent of GDP) and wage moderation. The introduction of a VAT in mid-1999 and sharply higher world oil prices in 1999 and 2000, in the context of a buoyant economy and widespread indexation, led to the persistence of these price shocks. As a result, inflation remained at 9–10 percent during the first half of 2001, but fell to 7 percent at end 2001 as monetary policy was tightened and exogenous price shocks were unwound. With the capital account now essentially open, thereby reducing control over broad money, and the need to establish a viable central parity for ERM2, a new monetary framework was adopted in November 2001 that bears some of the hallmarks of inflation targeting, and that aims to achieve 3–4 percent inflation in 2005. Deindexation of the economy is also underway with the shift to forward-looking wage indexation in the public and private sectors and the elimination of indexation in new financial contracts with a maturity of less than one year as of July 2002, as a first step to complete deindexation.
Thus, in addition to the “traditional” real economy benchmarks discussed above, financial market issues have increasingly influenced regime choice—and across the board have weighed in on the side of more flexible regimes. There is a growing consensus that adjustable peg regimes (but not very hard pegs such as currency boards) pose particular hazards in a liberalized financial setting.65 First, they are more prone to speculative attack. Second, and compounding this problem, they may encourage the build-up of unhedged foreign currency liabilities by domestic firms. In the event of a successful attack on the peg, the impact of a devaluation on these liabilities can result in major costs to the banking system, and ultimately to the budget and the economy. The desirability of minimizing financial vulnerability and problems associated with capital inflows suggests the attraction of exchange rate flexibility (in the absence of a hard peg). Indeed, even in a case such as Hungary, where more traditional optimal currency area arguments could have justified maintaining a peg within a narrow band (possibly with some revaluation of the central rate), these considerations support the decision to move to a more flexible regime.
The discussion above tends to underscore the advantages of flexibility (at least for countries without currency boards); but this judgment must be qualified over time to the extent that EU accession, involving a firm commitment to adopt the euro in due course, provides a clear end-point for these countries’ monetary and exchange regimes. The timetable is pressing enough to be a consideration in determining the current monetary strategies in the CEC5—for example, in setting medium-term inflation goals. But the route to the end point is not mapped out precisely. Countries have some latitude to adjust their regimes during the interim in a manner that best serves their transition and macroeconomic policy needs, as they lay the groundwork for their eventual return to a fixed rate regime.
It is generally accepted that the CEC5 could become EU members within a few years—perhaps by early 2004—and that after a further two years they could be eligible to adopt the euro. In practical terms, the implications of this EU and euro destiny for medium-term inflation goals, interim anchors, and the phasing of paths back toward greater fixity thus need to be assessed fairly urgently. These issues are complicated by the outlook for real appreciation (but uncertainty about its equilibrium magnitude); and the prospect of large and volatile capital flows against a background of having removed remaining capital controls in line with existing commitments.
Prior to accession, countries may choose whatever exchange rate system suits them, mindful of the requirements of accession. In particular, countries are expected to complete the liberalization of capital accounts, make their central banks fully independent, eliminate direct public sector financing by the central bank, and create efficient, market-oriented financial sectors.66 In practice, however, they have some leeway to negotiate the terms of their membership, not least because the main economic requirements—the existence of a functioning market economy and the capacity to cope with competitive pressures and market forces inside the EU67—are open to interpretation. New members may, in principle, be granted temporary exemptions (transition periods) from compliance with parts of the EU’s body of laws and rules (the acquis communautaire), including those regarding capital mobility and financial market development.
Upon EU membership, exchange rate policy becomes a matter of common interest. The new member is obliged to avoid rates that are inconsistent with economic fundamentals, excessive exchange rate fluctuations and competitive devaluations, while embarking on a phased process toward adoption of the euro. (No opt-outs will be granted to new members with respect to adoption of the single currency.) The first step in this process is participation in the new exchange rate mechanism (ERM2), although there is no compulsion to enter ERM2 immediately.
ERM2 was designed to advance convergence among potential euro area participants—while building in significant degrees of flexibility. The economic rationale behind it is to provide a framework that aims for moderate exchange rate stability while also allowing flexibility to adjust including by changing central parities—if macroeconomic developments or shocks make this necessary. In this sense, ERM2 has been conceived not as a mere “antechamber” prior to the adoption of the euro. It is also a tool to achieve greater nominal and real convergence, and, when judged appropriate, to also function as a test of parity and institutional competence for moving forward with euro adoption. And, through the breadth of the band, it may reduce risks of crises.68
Participants in ERM2 must meet several requirements. They are required to agree on a central parity of their currency against the euro with the European Central Bank (ECB), euro-area ministers, and ministers and central bank governors of non-euro-area EU member states participating in ERM2, and to maintain the exchange rate within a band of ± 15 percent for at least two years prior to adopting the euro. The ECB is obliged to support the currency of the participating country when the exchange rate limit is reached, provided that ECB intervention does not threaten its primary objective of price stability and the ERM2 participant has made appropriate use of other policy instruments (including interest rates) before the exchange rate has reached the edge of the band. While devaluations are not consistent with convergence requirements, revaluations of central parities may be permitted, without restarting the clock on the two years needed in ERM2.
In principle, ERM2 is compatible with a range of monetary and exchange rate frameworks. For example, if a country had made substantial progress with structural and nominal convergence, it could be permitted to adopt narrower fluctuation bands, as is the case at present with Denmark. And from an economic perspective, a CBA would also seem to be consistent with ERM2.69 (For further discussion of regimes and anchors under ERM2, see later in this chapter.) Other than exchange rate stability within ERM2, the new member will need to meet Maastricht convergence criteria on fiscal deficits, public debt, interest rates, and inflation before it can adopt the euro.
The prospect of sustained equilibrium real exchange rate appreciation has implications for the choice of medium-term inflation goals, and potentially for the exchange rate regime. The real appreciation can be achieved through an increase in the nominal value of the domestic currency; higher inflation at home than in countries not subject to significant real appreciation pressures; or some combination of the two. But, in the face of a trend appreciation, growing tensions would arise in pursuing a combination of price and nominal exchange rate stability (Masson, 1999).
The likelihood is that such real exchange rate appreciation may be quite significant and originate from several channels.70 Since these countries’ per capita incomes are well below EU levels (even Slovenia enjoys only 43 percent of EU income levels), a sustained period of high growth can be expected as they catch up, reflecting reform-induced productivity improvements and new investments. As a result, the prices of nontradables may be expected to rise more rapidly than the prices of tradables, resulting in a real appreciation. If productivity improvements are higher in the traded goods sector than in the nontraded sector (as proposed by Balassa (1964) and Samuelson (1964)), the prices of nontraded goods will rise faster than those of traded goods, resulting in a real appreciation. And, ongoing adjustment and deregulation of prices of public utilities (nontradables) will be needed to reflect costs of production—a process likely to be hastened by the ongoing privatization of the energy and telecommunications sectors.
Estimates of the scale of real appreciation and inflation effects vary considerably. Evidence on the size of Balassa-Samuelson effects in the transition and other countries suggests that, if nominal exchange rate movements in the CEC5 are limited, the average headline CPI inflation gap with the euro area resulting from equilibrium real appreciation pressures could be 1–3 percentage points per annum. The presence of other macroeconomic (including cyclical) and structural factors could amplify or dampen this inflation gap.
While there is no compelling economic argument for achieving the real appreciation through any specific channel, a number of considerations favor the option of somewhat faster inflation. First, despite structural reforms to enhance factor and product market flexibility, it may still be difficult to achieve large increases in the relative prices of regulated goods and services without raising the overall price level, particularly in a low inflation environment. Second, quality upgradings to both tradables and nontradables imply a rise in the price level, not a relative price adjustment.71 Third, relative price adjustments within the nontradables grouping cannot be achieved by a change in exchange rate. In the presence of downward price rigidity, these would argue for accepting somewhat higher inflation. Fourth, a sharp drop in inflation may not be perceived as sustainable since—in the presence of real appreciation pressures—inflation would need to rebound when the country eventually adopts the euro (or even earlier if the country chooses a narrow band exchange rate regime in the period ahead of adopting the euro; see below). And fifth, an overly ambitious inflation target in the near term may raise suspicions that needed price deregulations have been postponed—or may give countries a motive to postpone—in order to increase the likelihood of achieving the inflation target. Finally, as long as inflation remains in relatively low single digits, there is unlikely to be any further output growth premium associated with reducing it to 2 percent or less.72
The balance of these arguments suggests that there is a fair case for aiming to reduce consumer price inflation only to some 2 to 4 percent per annum, or slightly higher, and for recognizing that it may persist at this level for a number of years. Of course, it is to be seen as the symptom of a sound process of relative price adjustment in these economies, far from the build-up of disequilibria. And, to the extent that improvements in productivity or product quality underlie the real appreciation, it does not imply any erosion of competitiveness. It is also important to recognize that inflation arising from equilibrium real exchange rate adjustments is the result of the catch-up process and that attempting to suppress this real appreciation—say, out of concern for external competitiveness—could actually slow income convergence.73
An obvious concern, however, is that such a rate of inflation could, on the face of it, be incompatible with the Maastricht criteria for euro area membership—which were not conceived with the circumstances of these economies in mind. Various routes could be considered to address this concern—some of which involve undesirable, temporary and cosmetic devices of the kind adopted by some present member states, while others would involve adjustments to the criterion for inflation to reflect new realities. At all events, the setting of appropriate medium-term inflation goals is a key question and, to this extent, clarification of whether institutional solutions to this concern can be found is more pressing than is generally perceived (Box 6.2). But, at the same time, candidate countries will need to ensure that the changes still underway in their economies do not make it imprudent to move rapidly in seeking to adopt the euro.
Capital flows may be large and possibly quite volatile. The privatization of remaining large state-owned firms may entail a lumpiness in capital flows, while liberalizing outward capital transactions could lead to large foreign exchange outflows as residents seek to diversify their portfolios. Capital flows are also likely to be highly reactive to actual or perceived policy slippages and to news about the timing of EU entry and the size and timing of future transfers from the EU budget. Contagion effects from other emerging market countries also could increase the volatility of flows. In the run-up to ERM2 and adoption of the single currency, a country may also experience an increase in temporary inflows as interest rates are bid down toward levels prevailing in the euro zone and markets speculate about entry central parities. These so-called convergence plays can induce surges in inflows that are quickly reversed once arbitrage opportunities disappear or a credible exchange rate is announced.74
In today’s liberalized capital markets, moreover, the risks and sources of crisis have expanded. According to Begg and others (1999), most episodes of currency crisis through the early 1980s—a period when capital controls were the norm—reflected macroeconomic imbalances. More recently, by comparison, self-fulfilling attacks have become more commonplace, as a consequence of the relaxation of restrictions on capital movements. The sharp increase in the volume of capital transactions that resulted from capital liberalization is consistent with the view that self-fulfilling attacks have become more likely since multiple equilibria arise when markets are able to overwhelm the monetary authorities. However, for multiple equilibria to exist, there must also be some weakness which precludes a determined reaction by the monetary authorities (Krugman, 1996).75 Sources of vulnerability in the transition countries include the less than complete convergence of domestic financial markets and institutions to mature market standards which, along with weakness in financial sector regulation and supervision, could make the monetary authorities reluctant to raise interest rates or let the currency depreciate in order to protect specific segments of the economy.
Box 6.2. The Maastricht Inflation Constraint and Szapary’s Boxer
The Maastricht criterion on inflation, as currently framed, may require the current wave of accession countries to implement very tight macroeconomic policies, a policy-induced nominal appreciation, and/or some juggling with indirect tax rates, in order to reduce inflation to within 1½ percentage points of inflation in the three EU economies with the lowest inflation rates. Moreover, once they have adopted the euro, ruling out nominal appreciation vis-à-vis their main trading partners, their CPI inflation rates might be expected to exceed by 2 to 4 percentage points over the medium term inflation rates in core EMU economies in part because Balassa-Samuelson effects and price liberalization (which induce real appreciations) are more important than in the more advanced EU countries.
The strategy of inducing a temporary abatement of inflation has been compared by Szapary (2000) to that of a boxer who loses weight drastically before a prize fight (but then eats normally thereafter). It represents a pragmatic strategy for attaining euro area membership with the minimum damage to the existing institutional framework. But suppressing inflation by delaying price liberalization or reducing taxes has nothing to recommend it from a policy perspective, while stop-go policies will tend to increase the variability of output.
Among countries at a similar stage of development wishing to form a currency union, a narrow limit on the deviation of each country’s inflation rate from the lowest in the group certainly helps to signal readiness to adopt a common monetary policy. However, for countries with a real income level some half of that in an existing union, the case for maintaining the same limit—and relative to the lowest inflation countries, not the group average—is less clear to the extent inflation in the poorer countries reflects relative price adjustments, not a loss of competitiveness or macroeconomic imbalances.
It is not clear at this juncture that the Maastricht criterion on inflation can be adjusted. Nonetheless, suggestions have been contemplated in the literature as to how that could be done. One possibility would be to allow explicitly for the element of CPI inflation corresponding to “warranted” real appreciation—but this is unobservable, and differs across countries and over time. An alternative which would avoid encouraging distortive pricing policies, but avoid any appearance of relaxing the inflation criterion, is suggested by Szapary. This is to define the permissible inflation deviation with reference to average inflation in the EU, instead of the three EU members with the lowest inflation rate. Based on actual inflation rates in July 2000, this would have allowed an additional 0.7 percentage points of inflation compared with the existing criterion. Although this is likely well below the Balassa-Samuelson differential, it would have permitted countries to run an inflation rate of perhaps 3–3½ percent while still meeting the inflation criterion. A further possibility would be to use the average inflation rate in the euro area, rather than the EU—which at present would further increase the latitude for the applicant countries.
Large and volatile capital flows will test the limits of—or tolerance for—any exchange rate regime, but on balance, an exchange rate regime with significant flexibility is likely to remain a less risky option for the CEC5 in the next few years. Under a pegged exchange rate regime, interest rates are endogenously determined. As a result, the ability of monetary policy to achieve disinflation objectives is constrained, thereby transferring responsibility for nominal convergence to fiscal policy at a time when it must accommodate transition and accession spending demands. In the absence of sterilization—either because it is too costly or ineffective—capital inflows will put downward pressure on interest rates and upward pressure on the money supply, thereby potentially conflicting with inflation goals. Pegs are vulnerable to speculative attack and maintaining an exchange rate peg under pressure is costly in terms of spent reserves. Moreover, to the extent that a peg discourages hedging, there is a risk that agents will build up unbalanced portfolios that would severely add to the economic cost of a large shift in the exchange rate or a disorderly exit from a fixed regime. A degree of exchange rate flexibility would raise the exchange risk premium, driving a wedge between domestic and foreign interest rates, which would help to dampen interest-sensitive capital inflows at a time when reliance on capital controls is set to diminish. A variable exchange rate would encourage the development of markets in which to hedge exchange rate risk.76 In the context of variable capital flows, exchange rate movements could absorb variations in liquidity, and exchange rate flexibility would generally allow greater leeway to meet inflation objectives.
Box 6.3. Currency Boards
Currency Board Arrangements (CBAs)—the strongest form of exchange rate peg short of a currency union or outright dollarization—currently operate in various countries, including several transition countries (Estonia, Lithuania, Bulgaria, and Bosnia). A CBA is based on a legal commitment to exchange monetary liabilities of the central bank (domestic currency) for a specified foreign currency at a fixed exchange rate. Under a pure CBA, this commitment implies that the monetary authority must hold foreign reserves at least equal to its total monetary liabilities and that changes in monetary liabilities are equal to changes in the central bank’s foreign exchange reserves. As a result, the lender of last resort function (to the government or commercial banks) of the central bank is eliminated.1
The advantages and drawbacks of a CBA are those of an exchange rate peg in a more extreme form. CBAs confer credibility on a fixed rate regime due to the long-term commitment to adhere to rigid exchange and backing rules (often set out directly in the central bank law) and the higher cost of abandoning a fixed parity than is the case for fixed-but-adjustable arrangements. CBAs differ from conventional pegs in the nature of the (legal) restrictions they set on changing the level of the exchange rate, and most importantly on the sources of reserve money creation. The backing rule eliminates (or strictly limits, when less than 100 percent of the monetary base is backed) the scope for issuing unbacked monetary liabilities, hence ensuring that the CBA does not run out of reserves to maintain the parity.
The credibility that a CBA can confer on a peg is particularly relevant when the monetary authorities’ reputation has been weakened by a history of lax fiscal policy, accommodative monetary policy, and failed stabilization attempts, or when the authorities lack an established track record. Indeed, in the last decades, CBAs have been introduced in newly independent countries (Estonia, Lithuania), after hyperinflation episodes (Argentina, Bulgaria), after a political and exchange rate crisis (Hong Kong), and during postconflict reconstruction (Bosnia) (Guide, Kakhonen, and Keller, 2000).
Currency boards imply a far reaching surrender of monetary policy. After a shock (for example, a domestic recession), the economic adjustment has to come by way of wage and price adjustment, instead of via interest rate and/or exchange rate adjustment. This could be both slower and more painful, particularly if structural rigidities, especially in the labor market, have not been removed.2 (Under a CBA, changes in money demand are accommodated by endogenous changes in international reserves, rather than through changes in the central bank’s net domestic assets.) Other consequences of the rigid rules are the inability to smooth out short-term interest rate volatility—perhaps causing difficulties for banks in an environment without recourse to the lender of last resort facility. This suggests a need for a healthy financial system and/or the willingness to let weak banks fail. Therefore, the costs of sticking to the rigid rules of a CBA could at times be high, especially if conditions for the successful operation of a CBA are not fully in place.
CBAs have served a number of transition countries very well and are not considered by the ECB to be incompatible with ERM2. Therefore, in those countries where a CBA is functioning well, there is no strong reason to abandon it ahead of EU and EMU membership. However, in light of the circumstances in which the introduction of CBAs has tended to be most advantageous, as well as the track record already built up by the CEC5 on macroeconomic stability, there is little reason for them to move to a CBA at this stage.
1Under some CBAs, the central bank may still give credit to banks (or governments), but it can only do so if it holds foreign reserves in excess of what is needed to back the monetary base.
2However, Estonia, for example, was able to successfully—and quite rapidly—overcome the recession induced by the Russia crisis.
A currency board overcomes some of these limitations of fixed-but-adjustable pegs by rigidly tying the prices of tradable goods to those of the anchor and automatically adjusting money supply to demand through changes in interest rates, with no pressure on the peg. However, while the conditions for a credible currency board may exist, its attractions are less obvious in these economies that have put all risks of very high inflation behind them (Box 6.3). While some advanced transition economies, such as Estonia, may retain successful currency board arrangements, the recent trend toward greater flexibility among the CEC5 is thus likely to endure throughout the run-up to both EU accession and EMU, even it finally in a qualified form under ERM2.
While eliminating the exchange rate instrument puts a greater—or more explicit—onus on fiscal and structural policies for achieving and preserving external competitiveness, a variable exchange rate is not without risks. Persistent foreign exchange inflows could potentially erode external competitiveness more rapidly than under a fixed rate regime, leading to a widening of external current account deficits, especially when fiscal policy is too lax and needs to be adjusted. Moreover, volatile capital flows could generate substantial exchange rate swings, which could damage trade and investment. Under flexible regimes, should special regard be paid to the exchange rate?
The discussion above underscored that significant exchange rate flexibility is on balance highly attractive—indeed, in the context of high and potentially variable capital inflows, perhaps a sine qua non for these five economies at the present juncture. But even though narrow bands or overly managed exchange rates—credible currency boards excepted—are unlikely to provide sufficient flexibility to reconcile domestic and external policy objectives and may prove tempting targets for speculators, the exchange rate cannot be neglected for these relatively small and open economies. Moreover, these countries will eventually adopt the euro; over the coming years, as their economies mature, policymakers will need to prepare themselves for the disciplines this entails and the time when policies must be subordinated to the rigors of a shared monetary policy. This is the context for the discussion below: now and over the medium term, it asks, what limits should countries set to the variability of the exchange rate and what does this imply for supporting policies?
While flexibility will be important until—and plausibly throughout—ERM2, the CEC5 cannot afford to ignore the exchange rate. In a small open economy, movements in the exchange rate are directly and rapidly transmitted to inflation through the prices of tradables and can influence inflation in the medium term through its effect on potential output. In addition, the level and variability of the exchange rate can affect other key macroeconomic variables. Treating the exchange rate with benign indifference can compromise the stability and growth prospects of the economy through the following channels:
The exchange rate is a key determinant of external competitiveness and therefore aggregate output. The real exchange rate is what actually matters here, but when domestic prices and wages take time to adjust to changes in the exchange rate, nominal exchange rate changes imply—albeit temporary—real exchange rate movements. For the CEC5, where exports are likely to be the main vehicle for sustained medium-term growth, external competitiveness is clearly of major importance. International experience suggests that sustained rapid growth (defined as more than 6 percent for at least three years) occurs predominantly in countries which operate (de facto) managed floating exchange rate regimes (Williamson, 2000).
There are limits to the size of the external current account deficit that markets are willing to finance. Through its impact on external trade, the nominal exchange rate will affect the size of the current account. A rapidly growing developing economy (a group into which the advanced transition countries fall) would be expected to run a current account deficit as domestic saving would tend to be insufficient to meet investment needs. However, there are limits on what is perceived as a prudent deficit level, and the difference between a healthy and a worrisome deficit may not be large (or even known, until it is reached).77 While a large current account deficit may be conducive to rapid growth, markets may not perceive large imbalances as appropriate or even sustainable because of difficulties in enforcing the payment of external debts (Obstfeld, 1995).
By changing the domestic currency equivalent of foreign currency assets and liabilities, a change in the exchange rate can intensify financial instability and thus impose economic and fiscal costs. If a country (or a segment of the population) has an unhedged net foreign currency liability position, a depreciation will raise the domestic currency value of these liabilities and their associated debt servicing costs. As a result, firms and financial institutions may not be able to service their foreign currency debt and access to international and domestic sources of credit may be blocked.
Exchange rate volatility matters too. Volatility in the prices of traded goods will have a negative impact on trade, especially when hedging opportunities are limited.78 Exchange rate volatility is also associated with a higher risk premium on financial assets, which would adversely affect credit market access and result in higher interest rates and debt servicing costs—although variability of the rate can, for example, help discourage unhedged borrowing.
The exchange rate tends to matter more in emerging market and transition countries than in industrialized economies. First, shocks incurred by emerging or transition countries are often larger than those affecting industrialized countries.79 Second, illiquid foreign exchange and capital markets would likely produce more volatile exchange rate movements than those experienced in more mature markets.80 Third, the impact of a given change in the exchange rate on aggregate output is larger because trade in these countries represents a greater share of GDP and because hedging opportunities are more limited. Fourth, the pass through from the exchange rate to inflation is typically higher—again reflecting the large share of trade in GDP and the lower state of financial sector development. The composition of trade flows may also affect the impact of the exchange rate on the economy. An economy (such as those of the CEC5) in which exports are primarily manufactures with a high domestic labor content may be quite vulnerable to exchange rate appreciations since production could shift to any number of lower unit labor cost countries. Reflecting the costs of an unfettered exchange rate float, Calvo and Reinhart (2000) find that many countries that notionally switched to floating regimes (including some inflation targeters) have been reluctant to accept significant exchange rate variability (see also Williamson, 2000).
Given these acknowledged tensions between the attractions of flexibility and the need for some concern about the exchange rate, the principle of heading over time toward an ERM2-type broad band is not illogical, although it might not be as compelling outside the context of euro area-entry requirements. But the important feature of such an arrangement is not solely—in fact, not mainly—the monetary policy issues of interest rate and sterilization rules. It is the implication that unacceptable wide shifts in the exchange rate need to trigger a review of the broader economic policy stance—and especially the fiscal-monetary policy mix.
Situations may well arise in which inflation objectives directly conflict with concerns about the level of the exchange rate in light of external objectives, and these may become more common and severe with the phasing out of remaining capital controls.81 These tensions may arise in the context of a rapidly growing economy with a sizable external current account deficit. In this situation, raising interest rates in order to contain inflationary pressures would, however, tend to worsen the external balance by inducing capital inflows and strengthening the exchange rate.
Dealing with conflicting domestic and external objectives will require enlisting the support of an additional policy instrument. To this end, structural reforms can make an economy more robust to exchange rate fluctuations by strengthening the resilience of financial markets to shocks, while structural reforms more generally increase productivity and make the economy more competitive. However, structural reforms take time to implement and therefore cannot be used to resolve immediate tensions between objectives. An appropriately restrained fiscal policy would not only help to keep the external current account deficit within safe limits, but would also support monetary policy in addressing disinflation goals. Fiscal consolidation would improve the current account directly by lowering import demand and, to the extent that it reduces the relative price of nontradables, could raise exports, and shift consumption to domestic goods. This mix of monetary and fiscal policies, by keeping the real exchange rate more depreciated than otherwise, would also help boost economic growth while keeping the current account deficit in check.
In practice, however, it may be unrealistic to expect that fiscal policy in the CEC5 can consistently resolve the tension between domestic and external concerns of policy. The key to balancing the inflation objective with external considerations will therefore involve weighing the costs to the economy of failing to achieve each individual goal. Some policymakers may decide that allowing the external current account deficit (net of FDI) to exceed 4–5 percent of GDP for several years would adversely impact the economy considerably more than would missing the inflation target by several percentage points if the large current account deficit were to lead to sharp downward pressure on the exchange rate. Moreover, allowing the current account to move into dangerous territory in order to safeguard the inflation target could be counter-productive because, if a large depreciation was triggered, it would lead to higher prices anyway, not to mention potentially severe economic disruptions.
There is, however, a serious risk to the credibility of a flexible exchange rate system if output and external sector considerations too frequently take priority over inflation objectives. In order to enhance credibility of the policy framework in circumstances where other objectives temporarily take priority over inflation, the monetary authorities must make clear to the public that they are putting aside for the moment their inflation goal in order to respond to more pressing concerns. The difficulty in successfully juggling competing priorities should not be underestimated, and finding the appropriate balance between policy credibility and the flexible implementation of these policies will be one of the major challenges facing policymakers from now until full membership in the EMU.
With fixed-but-adjustable exchange rate pegs viewed as relatively risky and some concern about the ability to ensure the right policy mix, what monetary anchors offer the best chances of securing low inflation while fostering financial stability? As noted above, none of the central European economies has adopted a currency board, and their circumstances are not such that a currency board would in general offer major advantages. The main alternatives are thus domestic anchors in the form of monetary targeting, as in Slovenia, or direct inflation targeting, as in the Czech Republic, Poland, very recently Hungary, and in essential respects Slovakia. A domestic anchor—whether in the form of a money or an inflation target—has the advantage of enabling monetary policy to focus on attaining price stability, as well as responding adequately to shocks affecting the domestic economy. A further possible regime involves a wide exchange rate band—a phase through which all of the countries will have to pass, in the form of ERM2, on their way toward membership of the euro area. But, as also discussed below, a wide band is too flexible an arrangement to serve as a full-fledged anchor for policy, and needs supplementing. Regimes choices are discussed below.
Maintaining a money target requires a fair degree of stability or at least predictability of money demand. Stability of the aggregates is unlikely to prevail in even the most advanced transition countries, since these are still undergoing financial innovation and capital account liberalization. This does not wholly preclude the use of monetary targeting—and the Bank of Slovenia has indeed had significant success in reducing inflation to moderate levels under monetary targeting. However, even the Bundesbank, arguably the most successful money targeter among the advanced economies, allowed significant under- and overshoots of its money targets for extended periods, and guided policy by keeping a watchful eye on other indicators which had a direct bearing on the inflation outcome (Mishkin, 1999). There are analogies in the use of monetary aggregates by the Federal Reserve in 1979–81.
The kind of pragmatic monetary targeting achieved by the Bundesbank depends for its success on a blend of flexibility and accountability, but judgmental flexibility does not help build credibility from scratch. Indeed the Bundesbank enjoyed an enduring political support and institutional credibility on which few central banks can count. By the same token, however, the more broadly based use of indicators that played a key role in the Bundesbank’s approach finds a fuller expression in direct inflation targeting—with, however, a number of additional components that help in establishing credibility and communicating goals ex ante.
Can inflation targeting provide a viable monetary framework for the advanced transition countries? As a regime, it relies on a strategy which uses all relevant information, thereby placing less reliance on any single intermediate target such as a money aggregate: to that extent, it has attractions for economies undergoing structural transformation and rapid financial development. In addition, an inflation targeting regime emphasizes transparency through regular communication with the public of the goals and limitations of monetary policy, how inflation targets are determined, and the reasons for any deviation from targets. In countries operating inflation targeting, this public outreach by the central bank often includes trade unions and the government, increasing the likelihood that wage decisions and fiscal policies will be consistent with the inflation target.
However, some commentators have questioned whether inflation targeting is a feasible, advisable, or even fully credible choice for many transition countries. A key element in such critiques is the argument that these countries face larger internal and external shocks than industrial countries and that the transmission mechanism through which monetary policy affects output and prices is less reliable, making it difficult for the monetary authorities to credibly commit to a specific inflation target.82 Such commentators also criticize the fact that inflation targeting ignores the consequences of policy for other macroeconomic variables—notably economic growth—and that it subordinates the exchange rate to the pursuit of the inflation target, with ensuing risks to external viability and the stable growth of the economy.
The first criticism—that inflation targeting may not be suitable for emerging market or transition economies since inflation in these economies is not easily controlled by the monetary authorities—is a valid concern, particularly when countries are trying to disinflate and risk missing their targets, resulting in some credibility loss. In order to avoid this problem, it is desirable to phase in a hard inflation targeting framework.83 In the initial stages, inflation goals could be announced and interpreted as inflation projections. During this phase, the exchange rate is likely to retain a prominent role: since the direct exchange rate channel operates rapidly, by inducing exchange rate movements, monetary policy can affect inflation with a relatively short lag (Svensson, 1998). Once the monetary authorities—operating under a “soft” or “more informal” inflation targeting framework—gain experience predicting inflation and understanding the monetary transmission mechanism, while also reducing forecast errors, a fully-fledged inflation targeting system can be implemented.
To shift to fully-fledged inflation targeting, a well-established interest rate transmission channel would be beneficial, since the primary policy instrument in inflation targeting tends to be an official short-term interest rate. Interest rate changes provide a clearer signal of the direction of monetary policy than exchange rate interventions since intervening in the foreign exchange market may send conflicting signals to market participants concerning the central bank’s commitment to inflation targeting and could encourage speculation against the central bank.84 (This is particularly important if a country has recently transitioned from an exchange rate target.) Inflation targeting countries have indeed found that the link between interest rates and the inflation objective has strengthened over time: this may be a direct consequence of the inflation targeting framework itself, or may reflect the ongoing development of domestic financial markets. Thus, to the extent that the transmission mechanism through the interest rate channel is not well understood, there would be concerns about a full-fledged inflation targeting framework insofar as it focuses on interest rates in communicating policy.
The second concern—that inflation targeting may lead to low and unstable growth in output and employment—appears misplaced. Reducing inflation under any monetary framework will be associated with an output loss, and inflation targeting regimes tend to be introduced in order to engineer just such a disinflation. It would therefore be wrong to attribute the output loss to inflation targeting per se.85 Moreover, practitioners of inflation targeting have in reality tended to take output loss considerations into account in judging the speed with which to move to a desired inflation goal.
It is true, however, that an inflation targeting framework subordinates the path of the exchange rate to the inflation goal. To that extent it places responsibility for external sustainability squarely with the fiscal authorities. Of course, depending on the policy formulation in terms of time horizon and trade-offs between output and inflation, it need not necessarily call for sharp or wide swings in the exchange rate. But the experience of Poland, for example, does illustrate the possibility in practice of quite wide swings in the real exchange rate, accompanied by commensurate variations in the external current account.
It is true also that there are a number of important technical issues to be resolved in inflation targeting. While these issues go beyond the scope of this book, they include the choice between a core or headline inflation target, the specification of the target in terms of a point or a broad or narrow range, and the extent to which exchange rate as well as output fluctuations should be taken into account in determining the speed in which inflation is brought on track.86
The criticism that inflation targeting ignores the behavior of other macro variables needs to be qualified heavily. While vigorous use of the direct interest rate channel to stabilize inflation at a short horizon could result in significant variability in the real exchange rate, output, and employment, in practice, however, an inflation targeting framework can avoid these difficulties. In particular, inflation targeting can be a very pragmatic framework that affords a central bank substantial room to build in short-run stabilization and external goals, while retaining its focus on medium- and long-term inflation objectives. Under such an approach, Svensson (1998) illustrated that the variability of other macroeconomic variables can be substantially less than with a narrower inflation targeting approach. A key reservation, however, is that the dedication of monetary policy to an inflation goal implies that fiscal policy will need to take the strain of assuring external viability. And, as the central European economies advance along the road toward membership of the euro area, this implication will become increasingly important. Under ERM2, they will eventually have to accept formal limits on nominal exchange rate movements—a constraint that puts issues of policy mix directly in the foreground.
Wide bands (along the lines of ERM2) are in themselves quite flexible, and they are an option for signaling greater exchange rate prominence without an implied exchange rate “guarantee”; moreover, they can be operated in a way that is compatible with providing a nominal anchor.87 The exchange rate itself would not provide this anchor—both because a wide band would be too flexible for this and in order to avoid the pitfalls of an announced narrow band. Rather, the anchor would be the underlying inflation objectives—for which the behavior of the exchange rate would be a key determinant of inflation and the focus of short-term operating procedures. And the robustness of the anchor would depend on the nature of the inflation objectives (for example, the detail in which they are specified and how they are communicated) and the accuracy of authorities’ inflation projections conditional on the policy of limiting exchange rate movements.
Under this type of arrangement, the exchange rate could be permitted to fluctuate freely within soft inner bands about the central parity, as a kind of intermediate target. This is an especially relevant consideration when the interest rate transmission mechanism is not well developed or understood. Breaching the inner bands would be permitted in response to strong exchange-market pressures, and would elicit a monetary policy response to bring the rate back toward the central parity, unless driven outside by more fundamental factors. Thus, it would be critical that any inner band not be adhered to rigidly to avoid a “guarantee.” In this context, allowing the exchange rate to breach the inner band under heavy market pressures would drive home the point, without loss of credibility, that the currency is not tightly constrained.
Operated along these lines, it is possible that a soft narrow band could avoid speculative perils and help achieve inflation objectives. The level of the band would need to be reviewed regularly to keep it consistent with inflation goals. On this interpretation, the management of the exchange rate, while avoiding a hard inner band, would remain a key signaling device and a major component in the transmission mechanism. Alternatively, as the inflation process becomes better understood and the transmission mechanism develops more fully, the country might wish to shift to more fully fledged inflation targets within the wide exchange rate band. In line with overriding inflation goals, and reflecting particularly the impact be of capital flows, any intention to adhere to the wider exchange rate band would need to be backed by understandings about the policy mix and its adaptability, if the price goal is to be respected. The experience of countries such as Spain suggests nevertheless that too rigid a distinction between fully-fledged inflation targeting and the aim of a relatively stable exchange rate may be somewhat artificial.
The discussion above underscored the case for some flexibility in exchange rate regimes at the present juncture—especially for financial market reasons—but the longer run destiny of these economies is nonetheless to move back toward greater fixity. The prime reason for this is their commitment on joining the EU to become a member of monetary union in due course, and on the way to pass necessarily through the wide band ERM2 regime. From a real economy standpoint, moreover, this transition poses ever fewer dilemmas with the passage of time: increasing trade and investment integration are steadily tipping the scale toward membership in a common currency area. But from a financial market standpoint, the process of moving back toward greater fixity can be hazardous—even though the band of ERM2 is very wide. And views on how to navigate this strait may to some degree influence policy—for example on financial sector reform, or on capital controls—even in the run-up to accession, when EMU lies some way still in the future.
There are three key dilemmas in the passage back toward greater fixity to which the central European countries are signing up as they negotiate the chapters of the acquis communautaire. These issues are the main focus of the remainder of this chapter:
Any move to declare a wider band and central rate may be perceived by markets as foreshadowing future ERM2 choices—so the timing of such a declaration, and of the final move to ERM2, need to be carefully judged in terms of real economy and financial sector developments.
Hard exchange rate bands wide enough to discourage speculative behavior (including notably the ± 15 percent band of ERM2) are almost by definition too wide to serve as a nominal anchor.
Over the next few years the candidate countries are likely to face several windows of heightened financial market vulnerability, and this process will begin just as they are likely to dismantle and foreswear their residual controls over short-term capital movements.
As the real economies of central Europe integrate increasingly tightly with the EU, and monetary union approaches, the case for some type of monetary framework that builds in the exchange rate becomes inherently more attractive. As concluded in Corker and others (2000), some formal or informal commitment to allow exchange rate flexibility while avoiding excessively large swings in the rate seems desirable to support credible inflation reduction policies and avoid uncompetitive exchange rates. Such a framework also allows flexibility in coping with foreign exchange market pressures, while raising the exchange risk premium and encouraging hedging and therefore provides an environment conducive to the dismantling of capital controls (which would also facilitate the further development of hedging markets, especially if financial sector strengthening had been proceeding well). In order to reap the benefits of flexibility while avoiding the risks of a pegged regime, it is essential that the exchange rates be allowed to move—in both directions—in response to market forces, during “normal” times so as to encourage agents to prudently manage their foreign exchange risks. Tightly managing the exchange rate during tranquil periods could foster complacency about currency risks,88 so that in turbulent times when sizable movements in the exchange rate do occur, severe financial and social dislocation could result.
To ensure the credibility of the exchange rate band as an interim regime, it must be viable for several years. A wider band about a fixed central parity would be expected to outlive a narrower one, especially in a country with persistent pressure on its real exchange rate. For the CEC5, a wide band (say of at least ±10 percent) would seem to be necessary to, on the one hand, accommodate convergence-related real appreciations while still providing a buffer to cope with potentially volatile capital flows—and, on the other, allow for some depreciation of the currency to preserve competitiveness if moderate inflation were to be sustained. Flexible domestic goods and product markets (which can substitute for exchange rate flexibility in dealing with external shocks) can help keep exchange rate bands viable. Ultimately, however, credibility of the wide exchange rate band will rest on the expectation that macroeconomic policy adjustments will be invoked when the bands are threatened.
Inescapably, this raises the question: how soon should these economies think of moving to ERM2, on the road to adopting the euro? There are real, nominal, and financial aspects to this question.
First, there is a need to revisit the real economy issues noted earlier in this book—issues to be addressed now not just in terms of an adjustable central parity, but of a credible long-term commitment. Strong economic ties with the EU suggest that the euro is ultimately the obvious permanent anchor currency for the countries under study, but there remains the possibility that they will be exposed to large real shocks that are not common to the euro area. The incidence of such asymmetric shocks would tend to reduce the appropriateness of euro zone monetary policy for them, and pegging to the euro could therefore increase the variability of output and employment (compared with a more flexible exchange rate regime) since the monetary policy of the anchor region is unlikely to be appropriate for the pegging country. Empirical evidence on the symmetry of shocks in the EU and the central European accession candidates is, however, inconclusive at this stage. Boone and Maurel (1999) find that shocks to unemployment in Germany—and to a much lesser extent the entire EU—explain a substantial part of the unemployment cycles in the Czech Republic, Hungary, and Poland, and exceed the share of explained unemployment variance in Spain and Italy. Moreover, these economies are still in a steep process of convergence. As linkages and alignment between the EU and the five accession candidates increase and as further structural reforms reduce the risk of transition-related domestic shocks, it is likely that the conditions for a single currency area will more clearly emerge. Of course, in terms of both alignment and flexibility, countries will reach this stage at different times, and among dimensions of flexibility in the economy, the existing responsiveness of the labor market is a trump card to cherish, not to discard.
Second, in terms of nominal convergence, because of the need to get fiscal policy and thus the macroeconomic policy mix under control, as well as getting inflation down to the low single digits while keeping the exchange rate reasonably stable, countries may not want to enter ERM2 too early. A further dimension is that countries need to ensure that their long-term interest rate trajectory is on track to meet the Maastricht criterion (this is substantially an issue of policy credibility with the market in the context of convergence dynamics). Moreover, to the extent that the prevailing market exchange rate is used as a guide to setting the central parity in ERM2, care should be taken at the time that the central rate is determined to avoid an uncompetitive exchange rate on the eve of joining the euro area.89
Third, in terms of financial factors, it must be recognized, for reasons already noted, that the final process of convergence to the euro is a hazardous prospect. Arguably also, most capital controls will have been removed—a situation that can only increase the possibility of sizable unhedged borrowing. Countries would do best from this perspective to maintain de facto (as well as de jure) wider bands up to the stage of adopting the euro, even if a soft inner band is used to guide monetary policy.
As noted above, when a wide band regime is adopted, it is unlikely by itself to provide a sufficient nominal anchor for inflation expectations. Indeed, earlier EMU candidates adopted a range of operating approaches under ERM2 (Box 6.4). A clear possibility is to operate a form of qualified inflation targeting within the broad band. Thus, while operating the broad exchange rate band, a country would want to set inflation objectives and adopt the fiscal stance judged to be consistent with these objectives. Under normal circumstances, operating an inflation targeting under wide bands would be similar to a straight inflation targeting framework—and this was indeed Spain’s strategy in the run-up to EMU. However, in situations in which the inflation target conflicts with the exchange rate band, it is expected that the bands would take priority, triggering preemptive macroeconomic policy adjustments in a timely manner.90 For those CEC5 countries with inflation targeting frameworks already in place and relatively flexible exchange rate regimes (for example, the Czech Republic, Poland, and to some extent, Slovakia), supplementing them with wide exchange rate bands of ± 15 percent (as in Hungary) over the next few years could be seen as an opportunity to test whether they can operate policy within the preset exchange rate boundaries permitted under ERM2 (without feeling as obliged to operate irrevocably within its constraints). This would also avoid the need for an exchange rate regime transition at the time of entry into ERM2, a period when countries may want to shy away from learning by doing.
During the first decade of transition, the central European economies made major strides in liberalizing their capital accounts, and this process is expected to be in most respects completed by the time of EU accession. A key motive of liberalization in most cases has been to allow the entry of foreign direct investment, as a motor for growth; but there was also a broader goal of comprehensive economic and financial opening—reflected among other things in the commitments to sweeping financial liberalization made in relation to the OECD’s code on capital movements.91 Policymakers in the Czech and Slovak Republics and Poland in practice no longer rely on capital controls to protect the domestic economy or financial system, and this stance is facilitated by the very flexible exchange regimes, combined with inflation targeting, in place in those countries. Until the recent liberalization of all capital controls, the remaining restrictions in Hungary and Slovenia were largely on short-term capital flows, and in part at least this reflected their different monetary regimes—based, until recently, on a narrow exchange rate band and on monetary targeting, respectively. As a precondition for EU accession, candidates are required to fully liberalize capital transactions, except where specific transition periods apply—likely implying that countries will not he able to adopt or maintain an exchange rate regime that relies on support from capital controls once they have joined the EU.
Box 6.4. The Many Possible Worlds of ERM2
Austria, Belgium, and the Netherlands observed a very narrow, hard band against the DM in the run-up to euro area entry. By allowing their central banks independence in pursuing a policy geared exclusively to this goal, they effectively established a semihard peg. This was well-known and tested by markets, although the intervention rates were never set firmly by public pronouncements.
Portugal joined the ERM in April 1992 with a declared fluctuation band of 6 percent but, after the period of ERM turbulence in 1992–93, the band was widened to 15 percent, effective in August 1993. The central parity was last adjusted in May 1995 with the central rate set at 102.5 escudos against the DM. The escudo then fluctuated in a de facto soft band of ½–2½ percent around the parity but there was no explicit policy commitment to a narrow band. In the run up to EMU, monetary policy was geared towards maintaining short-term interest rate convergence on a steady path, though price stability considerations were slowing the process. Developments in Italy were in practice rather similar. After being forced out of ERM, Italy joined ERM2 at end-November 1996 with the ± 15 percent bands and then experienced de facto approximate stability against the DM: the central rate was 990 and in the event the lira never tested the outer parts of the bands, as it fluctuated between roughly 960–1,000; but there was no declared intention to keep it within smaller bands.
The Irish authorities used the ERM band quite actively as the central bank tried to postpone monetary easing as late as possible, and the markets were expecting a substantial revaluation of the pound’s central parity rate, both of which supported the currency. The Irish pound was revalued upwards by 3 percent in March 1998. This did not provoke a major market reaction as market expectations had already adjusted. As the start of the EMU came closer, the pound was trading close to its conversion rate for the remainder of 1998. There are some analogies in this active path with the approach taken by Greece. Almost three years before adopting the euro, Greece devalued by 12.3 percent and entered ERM2. The drachma subsequently appreciated within the band to almost 9 percent above its central parity rate, and then remained well above parity rate. Two months before applying to join the euro area (and 11 months before entry), the parity rate was appreciated by 3.5 percent, but the drachma continued to trade well above it until the last few months before euro area entry.
Spain adopted inflation targeting in the period leading up to Stage 3 of EMU, and set as its goal an inflation rate consistent with that of the core countries (2.5 percent at end-1997, 2 percent for 1998). The Bank of Spain cut policy interest rates throughout this period, trying to ensure a “smooth landing” at the start of monetary union: rates were always somewhat higher than in Germany. But under this regime, in practice the peseta remained extremely stable against the core currencies during this period, depreciating only by about 3 percent again the DM, for example, in nominal terms. While the peseta was very close to the central parity rate throughout, the authorities did not make stability of the exchange rate an explicit goal of policy (beyond the very broad commitment to stay within the limits established by ERM2).
To these four somewhat different strategies under ERM2, a further option has been added, with the agreement by the ECB that currency boards can continue to operate under ERM2.
While capital account liberalization has provided major benefits—in terms of FDI inflows, and as a signal of commitment to reform—it also implies ongoing policy challenges, both structural and macroeconomic. Greater exposure to these flows has increased demands on the ability of the domestic financial sector to appropriately intermediate these funds so as to maximize investment yields, limit foreign currency exposure, and contain the cost of capital reversals. The risks associated with many financial inflows can be reduced (but not eliminated) with sound financial institutions and well functioning prudential supervision and regulation. In circumstances where these are not fully in place, capital controls can be a supplementary tool to buttress prudential regulation and limit excessive risk-taking. Without broad-based policy safeguards, full capital account liberalization can impose heavy costs.
These considerations have led some to question whether accession countries should not retain, or at least be prepared to reimpose, some form of capital controls beyond accession, and perhaps well into ERM2.92 A case can be made that the nature of speculative attacks has changed over the past decade, with vulnerability to speculative attacks having increased sharply as a result of the increase in the volume of global capital transactions (itself the result of capital account liberalization). On this view, it might be appropriate to have fully liberalized capital transactions prior to entry into ERM2, both to guide the choice of a central parity and to ensure that a country’s ability to remain within ERM2 is not due to the support of controls—but not necessarily to eliminate controls rapidly earlier on—especially controls over short-term inflows. However, this is not a case that the accession countries themselves have been making: typically they are closing the chapters of the acquis relating to capital markets without requesting transition periods for the liberalization of short-term flows.93
Without denying the potential benefits of being able to reimpose capital controls as part of a strategy to deal with financial market turbulence, the most important priority is to press on with policy reforms that reduce underlying vulnerabilities. One way of translating this into operational terms for policy is to identify the key areas in which controls, at least to some degree, substitute for completion of policy reform, and relate those to the possible incidence of crisis:
Fundamentally, sound macroeconomic policies cannot be substituted by capital controls. At the margin, however, controls have been used to allow the pursuit of exchange rate and monetary policies that would otherwise have been incompatible, at least in the absence of a change in policy mix. Until recently, for example, strict controls on most capital inflows and outflows in Slovenia allowed the authorities to pursue a money target while also tightly managing the exchange rate. However, such controls tend to lose their effectiveness over time, as markets circumvent specific restrictions—aided by the increasing range of domestic financial instruments. Over the time horizon of EU accession, it is reasonable to expect that applicants would have established sufficiently sustainable macroeconomic policies to allow full capital liberalization, except perhaps to the extent that they experience unanticipated shocks to which a heavily burdened fiscal policy takes time to adjust.
A specific instance of the foregoing relates to the ability to drive a wedge between domestic and international interest rates. In Hungary, for example, the previous narrow exchange rate band would likely have come under extreme appreciation pressures at times in the absence of controls on short-term flows. And current EU/EMU members, such as Spain, enjoyed the ability to use controls to drive such a wedge well after the point of EU accession. Over time, as exchange rate and inflation expectations stabilize, the need for such an artificial wedge should disappear.
In countries where the domestic financial system and the prudential framework are not yet robust, capital controls (notably on short-term inflows) can serve as a palliative, reducing the scope for transactions that could result from moral hazard. As with macroeconomic reforms, here too a strong case can be made for advancing as swiftly as possible to strengthen financial systems, rather than relying over the medium-term on capital controls as a partial substitute—and one which, in any case, will only mitigate distortions in the allocation of international (as opposed to domestic) savings.
Finally, to some degree speculative attacks unrelated to macroeconomic fundamentals can be considered a form of market imperfection, and there is a plausible case for the retention or reimposition of capital controls to counter these. Within ERM2, countries should be ready to cope with heavy and prolonged foreign exchange market pressures. However, in a situation of incipient major capital inflows or reversals that appear unrelated to policy slippages (for example, convergence plays or contagion effects), there may be a case for reintroducing capital controls on a strictly temporary basis. In this situation of temporary pressures, the appropriate responses are to attempt to reduce the volume of capital flows and to intervene to prevent the exchange rate from breaching the band.94 Together with interest rate adjustments, the temporary reintroduction of capital controls may be an effective method of limiting surges in capital that could reduce the need for coordinated foreign exchange market intervention by the ECB and ERM2 participants.
Economic risks of moving to pegged regimes in today’s markets underscore the importance of macroeconomic and financial policy fundamentals—but also suggests the need for some readiness to allow reimposition of controls in crisis circumstances. It is worth bearing in mind that the last round of members (pre-Maastricht) enjoyed some flexibility in this respect at a time when markets were if anything less prone to attacks on adjustable pegs. The case of Spain is illustrative. After joining the European Community in 1986, Spain was subject to significant capital inflows. Although the authorities had been dismantling controls on capital outflows to comply with EC provisions, several controls on inflows were introduced in and after 1987, including direct controls.95 However, the situation facing Spain in 1986 was different from the one that will face the enlargement countries. On the one hand, the need for controls may have been reduced owing to the substantial widening of the exchange rate band under ERM from ±2.25 percent to ± 15 percent. However, there has also been a huge expansion in global capital flows and the added flexibility afforded by the wider bands is unlikely to be sufficient to accommodate the larger volume and volatility of capital flows, especially in foreign exchange markets where turnover is normally quite small. Thus, the ability to reimpose capital controls to deal with market turbulence remains justified, but cannot substitute for the pursuit of fundamental reforms, especially regarding macroeconomic and financial sector policies.
Costas Christou Christina Daseking
This chapter discusses the medium-term fiscal challenges facing the CEC5 as they head into EU accession. In many respects, these challenges are similar for all five. They arise from the final stages of transition, the adoption of the acquis communautaire and, of course, the more generic concerns of emerging market economies seeking to foster economic growth and stability in a setting of potentially volatile capital flows. In a nutshell, fiscal policy needs to reconcile three objectives in order to promote economic growth that is not only strong but sustainable: a sufficiently strong general government balance, an increase in key reform expenditures, and a progressive reduction in very high tax rates on labor.
These challenges need to be faced from differing starting positions. The Czech and Slovak Republics, for example, are still completing bank and enterprise restructuring; Poland needs to reform a large agricultural sector; and Slovenia faces particularly strong demographic pressures. There are differences, too, in the costs of adopting the acquis communautaire—though the scale and phasing of these remain to be determined, and sizable transfers from the EU will mitigate them. At the same time, macroeconomic circumstances are diverse and increasingly susceptible to fluctuations in global markets. In 1999, the illustrative reference point for most of this chapter—which is concerned with the structural challenges rather than the specific macroeconomic situation at a point in time—the Czech Republic had the lowest inflation rate, Hungary the highest external debt ratio, and Poland the largest current account deficit. Finally, though headline fiscal deficits seemed similar at the time (except for Slovenia’s, which was close to balance), primary balances varied widely, with revenues and expenditures differing in size and structure; and deficit numbers will change to varying degrees once calculated fully in line with international norms. All these differences will influence fiscal strategy over the medium term.
The task of formulating medium-term fiscal policy in these countries is complicated by a range of uncertainties. Some are inherent in the challenges described above—the magnitude of spending needed to complete transition and adopt the acquis, for example. Revenues will depend on the specifics of tax reform, and will be hard to project accurately in economies where structures and institutions are still evolving. In addition, major uncertainties result from the macroeconomic setting—including the prospective behavior of private sector saving and investment (hence, the dynamics of current accounts and external debt), and the size and variation in international capital flows.
The position taken in here is that uncertainties should not prevent, but rather prompt, a strong medium-term orientation for fiscal policy—with objectives formulated in a well-specified quantitative macroeconomic framework. Establishing links between fiscal policy and other macroeconomic objectives, a medium-term framework can help expose the tensions facing policy—and recognizing such tensions early on is crucial to set policy on a strategic and sustainable course. Structural expenditure reforms, for example, can be initiated sufficiently early to achieve needed savings; and cuts in public investment can be avoided, as far as possible, at times of budgetary stress. Crucially, such frameworks help catalyze upfront political consensus on budgetary strategy, allowing development of structural reforms that go beyond year-by-year trimming and thus are more likely to prove predictable and durable. And over time, as medium-term frameworks become deeply rooted, they can also serve as an important instrument for building governments’ fiscal credibility. The Pre-Accession Economic Programs (PEPs)—which are part of enhanced EU surveillance of accession candidates—include, to varying degrees, a description of such frameworks.
The underlying goal of such medium-term fiscal frameworks should be to support real convergence toward EU levels of income, by fostering growth that is both strong and sustainable. In this context, the paper takes stock of the level and structure of public spending and revenue, and underscores the need both for tax reform and for reorienting expenditure toward priority areas. In particular, resources are needed to complete transition and adoption of the acquis communautaire, to modernize infrastructure and protect the environment, and to improve pension and health care systems in ways that will contain long-term costs. Over time, the tax burden on labor also needs to be reduced. The analysis suggests that scope exists to achieve these goals by restructuring existing expenditure, while broadening the tax base and improving tax administration. Nonetheless, it may take time for reforms to deliver significant savings, and some restructuring will involve upfront costs.
Inescapably, therefore, governments need to assess the trade-offs between priority spending and tax reform programs that will help set the stage for strong economic growth and the extent and timing of fiscal consolidation. With such competing priorities, fiscal consolidation should not be motivated simply by a desire to meet EU Convergence or Stability Pact targets prematurely. It should be evaluated directly in terms of its contribution to assuring the sustainability of growth. Indeed, one of the more complex challenges these countries face over the medium term is how to determine an appropriate goal for the fiscal balance, thus setting an envelope for other fiscal choices.
For growth to be sustainable, fiscal policy must help ensure that macroeconomic imbalances are kept in check. Through a number of examples, the chapter illustrates the role of macroeconomic considerations in assessing medium-term goals for the fiscal balance. It presents calculations, based on some simplifying assumptions, to illustrate the linkages between fiscal policy and external and public debt sustainability in these five economies. A basic finding is that public debt dynamics are not an overriding concern (provided entitlement reform addresses the fiscal impact of population aging and large fiscal slippages are avoided), but that in most of the countries external debt and current account considerations deserve careful attention when formulating fiscal policy.
Beyond an analysis of debt dynamics, the chapter stresses that judgments on medium-term fiscal adjustment must reflect a more complex set of country-specific factors. Among these, financial considerations loom large—including notably the composition of external financing, the exchange rate regime, reserve adequacy, the existence of quasi-fiscal deficits, and the robustness of the domestic financial sector in the event of shocks. After evaluating this range of elements, IMF surveillance assessments have typically found that some further fiscal consolidation is called for in these five economies. In some cases, this would involve a somewhat tighter fiscal stance than current official plans, in order to limit external current account deficits in the face of other vulnerabilities.
Within any medium-term fiscal envelope, tensions are bound to arise in formulating growth-promoting revenue and expenditure policies. The analysis in this chapter illustrates that it will be hard to reduce overall revenue ratios rapidly, if fiscal deficits are to be contained and growth-oriented expenditure safeguarded. Spending pressures in a number of priority areas may, in fact, be intense. And other categories of expenditure will have to adjust. These latter categories are termed “managed” expenditures in the paper and include the bulk of primary current spending that can be restructured and reduced (relative to GDP) without seriously impairing medium-term growth prospects. But taking a realistic view of this adjustment, expenditures for modernization—though a priority—will have to be phased prudently; and tax cuts, while necessary, will need to be cautious, especially before reaping the fruits of strengthened tax administration and base broadening. Resolving such tensions requires realistic timetables for reform. In addition, appropriate financial support by the EU for these countries’ adoption of the acquis will be important, and the paper discusses initiatives already taken by the EU in this area.
To resolve these tensions, an iterative approach will likely be needed, and six steps are outlined for designing a sound medium-term fiscal framework. These steps lead from an appropriate fiscal balance target to ceilings on managed expenditure, set to safeguard priority spending that is crucial for the modernization of the economy. At the same time, this approach provides for specification of tax reform priorities and sequencing upfront—albeit with some flexibility on the timing. An iterative approach along these lines provides a quantitative framework within which to assess realistic timetables and funding for the adoption of the acquis communautaire. Two country examples illustrate this methodology.
In an uncertain setting, it is not enough to define a strategy upfront and identify structural reforms: an effective approach must, from the outset, incorporate mechanisms to deal with the unexpected. Medium-term fiscal frameworks move the annual budgeting process into a multiyear context, but experience in advanced economies illustrates that their features, including the balance between commitment and flexibility, can differ in line with country circumstances. In the five central European candidates for EU accession, a case for significant flexibility appears evident, and the paper argues for combining flexibility in some areas with firm precommitments in others. With major uncertainty about reform-related expenditures, capital flows, and the macroeconomic framework, fiscal policy needs scope to react. In particular, the fiscal framework has to allow for adjustments in fiscal balance targets, if macroeconomic conditions change.
Drawing on the experience of several advanced economies, but with special emphasis on uncertainties, the analysis here leads to four broad recommendations concerning ways to balance commitment and flexibility in fiscal frameworks for the five accession candidates. They should be formulated on a rolling basis, that is, updated every year, in order to deal with the wide range of uncertainties. In a setting where further consolidation is typically needed, fiscal objectives should be based on realistic but prudent assumptions, and conservative macroeconomic projections, but with upfront understandings on how to respond to fiscal overperformance as well as adverse developments. Frameworks should specify governments’ specific strategies for tax reform, but maintain flexibility on their phasing. To ensure a strategic approach to cost-cutting, firm political commitments should be made in terms of ceilings for “managed” expenditure—that is, outlays associated with spending programs and civil service structures that need to become more efficient to make room for new expenditure priorities. Such ceilings will need to be derived through an iterative process that reconciles deficit and revenue objectives with various spending and tax reform goals.
Critically, expenditure ceilings must be sufficiently firm to catalyze upfront agreement on reform measures that will improve the efficiency of managed spending. Among key reforms to improve spending efficiency in the five countries are restructuring the civil service and improving the targeting of social spending. Agreeing and implementing reform measures will be difficult—even more so when a large share of spending authority is devolved to local levels—and savings may only occur over time. Firm political commitments, by increasing the stakes in meeting the ceilings, should help ensure that they are realistic and credible, while giving ministries some autonomy in execution. Of course, realism dictates that, in an uncertain environment, nothing can be entirely sacrosanct: the preservation or adjustment of fiscal goals may call for subsequent adjustment in managed spending—within the rolling framework—as well as a reconsideration of the other components, such as the timing of tax cuts and planned reforms. But a credible strategy upfront is needed to secure commitment to difficult structural reforms.
The basic medium-term policy agenda in these five countries is set by the common goal of promoting strong and sustainable growth, with fiscal policy having to reconcile three broad objectives:
realization of a strong fiscal position that will (i) address country-specific concerns of external vulnerability; (ii) facilitate and sustain disinflation; (iii) ensure room for maneuver in conducting effective stabilization policies in the face of unexpected shocks; and (iv) prepare for longer-term challenges arising from population aging. Over time, of course, a goal will be to meet the requirements of the EU’s Convergence Programs, and later the Stability and Growth Pact—but countries’ Pre-Accession Economic Programs are not subject to the excessive deficit procedure, which will not apply for many years (Box 7.1);
a reduction in the high tax burden on labor income, in order to boost private-sector-led growth and employment, while adjusting indirect taxes and tariffs to prepare for the single EU market; and
an increase in some areas of government spending associated with reforms to (i) complete the transition agenda; (ii) modernize the economy through investment in areas such as infrastructure and the environment (also meeting EU requirements); and (iii) improve pension and health care systems in ways that will contain longer-term costs.
Box 7.1. Pre-Accession Economic Programs (PEPs) in Future Perspective
During each of the three stages—pre-accession, accession with a derogation for the adoption of the euro, and eventual adoption of the euro—countries need to submit economic programs.1 In 2001, PEPs were presented to the European Commission (EC) by the Czech Republic and Hungary (in the spring), and by Poland, the Slovak Republic, and Slovenia (in the fall).
There are two key aspects to the PEPs. First, they are meant to concentrate on the economic reforms needed for EU accession. Second, they are meant to offer an opportunity to develop the institutional and analytical capacity necessary to participate in EMU (with a derogation for adopting the euro) upon accession, particularly in the areas of economic analysis and medium-term policy planning. PEPs are to include a coherent and consistent five-year macroeconomic framework with quantitative scenarios; a discussion of medium-term fiscal objectives, and tax and expenditure policies to achieve these objectives, complemented by sensitivity analyses; and a description of structural reform commitments. The development of the institutional capacity to coordinate between the various ministries, government agencies, and the central bank will be a particularly important aspect ensuring the success of the PEP procedure.
In the PEP phase, with the focus on preparing a candidate country for accession to the EU and on developing institutional and analytical capacity, the Maastricht criteria, including on the government deficit and public debt, do not apply. Indeed, as the EC and the Council have stressed on several occasions, the Maastricht convergence criteria are not accession criteria. All this underscores that the guide to fiscal policy in the run-up to EU accession is the candidate countries’ economic fundamentals, not the Maastricht limit on fiscal deficits of 3 percent of GDP, and a key objective is to achieve strong growth while maintaining macroeconomic stability to ensure its sustainability. Thus, real convergence—through, for example, the Copenhagen criteria—is emphasized in the pre-accession phase, and this involves the implementation of necessary structural reforms, to support both transition and growth. It also involves fiscal spending in support of these reforms, at a time when macroeconomic stability is important if growth is to be sustained. To maintain stability, in the face of pressures for higher expenditure on structural reform, fiscal policy needs to otherwise be appropriately restrained.
Shortly after accession, new member states will have to prepare Convergence Programs, which will set out their budgetary strategies for the forthcoming years. The objective is to prepare member states with a derogation on the adoption of the euro to achieve a high degree of sustainable convergence, to meet the Maastricht criteria, and set out the medium-term budgetary objectives of a position close to balance or in surplus. The Council will examine the programs, and based upon a Commission recommendation, ECOFIN will adopt an opinion on each of the programs. But even in the convergence stage, the excessive deficit procedure has an evaluative element to it, which allows for fiscal deficits larger than 3 percent of GDP if for good economic reasons, and fines are not assessed until countries enter the stage of preparing Stability Programs.
A member state who has adopted the euro, and has thus achieved a high standard of sustainable convergence, must provide a Stability Program, which will maintain a sound budgetary position and set out its medium-term budgetary objective of a position close to balance or in surplus.
1Source: The European Commission website: http://europa.eu.int/comm/enlargement.
Specifics of reform differ significantly, however—as do macroeconomic circumstances in each country. First, on reforms, the Czech and Slovak Republics still face a significant burden resulting from bank and enterprise restructuring; and in Poland, with steel and coal sector restructuring ongoing, the largest challenge lies in agriculture—with uncertain fiscal implications. Second, though demographic pressures loom in all of the five, magnitudes differ considerably, with Slovenia facing by far the largest shock: Hungary, Poland, and Slovenia, have adopted reforms to strengthen the sustainability of their pension systems, though these imply additional short- and medium-term fiscal pressures. Third, spending related to adoption and implementation of the acquis communautaire is bound to differ—though comparisons are made difficult by the uncertainty at present about scale and phasing. Fourth, macroeconomic situations are diverse and subject to fluctuations. Using 1999 as an illustrative reference point, inflation rates ranged from 2 percent in the Czech Republic (4 percent in 2000) to more than 10 percent (in both years) in the Slovak Republic. In terms of external positions, the Czech Republic was an external creditor (if FDI is excluded), while Hungary’s net foreign debt ratio exceeded 20 percent of GDP.96 Poland had a current account deficit of 7½ percent of GDP in 1999 (although the 2000 outcome was close to 6 percent).97 This compares with a deficit in 1999 of 3 percent of GDP in the Czech Republic (rising to some 4¾ percent of GDP in 2000). Finally, the different challenges for fiscal policy are also shaped by the monetary and exchange rate regimes, although the regimes in the five countries are similar. Four of them pursue formal or informal inflation targeting (albeit, in Hungary, within a wide exchange rate band), while Slovenia combines monetary targeting with a managed float.
Even in terms of the fiscal starting position, similarities are less than suggested by a simple comparison of general government deficits. With the exception of Slovenia, deficits in 1999 were almost identical, at slightly above 3½ percent of GDP (Figure 7.1).98 However, this comparison is misleading: these official “headline” measures99 are not fully consistent across countries, and deviate to differing degrees from the definition in the European System of Accounts (ESA-95).100 Also, they take no account of quasi-fiscal deficits in the public enterprise and banking sectors, which have been largely eliminated in Hungary, for example, but not in the Czech and Slovak Republics. Moreover, as a result of past fiscal trends—and, in the case of Poland, the impact of official debt restructuring—the interest bill, and thus the primary balance, differs substantially across countries.101 The Czech Republic was running a primary deficit of 2½ percent of GDP in 1999 (1¼ percent of GDP after recent data revision)—which more than doubled in 2000, driven by banking sector problems102—while Hungary was showing a primary surplus of almost 4 percent of GDP. Finally, the size and structure of revenues and expenditures differs quite substantially within the group. In all five countries, the relative size of the government—measured by either 1999 revenue or expenditure shares in GDP—has fallen below the EU-average (Figure 7.2).103 However, both ratios were considerably lower in the Czech Republic than, for example, in Hungary or the Slovak Republic—which also have the highest tax wedge (social security contributions and personal income taxes as a share of gross salaries). On the expenditure side, Poland spends a particularly large share on transfers to households, while public consumption as a share of GDP is highest in the Slovak Republic. Thus, the similarities in the accession group are smaller than a first glance might suggest, indicating scope for differences also in medium-term fiscal strategies.
Figure 7.1. Government Balances in the CEC5 and the European Union, 1993-99
(Percent of GDP)
Sources: IMF, World Economic Outlook; and IMF staff estimates.
1Excluding privatization receipts (in Hungary, of central government only). Data for Hungary are on a consolidated GFS basis from 1998 on, only.
2Defined as total revenue minus noninterest expenditure.
3The CEC5 aggregate is derived as the unweighted average for the five central European countries under study; the EU aggregate is the unweighted average in the European Union, excluding Luxemburg.
The governments of all five countries under study are aiming to strengthen their fiscal positions over the medium term in order to sustain confidence and foster domestic savings (Box 7.2). Goals differ considerably, partly reflecting differences in macroeconomic circumstances, fiscal starting conditions, and remaining reform agendas discussed above. As countries review their objectives in the context of the accession process, a crucial question they face is what benchmarks to use, and what considerations to weigh, in setting the goal for the overall medium-term fiscal balance. The ultimate yardstick is arguably the lasting impact of fiscal policy on economic growth: while appropriate tax and expenditure policies can significantly strengthen economic performance, a prudent overall fiscal position is crucial to ensure that growth is sustainable. And in countries where investment and growth depend strongly on capital inflows, sustainability is to a high degree a question of containing external vulnerabilities.
Figure 7.2. Revenue and Expenditure Trends in the CEC5 and the European Union, 1993-99
(Percent of GDP)
Sources: IMF, World Economic Outlook; and IMF staff estimates.
1Excluding privatization receipts (in Hungary, of central government). Data for Hungary are on a consolidated GFS basis from 1998 on, only.
2For Czech Republic, includes grants to transformation agencies. For Hungary, see footnote 1.
3The CEC5 aggregate is derived as the unweighted average for the five central European countries under study; the EU aggregate is the unweighted average in the European Union, excluding Luxemburg.
Box 7.2. Medium-Term Fiscal Plans of the Accession Countries
Quantitative medium-term fiscal objectives for the general government have been formulated in the individual countries’ Pre-Accession Economic Programs (PEPs). The main features of the 2001 PEPs are as follows:
The Czech Republic’s PEP foresees the general government deficit (excluding privatization receipts) rising sharply to around 10 percent of GDP in 2001–02 before strengthening to 4½ percent of GDP in 2004—some ½ percentage point below the 2000 level. Revenues are targeted to rise by 1 percentage point of GDP relative to 2000, sufficient to offset higher projected interest spending, while the primary expenditure ratio is targeted to return close to its 2000 ratio to GDP.
Hungary’s PEP targets a reduction in the general government deficit to 2 percent of GDP by 2004. This would imply an adjustment relative to 2000 of about 1½ percentage points of GDP. The fiscal plan envisages a decline in the expenditure ratio of more than 4 percentage points of GDP from its 2000 level and a reduction in revenues by close to 3 percentage points of GDP.
Poland’s PEP was issued by the previous government. The focus was on the “economic deficit,” which adjusts the general government balance, among other things, for the impact of the pension reform. The previous government targeted a reduction in the economic deficit, relative to 2000, of ½ percentage point to 1¾ percent of GDP in 2004. With the revenue ratio (corrected for the pension reform effect) envisaged to decline by some 1¾ percentage points, the spending ratio would need to fail by about 2¼ percentage points of GDP, relative to 2000.
The Slovak Republic’s PEP targets a fiscal deficit of 2½ percent of GDP by 2004. This represents an adjustment of about 1¼ percentage points of GDP, relative to 2000. A drop in the expenditure ratio by some 7 percentage points of GDP, relative to 2000, is envisaged along with a gradual decline in revenues of 6 percentage points of GDP.
In Slovenia’s PEP, the government’s objective is to reduce gradually the fiscal deficit and achieve broad balance by 2004. The adjustment is envisaged to be achieved through a reduction of the expenditure ratio by about 1½ percentage point of GDP relative to 2000, with the revenue ratio remaining broadly unchanged.
The broad tax and expenditure priorities identified by these five countries also reflect a concern to foster medium-term growth. Most countries under study (the Czech Republic being an exception) intend to meet their medium-term fiscal balance objectives through cuts (sometimes sizeable) in expenditure ratios, while also planning to lower tax rates on labor income. While the relationship between fiscal policy and economic growth is far from clear-cut, combinations of tax cuts on labor income with spending restraint focused on durable adjustments in the public wage bill and transfers are likely to encourage growth over the medium term. Moreover, such policies should help counter any short-term contractionary effects of fiscal consolidation (Box 7.3).104 In general, for growth to benefit over the medium term, it is crucial that spending targets be achieved by lasting reductions in current programs, and not by a suppression of investment and other growth-enhancing expenditure. Moreover, if fiscal consolidation is perceived as credible and lasting—reinforced by a realistic and transparent medium-term fiscal strategy—the positive effects on growth are likely to emerge faster. Meeting targets for the fiscal balance, while achieving revenue objectives and safeguarding priority expenditure, is the true challenge—and will require difficult policy choices.
To ensure that growth is sustainable, fiscal policy over the medium term needs to safeguard public debt and external sustainability. High fiscal deficits and their translation into rising public and external debt ratios and large current account deficits have been found to increase a country’s vulnerability to crisis.105 Moreover, if a crisis occurs, its impact on output is typically most serious in emerging market economies characterized by large and potentially volatile capital inflows;106 and it is more likely to occur when these inflows are debt creating.107 In this regard, fiscal consolidation can play a key role in buttressing sustainable economic growth: it allows an expansion of private investment, without jeopardizing external viability. Appendix I demonstrates the linkages in these economies between fiscal policy and public and external debt dynamics and the current account, using the situation in 1999 as its illustrative reference point. Based on a number of simplifying assumptions, it shows how a quantification of these linkages can provide a valuable safety check for fiscal policy.
A first and fundamental issue is whether public debt sustainability is a binding constraint. The quantitative analysis in Appendix I suggests that public debt sustainability does not pose a constraint to existing fiscal plans—though an important caveat is needed. It assumes that entitlement reform will be the main route to address the fiscal impact of population aging. Otherwise, stronger fiscal positions could be required to ensure debt sustainability. Indeed, Hungary, Poland, and Slovenia have moved ahead with reforms to strengthen the sustainability of their pension systems—an area where some existing EU members are lagging in reform.
For some of the countries, concerns of keeping external debt and current account deficits within prudent ranges appear to be relevant when setting medium-term fiscal balance objectives. The quantitative analysis in Appendix I illustrates this relationship, by determining fiscal positions that are consistent with prudent external debt objectives. The link occurs through the current account deficit, the share of nondebt financing, and stylized assumptions about private saving and investment behavior. Based on the economic situation in 1999, the analysis derives illustrative targets for fiscal adjustment, taking into account the relatively high external indebtedness (in Hungary), a considerable current account deficit (in Poland), and the potential for a deterioration in the private sector saving-investment balance—or alternatively, somewhat smaller FDI inflows (in the Czech and Slovak Republic). For Slovenia, none of the factors were found to warrant fiscal tightening, but a goal of approximate budget balance appeared well-grounded in light of a particularly severe demographic shock as well as the need to prepare for the impact of the final stages of external liberalization.
Box 7.3. Fiscal Adjustment and Growth
When assessing the relationship between fiscal policy and economic growth, it is useful to distinguish short-term from longer-term considerations (see Alesina and Perotti, 1997, and Alesina and others, 1999, for a comprehensive discussion).
A short-term perspective, in line with the traditional Keynesian approach, associates contractionary fiscal policy with lower output, brought about by a reduction in aggregate demand in a world with sticky prices and wages. With a propensity to consume of less than unity, cuts in public spending, by lowering demand directly, have a larger impact than higher taxes that affect demand via their impact on disposable income. Also, the effect of either measure is smaller in an open economy, as imports absorb a larger part of the impact on aggregate demand. Moreover, with high capital mobility and a flexible exchange rate, the effect of fiscal policy is weaker, as the resulting depreciation (in the case of a fiscal tightening) stimulates net exports. This short-term link between fiscal policy and output is not unqualified, however, as other effects also come into play, some of which (such as wealth effects from a reduction in the expected future tax burden) are working in the opposite direction.
Over time, the effect of fiscal consolidation on economic growth is increasingly influenced by the way it is achieved—that is, by the composition of revenue and expenditure measures. In general, an adjustment that relies on tax increases, particularly on labor income, is more likely to have a lasting contractionary effect through its negative impact on employment. An expenditure-driven adjustment, on the other hand, can be expansionary over the medium term, depending on which categories of spending are reduced. While durable adjustments in the public sector wage bill and transfers are more likely to be conducive to sustained growth—particularly, if associated with lasting changes in entitlements—cuts in investment spending can have the opposite effect. However, not all public investment is growth-enhancing, and some may be “crowding-out” rather than “crowding-in” private sector activity. In the same vein, positive externalities can also be associated with current spending, for example, in the area of education.
While empirical evidence regarding the effects of fiscal consolidation is mixed (see Alesina and others, 1998, and IMF, 2001b), several authors do find evidence of an association between fiscal contractions and somewhat higher economic growth, even in the short term. This is particularly the case in countries characterized by large governments and high levels of government debt, where non-Keynesian effects are likely to be particularly important, and where fiscal contraction results from falls in government spending.
In practice, it is crucial to look beyond headline numbers for deficits and debt. First, the nature and composition of external financing is key in assessing external vulnerability; it is not only the debt characteristics but also the maturity profile of capital inflows that matters, with a large build-up of short-term debt, particularly in relation to the stock of reserves, raising the probability of crisis.108 Secondly, the exchange rate system plays a role. All countries have given up soft pegs, thus reducing their vulnerability to misalignments and speculative attacks. Nevertheless, in small open economies that rely heavily on foreign financing, the exchange rate is too important a price to ignore in the conduct of domestic economic policy. With monetary policy focused on price stability, fiscal policy may need to play a role in limiting external imbalances and preserve competitiveness. Third, the domestic counterpart of external imbalances also needs to be assessed in judging sustainability. Imbalances are typically of much greater concern if driven by excessive consumption. But—a more complex issue—the efficiency with which foreign inflows are being utilized for investment in the private sector is also key: even FDI inflows may take advantage of distortions in domestic markets or rely on implicit guarantees.
The above considerations point to the importance of a sound financial sector when appraising sustainability and the extent of vulnerability to external risks. Especially if capital inflows are liberalized without adequate supervision and regulation in place, the potential for excessive external borrowing and on-lending—often encouraged by implicit or explicit government guarantees—can rise rapidly. This places emphasis on reforms to strengthen banking systems which directly diminish financial vulnerability and—while often adding to explicit public deficits and debt—may not result in a deterioration of the external current account.109 In this area, the Fund’s enhanced surveillance over the financial sector should help shed light on strengths and vulnerabilities—and four of the five economies have participated in IMF World Bank Financial Sector Assessment Programs (FSAPs), with an FSAP for the Slovak Republic being conducted in the first half of 2002. In sum, judging external sustainability entails an assessment of these qualitative aspects of the domestic setting—an assessment that is perhaps easier to make in the smaller and most open economies, and those where banking systems have been most fundamentally restructured.110
After setting appropriate targets, the pace of medium-term fiscal consolidation may need to be adjusted in the event of temporary output shocks and cyclical pressures. All five countries will continue to face shocks—emanating, for example, from energy prices, emerging market contagion, or the late stages of transition. Exposure to shocks varies across countries and, in many instances, is likely to diminish: transition-related shocks will recede over time, and the status of these countries as leading EU accession candidates should serve to mitigate their exposure to contagion from emerging markets. But when shocks occur, fiscal stabilizers can play a potentially useful role in softening output fluctuations, thus warranting possible adjustments in the pace of consolidation (indeed, the global economic slowdown in 2001 serves as a case in point). Of course, the effectiveness of fiscal policy is constrained in relatively open economies, and flexible exchange rates in all five countries help reduce the burden on fiscal policy to stabilize output in the event of a negative demand shock. Irrespective of the exchange rate system, however, fiscal policy will need to play a role when excessive domestic demand exerts pressure on resources, whether mainly on domestic prices or directly on the current account.
In the end, decisions on medium-term targets for the fiscal balance will reflect a varied and complex set of issues. A definitive judgment will clearly need to take account of the various factors discussed above, as well as longer-term issues, such as demographic trends. Moreover, with strong and sustainable growth as the ultimate objective, the decision about medium-term fiscal adjustment must consider the trade-offs between revenue and expenditure objectives, and the target for the fiscal balance. As it turns out, IMF surveillance, which takes account of country-specific circumstances, has tended to favor fiscal goals for these countries ranging between moderate deficits and a position of overall balance implying, in most cases, recommendations for further consolidation.111
The IMF’s assessments of medium-term fiscal requirements are now typically made public and updated at least annually in the context of Article IV consultations. They can be found on the country pages of the IMF’s website (http://www.imf.org). A key point of these assessments is that even against a common background of transition, recommended medium-term fiscal balances are not identical. This reflects many factors, including different starting positions, different economic prospects (for example, for the behavior of saving-investment balances), and also differences in definitions—which hamper comparisons across countries. In view of the usual host of uncertainties on the macroeconomic front, and also because of measurement problems—which should lessen as data quality improves over time—projections will undoubtedly be revised moving forward. Fiscal balance targets may need to be reconsidered as a result. It is also fair to say that the debate between the IMF and country authorities has not focused exclusively on issues of deficit size. It has focused deeply on the need to eliminate quasi-fiscal deficits and to move forward with public expenditure reforms—and thus to reorient the public finances in support of growth, taking into account the potential tensions between fiscal adjustment, on the one hand, and growth-supporting revenue and expenditure reforms on the other. Revenue and expenditure reforms are the subject of the next two sections.
A reduction in the tax burden on labor income should be a priority in all five countries. When social security contribution rates are combined with personal income taxes, the nominal tax wedge exceeds 40 percent of gross salaries in all five countries, and reaches about 60 percent in Hungary and the Slovak Republic.112 These tax wedges on labor are high even by the standards of existing EU members—where the average nominal tax wedge is below 40 percent. Reducing the wedge between gross and net salaries should boost both labor demand and incentives to work, thus fostering higher growth and a lasting reduction in unemployment rates.113
A key challenge for the five accession candidates is to ensure that a reduction in the tax rates on labor income is well coordinated and sequenced with a broadening of tax bases and improved tax administration, to avoid excessive revenue losses.114 The authorities could broaden tax bases if they eliminated various tax credits, reduced exemptions, and strengthened tax administration so as to improve collection rates. The revenue effect of lower tax rates on labor could be offset, at least in part, by higher employment and a shift of activity from the gray economy to the formal sector.
Moving closer to principles applied in more advanced economies could help address weaknesses in tax administration. The effectiveness of tax administration differs across the five countries. Depending on the circumstances, there may be scope to improve the management and organization of tax offices and to enhance coordination between tax collection agencies. The focus should be on greater specialization in the functions of the staff in tax offices to support a system based on self-assessment (for example, processing returns, collecting tax arrears, and carrying out audits). In addition, headquarters operations may require strengthening so that tax departments are better equipped to implement critical reform measures. The maintenance of consistent data on taxpayers, and a regular exchange of information between revenue agencies are also important elements of an effective administration. Efficiency gains obtained through specialization would free resources from routine undertakings and could be redirected toward audit and enforcement activities. To this end, improvements in staff training and introduction of modern systems (including a unique tax identification number) would be crucial. Finally, given the high level of tax arrears in some countries, tax administration reforms need to include strengthening collection enforcement procedures, granting the necessary legal powers to the tax administration to combat tax evasion, and reforming the framework of penalties and fines in order to discourage noncompliance. Efforts to conform with EU accession requirements—on which work has already begun—should generate further improvements in tax administration.115
A comprehensive reform of the personal income tax may also strengthen revenue collection and would be a useful element of tax harmonization and improved competition. Revenue generation through personal income taxes is hampered by the number of deductions and exemptions, and generally high marginal tax rates. In some of the countries, individuals also seem to avoid the personal income tax precisely to avoid paying large social security contributions, contributing to the fact that a significant portion of economic activity is not captured within the tax net.116 A reform strategy could include reductions in rates, the number of tax brackets, and the extent of exemptions and deductions. Moreover, in the case of countries with low single-digit inflation, the reduction in the marginal tax rates could be combined with the taxation of interest income.
Some changes in corporate income tax rates and tax incentives may be warranted. Following the recent reforms to lower corporate income tax rates in Poland and the Slovak Republic, the scope for further rate reductions is quite limited.117 In addition to lost revenues, any decision to lower corporate income tax rates also needs to take account of the potentially undesirable effects resulting from growing divergences in taxes on capital and labor.118 A careful evaluation of the effectiveness of other investment incentives may also be useful, with a view to reducing certain tax holidays.119 Finally, emphasis should be given to broadening the tax base by removing special tax incentives, particularly in the Czech Republic, where the difference between the standard and the effective rate is largest. A neutral tax base (that is, a similar tax burden for different business activities) contributes to a level playing field, as does a simple depreciation system.
Medium-term revenue projections must take into account the effects of changes in indirect tax rates and tariffs implied by EU accession and compliance with WTO agreements, noting the range of uncertainty. The process of integrating the central European economies into the single market—free of restrictions on the movement of goods, services, and factors of production between countries—will imply a number of reforms. First, VAT systems could move closer to the ones of EU countries, which would generally entail an increase in the lower rate (especially in the Czech Republic and Slovenia), accompanied by a gradual decline in the standard rate (particularly in Hungary).120 In addition, better harmonization with EU standards would entail moving a number of goods, services, and activities that are now taxed at the lower rate to the standard rate (for example, construction activities in the Slovak Republic). Second, excise taxes will have to be aligned with those of the EU, involving increases in some rates (tobacco in Hungary and the Slovak Republic, for example). Finally, accession countries will need to continue implementing tariff cuts agreed under the Uruguay Round of the WTO, although the revenue impact of such cuts would be limited, given the small share of customs revenue in total revenue. The overall revenue effects of these measures are difficult to evaluate: in many cases the direction and magnitude would depend on substitution effects between higher and lower taxed goods, as well as offsetting rate and quantity adjustments. Moreover, scope remains, again, to broaden revenue bases.
In all, these reforms likely imply a reduction in revenue-to-GDP ratios in most of the countries. Except for the Czech Republic and Slovenia, this is generally consistent with official plans. To facilitate a reduction in the high tax rates on labor, without compromising fiscal targets, it is important to coordinate them with other measures that enhance revenues, notably the realization of revenue gains from better tax administration and broader tax bases. In any event, whether significant tax rate reductions can be achieved without compromising fiscal balance objectives will also depend crucially on success in containing public spending.
Various tensions are evident in the effort to reduce spending. This is particularly the case in light of spending pressures arising, albeit to differing degrees, from the need to (i) complete the process of economic restructuring; (ii) initiate reforms to lessen the long-term fiscal impact of population aging, implying additional medium-term fiscal costs; (iii) comply with EU regulations; and (iv) meet other country-specific spending obligations, such as membership in NATO. While these expenditures can be stretched out to some extent (for example, by negotiating longer transition periods for compliance with certain aspects of the EU’s acquis), spending restraint in other areas is still inevitable to secure the medium-term fiscal targets.
A number of areas are of particular relevance when developing estimates of the costs of reforms:
In the Czech and Slovak Republics, there remains a comparatively large unfinished agenda to complete the restructuring of the enterprise sector and absorb the fiscal impact of bank restructuring. The direct cost, particularly of enterprise reforms, to the countries’ budgets are difficult to project, as an undetermined share is expected to be borne by the private sector or offset by privatization receipts. Notwithstanding the positive longer-term effects of restructuring, indirect costs—in terms of higher unemployment benefits and other transfers—are also likely to add to the direct costs over the short and medium term. The fiscal cost of bank restructuring in the Slovak Republic is estimated at about 1 percentage point of GDP a year in interest on recapitalization bonds (whose total estimated value is equivalent to 12 percent of 2000 GDP), while in the Czech Republic, future cumulative bank restructuring costs are estimated at 14 percent of 2000 GDP (excluding costs related to Investični a Poštovni Banka (IPB) which could exceed 5 percent of GDP).121 In the Slovak Republic, the ongoing restructuring of the railways and electricity sectors could put additional pressures on fiscal policy. In Poland, the restructuring of the coal and steel sectors is still ongoing and reforms of the large agricultural sector have barely begun. The total cost of the coal and steel sector restructuring, covering closures, investment requirements, and severance packages—including the part borne by the affected companies—has been estimated at close to 3 percent of 1999 GDP.122 The effective fiscal impact of agricultural reforms is more uncertain, depending, among other things, on prospects for creating nonfarm jobs in rural sectors.
As in most of Europe, all five countries will experience sizable demographic pressures over the coming decades, with a diminishing share of workers to support a growing number of pensioners (Figure 7.3). The associated fiscal challenges, in terms of long-term pressures on pension and health expenditures, will be highest in Slovenia. Here, the old-age (or demographic) dependency ratio—namely, population of 65 and older in percent of population of 15–64—is projected to double to nearly 40 percent by 2030, and the deficit of the pension system (currently 4 percent of GDP) is expected to triple by 2010, in the absence of reforms. In the other four countries, the increase in the dependency ratios between 2000 and 2030 is projected to be around 10 percentage points—albeit from different bases, with the highest current rate of more than 20 percent in Hungary.123
Figure 7.3. Old-Age Dependency Ratio in the CEC5 and Europe, 1990-2030
(Population aged 65 and above in percent of working-age population of age 15-64)
Source: World Bank, World Development Indicators, 2000.
In response to the demographic outlook, Hungary, Poland, and Slovenia have implemented comprehensive pension reforms over the past years, culminating in the introduction of a partly funded multipillar system. Pension reform is also needed in the Czech and Slovak Republics, likely implying pressures on the fiscal accounts over the coming years. Although these reforms are expected to generate sizable savings over the longer term,124 the short- and medium-term effects on the government balances—even if supported by supplementary cost-saving measures125—are likely dominated by the revenue loss associated with transfers to the pension funds (provided these funds are not part of the general government). It should be noted that the immediate revenue loss associated with the reclassification of public to private pensions does not imply an underlying weakening in the fiscal stance from the perspective of national savings.126 Some fiscal tightening may well be appropriate, however, to cover various cost associated with the pension reform, including administrative expenses for setting up private funds as well as higher borrowing cost to finance the public sector deficit.127
The demographic outlook also affects health care expenditure, and needed reforms to the health systems to mitigate long-term costs could raise expenditure somewhat in the earlier years.128 While fiscal pressures could be mitigated by a variety of measures,129 they still create incentives for delaying reforms in the absence of a longer-term policy orientation and an explicit strategy for the coming years.
Compliance with EU legislation (that is, adoption of the acquis communautaire) is associated with additional spending for legal approximation and institution building, development of the transport infrastructure, and compliance with environmental standards.130 When assessing the fiscal implications of these measures, it should be noted that part of the additional expenditure is offset by transfers from the EU (Box 7.4).131 While many of these expenditures are already occurring, additional outlays, particularly for environmental investments, could be sizable. Estimates over the medium term are uncertain, depending, among other things, on how the acquis is met, the length of the transition periods granted to achieve compliance, and the portion of the costs borne by the private sector. While official projections are not available, earlier tentative estimates by the World Bank suggested annual government spending on environmental investments in the range of 2½-3¾ percent of 1997 GDP in the Czech Republic and 1¾-4½ percent of 1997 GDP in Hungary.132 In Poland, IMF staff estimates, based on projections by the World Bank and conservative assumptions for transition periods, suggested that spending on environmental investment (including operations and maintenance costs) would need to increase by 1¼-4½ percentage points of GDP between 1999 and 2005. Taking into account existing outlays, this would imply average spending of 1¼-3½ percent of GDP annually over 2000–05, to comply with EU environmental regulations.133 In Slovenia, total annual accession costs are estimated at 2½-4 percent of GDP, largely related to a strengthening of the country’s administrative capacity. As accession discussions continue over the next year or so, it will be important that countries develop firmer estimates of the related expenditure. A quantification of the fiscal implications associated with implementing the reform agenda will also be necessary to come to realistic agreements with the EU on the length of possible transition periods.
Box 7.4. EU Pre-Accession Assistance
A number of EU funds are available to support the accession process.1 To be eligible for them, candidate countries need to provide cofinancing and have in place the necessary administrative infrastructure.
The Phare program is the main instrument for financial and technical cooperation with the countries of central and eastern Europe. It was set up in 1989 to support economic and political transition and by 1996 it had been extended to include 13 partner countries from the region. Starting with an allocation of €4.2 billion for the 1990–94 period, the Phare budget was increased to €6.7 billion for the 1995–99 period. It is envisaged that for the period 2000–06 the program will provide €1.56 billion of annual support. In Agenda 2000, the European Commission proposed to focus the Phare program on preparing the candidate countries for EU membership by concentrating its support on two crucial priorities in the adoption of the acquis communautaire: institution building and investment support. Institution building pertains to adapting and strengthening democratic institutions, public administration, and organizations that have a responsibility in implementing and enforcing Community legislation. It is envisaged that approximately 30 percent of Phare funds will be used to meet institution building needs, in accordance with the conclusions of the Luxembourg European Council, in particular through the so-called twinning mechanism.
The Instrument for Structural Policies for Pre-Accession (ISPA) has been set up as part of Agenda 2000 and is dedicated to supporting environment and transportation projects so as to help align infrastructure standards with those of the EU. It is envisaged that over the period 2000–06, €1.04 billion a year (at 1999 prices) will be made available for such purposes. The main priorities of ISPA in preparing the applicant countries for accession will be: (i) familiarizing them with the policies and procedures of the Union; (ii) helping them catch up with EU environmental standards; and (iii) expanding and linking with the trans-European transport networks.
The Special Accession Programme for Agriculture and Rural Development (SAPARD) aims at providing structural adjustment support for agriculture and rural development. It will also support measures to enhance efficiency and competitiveness in farming and the food industry and create employment and sustainable economic development in rural areas. It is envisaged that the program will have an annual budget of €520 million (at 1999 prices) until 2006.
1source: The European commission website: http//europa.eu.int/comm./enlargement.
Finally, further spending obligations—though significantly more modest—are occurring in the Czech Republic, Hungary, and Poland from the need for modernizing the military infrastructure under NATO membership. The Slovak Republic and Slovenia are planning for similar expenditures over the next few years as part of their preparation for possible NATO membership. Although very difficult to project, NATO-related expenditures could raise defense outlays over the coming years by up to ½ percentage points of GDP annually. On the other hand, there may be scope for sizable efficiency gains, if part of the defense-related services are provided by the private sector.
Adding up the fiscal implications of reforms is more than an arithmetic exercise—it requires a careful consideration of structural reform priorities and their phasing. The desire—politically or economically motivated—to press ahead with reform measures creates tensions with the objectives of reducing deficits and tax rates. For example, if deficit and tax reductions were regarded as the more relevant objectives, and pressures were strong to speed up compliance with EU standards, there would be a risk that important projects (such as infrastructure investments) would be “crowded out” and difficult reforms with mostly longer-term benefits (for example, pension reforms) would be delayed. On the other hand, with a more flexible attitude toward the timing of tax cuts and longer transition periods for some EU-related outlays, other reforms could possibly be advanced. At all events, these trade-offs need to be carefully considered, and the development of a medium-term fiscal framework would facilitate that.
Reconciling the fiscal objectives in a sustainable manner will ultimately require adjustments in “managed” spending. Most countries anticipate a reduction in revenue ratios—largely motivated by the desire to reduce the heavy tax burden on labor income (see Box 7.2), In addition, all countries will need to absorb spending associated with the reform agenda outlined above. Thus, a successful fiscal strategy, which resolves the various tensions in an efficient forward-looking manner, calls for strict limits on the growth of the remaining “managed” expenditures—and, in some cases, most likely, a reconsideration of revenue targets, if balance objectives are adhered to.
To identify areas where spending is high and savings are feasible, it is useful to compare the expenditure structures in the five accession candidates with those in existing EU member countries. Such a comparison, illustrated in Figure 7.4, suggests that the share of expenditure on public consumption (defined as the sum of the wage bill and expenditure on goods and services) is largest in the Slovak Republic and Slovenia. Poland, on the other hand, spends a relatively large share on transfers to households, while Hungary and the Czech Republic may have room to reduce subsidies to enterprises. In all five countries, a significant portion of current expenditure is assigned to social security and welfare functions, with both Poland and Slovenia spending an even greater share of GDP for social purposes than the average EU member (notwithstanding higher income levels in the EU).
Figure 7.4. Indicators of Public Spending in the CEC5 and the European Union, 1998
(Percent of GDP)
Sources: National authorities; IMF, Government finance Statistics; and IMF staff estimates.
1 Data on subsidies in the Czech Republic include bank restructuring costs.
2 Refers to consolidated central government only. EU average is derived on the basis of the latest data available (ranging from 1995 to 1998), and excludes Belgium, France, Italy, and Portugal, for which no consistent data is available.
When comparing spending ratios, it is useful to take into account the generally positive correlation of government spending with income levels. This correlation suggests that lower spending ratios in the five countries would be more commensurate with their income levels. Within the European Union, there is a distinctly positive relationship between the current primary spending ratio (as well as its main components) and the per capita income level (Figure 7.5).134 On the basis of the trends derived for the European sample—and even more so in comparison with countries of similar income levels in other regions—all accession candidates have primary current spending ratios above the levels commensurate to their per capita incomes. The main cause for elevated spending ratios in the Czech Republic, Hungary, and particularly Poland, is a high level of transfers to households.135 In Hungary, fairly large enterprise subsidies also contribute to an elevated level of expenditure. The Slovak Republic spends a significantly larger share on public consumption than its income level would suggest. Finally, Slovenia’s spending ratios exceed comparative EU levels for both transfers and consumption, though not by much.
Figure 7.5. Per Capita Income and Primary Current Spending in Selected Countries, 19981
(Percent of GDP)
Sources: European Commission; World Bank Development Indicators; and IMF staff estimates.
1Regression lines are fitted to the observations on EU countries only, as the basis for comparison. Comparison of spending ratios is hampered by different coverage across countries. For example, data for Korea and Tunisia refer to consolidated central government only, where as data for Chile include public enterprises.
Box 7.5. Planning Spending Restraint—An Illustration for Poland
The decision where savings should be realized, and the pace of change, is a political one, which will reflect each country’s starting position and priorities. Once such priorities have been determined, an important aspect of the decision-making process is the design of specific reforms to achieve the desired result and an assessment of their impact. What follows is a very simple illustration for the case of Poland (based on the situation in 1999) of how savings could be allocated to three main spending categories, in order to bring about a targeted reduction in the ratio of primary current spending to GDP.1
The starting point is the formulation of baseline projections for total government spending in the absence of reforms. Given the government’s target for the overall fiscal balance—which, at the time, was the elimination of the (economic) deficit over the medium term—the baseline would imply an increase in the revenue ratio of 3½ percentage points of GDP between 1999 and 2005. To avoid this, and instead provide scope for a reduction in tax rates—while safeguarding the fiscal balance objective—the government would therefore have to achieve expenditure saving in excess of 3½ percentage points of GDP (assuming no major improvement in revenue collection).
Savings in public consumption can be achieved by reductions in the wage bill, as a share of GDP, through wage moderation, a reduction in public sector employment, or a mix of the two. Baseline projections assume unchanged employment in the public sector and an increase in real wages in line with total labor productivity in the economy. If average wages in the public sector were rather kept constant, in real terms, public consumption could be reduced by 1½ percentage points of GDP over the medium term. Without wage moderation, the same savings in the total wage bill would require a reduction in public sector employment by some 4¼ percent annually.
In the baseline, subsidies to enterprises are assumed to grow in line with GDP. Savings of at least 1 percentage point of GDP could be achieved after 2003, when the restructuring of the coal and steel sectors are expected to be completed.
Transfers to households are particularly high in Poland, and could be reduced by further reforms to curb pension outlays, accounting for approximately three-fourth of total transfers in 1998. While the recent comprehensive reform of the pension system promises significant long-term fiscal gains, savings over the medium term would need to be achieved by measures that increase the low effective retirement age (stricter enforcement of eligibility rules for disability pensions, and greater financial disincentives for early retirement, for example). A gradual increase of the effective retirement age by 2½ years could generate fiscal savings of about 1–3 percentage points of GDP over the medium term, depending on the extent to which the additional supply of labor can be absorbed by the market.
The above-mentioned measures combined could thus generate fiscal savings in the range of 3½-5½ percentage points of GDP, which under the projections would be sufficient, at a minimum, to achieve the balance objective without an increase in the revenue ratio.
1Based on the analysis presented in IMF (2000d).
It is crucial to recognize that restraint in managed expenditure can only be sustained over the medium term if it is achieved through structural reforms. While it is generally feasible to achieve short-term savings in public consumption, for example, by containing annual wage increases, this is unlikely to be sustainable or even desirable given that public sector wages in some areas have been squeezed considerably in the past. To avoid a general deterioration in skills in the public sector, future measures need to focus on civil service reform—reducing staff in areas where productivity is low, while allowing greater flexibility to attract qualified personnel. Finally, there is scope to improve the efficiency of public services, including the strengthening of incentives for public sector employees (for example, through performance-based remuneration).
In the area of social transfers, structural reforms need to target improvements in incentive systems. To this end, it is important to undertake substantive reforms that alter basic features (such as eligibility and indexation rules) and improve compliance with existing criteria. At the same time, however, it must be recognized that spending on education and health care constitutes investment in human capital, which is important for growth-oriented strategies, and thus needs to be carefully considered.136 Careful consideration should also be given to a basic social safety net, which would include training and education programs, to ensure that those who are displaced during the transition process do not fall into poverty. Finally, as economies grow stronger, they will become able to deliver progressively more generous support, though they will of course have to make sure that these benefits do not overstretch budgets, or create inappropriate disincentives to work or saving. Ultimately, the decision about expenditure reforms is a political one. To the extent that the existing expenditure structures already reflects differences in political priorities, a combination of measures affecting the entire spectrum of primary current spending may well prove the most effective approach. Box 7.5 in the previous two pages illustrates such a possible expenditure-restraint scenario, using Poland as an example.
The design of fiscal policy is complicated by several conflicting factors. First, in some countries, significant restructuring costs still have to be absorbed by public finances, and the cost of reforms in public services, such as health care, could be substantial. Countries will also have expenditures associated with the adoption of the acquis communautaire. Second, although taxes on labor are typically heavy and need to be reduced, there is uncertainty about how fast the total tax burden on the economy can realistically be cut, while keeping within targets for the fiscal balance. Third, if private saving does not increase in parallel with private investment, public saving may have to increase to relieve pressure on external current accounts. Fourth, reconciling the fiscal objectives will require difficult adjustment in managed spending, namely, public consumption, subsidies, and social transfers.
Bringing together the arguments made above, six steps can be identified for designing a sound fiscal framework:
determining appropriate goals of fiscal policy, taking into account debt dynamics and external vulnerability;
developing a medium-term fiscal deficit path, consistent with the considerations above, based on prudent assumptions about growth and the private saving-investment balance;
formulating a medium-term strategy for tax reforms;
identifying spending that is precommitted or that cannot be curtailed in the near future (such as interest on debt);
building in the estimated costs of reforms in the real economy, the financial sector, and the government; taking into account the extent to which they add to the public debt or affect the saving-investment balance; and assessing the costs of infrastructure improvements and a phased approach to environmental policy; and
setting limits on managed public spending that reconcile the objectives above.
A first attempt in setting up a fiscal framework—on the basis of the six steps—may lead to unrealistically tight limits on managed spending and call for further iterations to converge to the deficit target. This would involve weighing the difficulties of certain cuts in managed spending against the costs of adjusting other components of the framework, such as postponing certain infrastructure projects, spreading out some accession-related investments, or revising the phasing of tax cuts. Box 7.6 illustrates possible applications of this approach on the basis of two contrasting country examples, featuring Hungary and the Slovak Republic in 1999/2000. At that time, limits for managed spending in Hungary seemed tight but feasible. In the Slovak Republic, on the other hand, a first iteration suggested that reconciling the various fiscal objectives would require significant adjustments in revenue objectives in further iterations, as well as more fundamental reforms of public spending programs.
Most of the accession candidates have formulated medium-term fiscal policy goals and guidelines in the context of multiyear projections, but have so far shunned the adoption of more formal medium-term fiscal frameworks. While the distinction between the two is not clear-cut, a key element of the formal medium-term approach, as understood here, is its explicit link to the annual budget process and the political commitment behind the medium-term objectives (Box 7.7 on page 180 provides a definition of medium-term fiscal frameworks, as used here). While many of the advantages of full-fledged medium-term fiscal frameworks occur at the microeconomic level (requiring, however, a number of institutional improvements to reap the benefits, in terms of better efficiency and accountability),137 the pros and cons at the macroeconomic level are closely related to the relative benefits of commitment versus flexibility. Drawing on the experience in advanced economies, the following discussion focuses on how to strike a balance between commitment and flexibility that would be appropriate for the accession candidates, in terms of generating many of the benefits of medium-term fiscal frameworks without unduly limiting the room for maneuver.138
Box 7.6. Reconciling Medium-Term Fiscal Tensions: Two Cases From Recent History
Two country examples, featuring Hungary and the Slovak Republic, illustrate how the recommended steps for designing a sound fiscal framework can work. The fiscal balance objectives are derived in consistency with external debt and current account considerations, subject to assumptions about the path of private saving-investment balances. Both examples reflect the situation and data available in 1999/2000. Since then, external developments have moved in opposite directions: the current account deficit narrowed significantly in Hungary and widened in the Slovak Republic. These developments may warrant modifications to the design of the medium-term fiscal frameworks, following a careful analysis of the underlying causes and whether they are expected to be temporary or permanent.
An illustration for Hungary in 1999/2000
Hungary’s public debt ratio—about 60 percent of GDP—was on a declining trend in 1999/2000. The primary surplus (that is, the official headline deficit adjusted for gross interest payments) was nearly 4 percent of GDP in 1999. Hungary had made significant progress in reducing its quasi-fiscal deficit and contingent liabilities (with few exceptions, such as potentially rising health care costs, which would need to be addressed through structural reforms). External debt and current account considerations played a more important role for medium-term fiscal policy. Assuming annual net inflows of foreign direct investment on the order of 3 percent of GDP over the medium term, it was expected that Hungary could achieve a very gradual decline in its external debt ratio with current account deficits of no more than 4 percent of GDP.
Assuming a rise in the private investment-to-GDP ratio of 2 percentage points over the medium term, and a decline in the private saving ratio of 1 percentage point of GDP, a current account deficit of this size would be broadly consistent with targeting an improvement in the fiscal balance of about 2½ percentage points of GDP relative to 2000 (assuming certain items now treated off-budget are brought into the fiscal accounts to bring them closer to an SNA basis). This would imply a medium-term deficit, on this basis, of about 2 percent of GDP.
On the revenue side, tariffs would need to be cut in line with EU standards, implying a fall in customs receipts by close to 1 percentage point of GDP. In addition, reducing the high tax rates on labor income would be desirable—though this would need to be done cautiously in light of other fiscal tensions, even if the revenue effect of lower tax rates could be partly offset by a widening of the tax base and improvements in tax administration. In this illustration, the tax ratio (excluding customs receipts) would fall by 3 percentage points of GDP. On the basis of such a target, the overall revenue ratio would decline by 4 percentage points of GDP over the medium term from its 2000 level.
A significant portion (almost half) of Hungary’s public expenditure is either precommitted or linked to reform priorities (including spending related to EU-accession, interest on public debt, pensions, investment, and defense), implying an element of rigidity over the medium term. For example, annual interest payments (although declining) exceeded 7 percent of GDP in 1999, and pensions were equivalent to about 8 percent of GDP. In terms of reform costs, the national development plan’s proposal to raise spending on infrastructure should enhance growth and accelerate the integration of some of the country’s less developed regions. The cost of enterprise restructuring, on the other hand, has been almost entirely absorbed. Other main issues include designing health care reforms to contain short-term cost increases (while improving medium- and long-term efficiency), and restraining spending by local governments.
Achieving the above fiscal deficit target, with the envisaged decline in revenue, would require a reduction in the expenditure ratio of 6½ percentage points of GDP relative to 2000. With a significant portion of Hungary’s public expenditure either precommitted or linked to reform priorities, the brunt of this would need to be borne by “managed” expenditure of about 23 percent of GDP. As net interest payments were expected to decline by about 2 percentage points of GDP, one approach would be to reduce managed spending by some 4 percentage points of GDP, or by about 1¼ percent annually in real terms. Once the spending implications of reforms in such areas as health care are worked out more fully, the required expenditure adjustment might have to be larger. Clearly, if such tight constraints over managed spending were impractical, consideration would need to be given to a slower pace of tax cuts or a more cautious phasing of infrastructure spending.
An illustration for Slovakia in 1999/2000
Slovakia’s public indebtedness—with a public debt ratio of about 25 percent of GDP—does not seem to constrain fiscal policy particularly over the next few years. The country’s fiscal position had improved markedly by 1999/2000, notwithstanding sizeable implicit liabilities (such as significant amounts of nonperforming assets of the banking system taken over by the government and outstanding guarantees on enterprise borrowing). Slovakia’s external indebtedness and current account are more important factors for gauging the magnitude of medium-term fiscal adjustment. On the assumption of a significant increase in privatization-driven FDI inflows, Slovakia could achieve a gradual decline in the external debt-to-GDP ratio by containing current account deficits to levels of below 5 percent of GDP.
Assuming a moderate deterioration in the private sector saving-investment balance relative to 2000, this would be consistent with targeting an improvement in the fiscal balance of 2 percentage points of GDP to bring the fiscal deficit down to 1½ percent of GDP by 2005—the government, in its PEP of October 2001, targets a 2½ percent of GDP deficit by 2004.
On the revenue side, it would be desirable to reduce social security contribution rates and to align the VAT structure more with the one of EU countries, with a view to raising official employment and reducing distortions in the tax system. A possible scenario could therefore include a reduction in social security contribution rates to 45 percent of gross labor income, and, with respect to the VAT, an increase in the lower rate to 12 percent and a gradual decline in the standard rate to 21 percent, while also moving more items to the standard rate. These tax changes—were they pursued—together with the impact of both the removal of the import surcharge and the corporate income tax rate reduction in 2000 would imply a revenue loss of about 4½ percentage points of GDP. Improved tax administration could add ½ percentage point of GDP to tax revenue (perhaps more).
Half of Slovakia’s public expenditure—such as interest on public debt, pensions, healthcare, investment, and defense—is either precommitted or linked to structural reforms. Proceeding with ambitious reform programs in the areas of pensions and healthcare would be desirable, both to deal with weaknesses in public finances and improve the quality of public expenditure. It would also be important to design a better-targeted and less costly to administer system of state and social assistance benefits, strengthen fiscal management, and complete enterprise restructuring.
Achieving the above deficit objective, with the envisaged fall in revenue, would imply a reduction in the expenditure ratio of 6 percentage points of GDP relative to 2000, in circumstances in which “managed” expenditure accounts for about 21 percent of GDP. With estimated interest payments declining by about 1 percentage point of GDP, the deficit target could be achieved by cutting managed spending by at least 5 percentage points of GDP (the actual amount would depend on the need for other expenditure increases). A cut of this size would imply a decline in real managed spending by at least 6 percent over the medium term, unless other measures were taken to generate fiscal savings. Potential savings could be generated by, for example, cost improvements in the healthcare system, where reforms have only just started. Consideration would also need to be given to slowing the pace of tax cuts in light of the size of the implied cut in managed spending. This scenario does not include the full costs associated with compliance with EU legislation (estimates are not yet available). Accommodating these costs within the official fiscal targets would require additional measures.
The appropriate balance between commitment and flexibility in medium-term fiscal frameworks depends on country-specific circumstances, including the political feasibility of making credible commitments and the degree of uncertainty in the medium-term outlook. One of the fundamental arguments in favor of medium-term policy commitments is that they reduce the scope for political haggling with at least two desirable implications: (i) policy becomes more reliable, facilitating efficient planning at all levels; and (ii) medium-term objectives are more likely to be achieved, which in turn strengthens confidence. On the other hand, commitments eliminate flexibility which could either result in inferior policies in the face of unexpected developments or—if political pressures become too strong—failure to maintain the commitment, undermining its credibility and essential purpose. For this reason, firm commitments should be limited to areas where implementation is realistic. In other areas, more flexible commitments in the form of policy targets can be suitable substitutes, in particular if large uncertainties necessitate greater flexibility.
Experience in other countries may provide useful insights for designing effective medium-term fiscal frameworks in the accession countries. OECD economies have increasingly resorted to medium-term frameworks to guide fiscal policy. About half of all OECD countries are conducting their annual budget negotiations within a medium-term fiscal framework, including Australia, Austria, Canada, Denmark, Finland, Germany, the Netherlands, Sweden, and the United Kingdom. Not all of these frameworks would meet the formal criteria outlined in Box 7.7. Some countries, such as Finland, the Netherlands, and the United Kingdom, have successfully adopted such a formal approach, incorporating, however, different degrees of rigidity as well as other country-specific variations (see Table 7.1 for an overview of the main elements of fiscal frameworks in these three countries and a brief discussion of the pros and cons of alternative arrangements). The experience in these and other advanced economies suggests some tentative lessons for the design of medium-term fiscal frameworks under different country circumstances.
Box 7.7. Defining Elements of Medium-Term Fiscal Frameworks
Formal medium-term fiscal frameworks, as defined here, are essentially plans for fiscal activity. They cover revenue and expenditure for the current budget and the subsequent period, typically two to three years. While these plans are naturally based on various assumptions and projections (for example, GDP growth and inflation), they also incorporate policy commitments, similar to annual budgets, which can vary in the degree to which they are politically binding. A key defining feature of a medium-term fiscal framework, in contrast to simple medium-term projections, is its formal status within the annual budget process. The two need to be fully reconciled, and the forward estimates are effectively agreed as notional budgets for subsequent years, and form the starting point of the following year’s budget negotiations. While the specific features may differ across countries, the following are some basic characteristics of formal medium-term fiscal frameworks:
A macroeconomic framework with projections of key variables relevant for fiscal revenue and expenditure developments, such as real GDP growth, inflation, and unemployment.
A statement of policy objectives, including the path for the fiscal deficit, tax measures included in revenue projections, and expenditure targets, consistent with the revenue and deficit paths.
Top-down translation of overall expenditure targets into spending norms for individual ministries, and bottom-up forward estimates of expenditures by the individual spending ministries. These estimates should include a costing of existing policy commitments and identification of proposed new commitments.
A transparent decision-making process for ensuring consistency between the top-down and bottom-up estimates, typically resolved at the cabinet (or equivalent) level.
Publication of the framework (and possible approval by parliament), highlighting both macroeconomic objectives and monitorable commitments on sector spending and ouputs.
While paying particular attention to the uncertainties dominating the fiscal outlook in the five accession countries, one can summarize the key lessons as follows:
Focusing primarily on a time horizon of three years in addition to the budget year is most common. To assess better the implications of individual spending programs and tax measures, it may be useful to extend the projection period (for example, to five years as in the case of PEPs). Of course, the feasible duration for political commitments may be shorter, giving projections in outer years a more informative purpose.
The choice between fixed or rolling frameworks is a major factor in determining the degree of flexibility. Rolling frameworks—which are updated annually and are extended to include one additional year of projections—entail a lower degree of precommitment and are more appropriate in circumstances of high uncertainty.
The underlying macroeconomic projections should be realistic, possibly erring on the side of caution rather than optimism, to provide a safety margin, particularly when fiscal adjustment is vital. A conservative approach, which errs on the side of fiscal overperformance, is also justified, when the political cost and credibility loss—or, for that matter, the economic consequences—are larger in the case of underperformance. Moreover, the fiscal measures to correct underperformance, namely, additional expenditure cuts or tax increases, are clearly more difficult to implement than the tax reductions or higher spending, which could be considered in the case of overperformance. Obviously, the timing of the latter needs to take account of the cyclical conditions so that fiscal overperformance does not result in pressures to add stimulus (through additional tax cuts or expenditure increases) when the economy is at risk of overheating.
Both the policy statement regarding the fiscal objectives and the underlying assumptions should be transparent. This includes clear indications about the circumstances that would justify deviations from individual targets. Transparency in this context is essential to distinguish policy commitments from projections and avoid a loss of credibility in the case of simple projection errors. Again, a higher level of uncertainty, which raises the likelihood and magnitude of projection errors, gives this feature more importance.
Policy commitment is typically expressed in terms of expenditure ceilings. This permits the operation of automatic stabilizers in both directions on the revenue side, while securing the consolidation effort on the spending side.
Coverage should ideally extend to all levels of general government. However, commitments, in terms of spending ceilings, may have to be limited to central government expenditures, depending on the degree of autonomy of local governments (see below). Cyclical spending components are sometimes excluded, to permit expenditure stabilizers to operate in both directions and avoid slippage in noncyclical outlays in times of economic upturns. Similarly, particularly uncertain and volatile spending items could be excluded from the ceilings to avoid having to compensate for their unexpected movements by ad hoc adjustments in other expenditures. The risk, however, is that excluded expenditures may undermine the medium-term objectives. A possible alternative may be to combine tight subceilings for managed expenditures with some upper bound for overall spending.
Approaches to inflation differ greatly. Real planning provides greater resource certainty, as inflation shocks are accommodated. The use of specific deflators for different spending categories, however, is problematic as it discourages desired adjustments to relative price changes.
These lessons, translated to the specific circumstances of the accession candidates, suggest four basic recommendations for implementing formal medium-term fiscal frameworks.
First, given the wide range of uncertainties in the external environment and the cost implications of reforms, medium-term frameworks should be formulated on a rolling basis (that is, updated every year to include an additional year of projections), in order to permit adjustments to shocks. The time horizon should be sufficient to signal pressures ahead, and indeed, a five-year period will be mandatory under the PEPs—though the firmness of the political commitment would be stronger in the earlier years and influenced by the election cycle. The medium-term framework should be complemented by longer-term projections for demographically sensitive revenue and expenditure items (such as pensions) to indicate potential reform needs early on.
Second, medium-term fiscal objectives should be based on conservative macroeconomic projections and prudent assumptions about private sector behavior. As argued above, this rule is justified by the ease of implementing subsequent tax cuts, in the case of fiscal overperformance, relative to the political difficulty of introducing additional spending restraint (or undesirable tax increases) when fiscal deficit targets are in danger to be exceeded. Some bias in favor of fiscal overperformance is also consistent with the general objective of reducing deficits. However, mechanisms will be needed to help determine how policy should respond when faced with fiscal overperformance, taking into account cyclical conditions and external pressures, at the time.
Third, medium-term fiscal frameworks should specify the government’s strategy for tax reforms, but maintain (and clearly state) some flexibility. This includes both allowing stabilizers to operate and maintaining discretion about the precise phasing in of envisaged tax cuts. The latter provides a safety margin to protect priority spending (on infrastructure, for example) in the event of negative surprises.
Fourth, firm political commitments should be made in terms of ceilings for managed expenditure, covering the bulk of primary current spending that is targeted for adjustment over the medium term. Setting the ceilings is an iterative process that reconciles deficit and revenue objectives with quantified spending needs in priority areas and projections of spending on uncertain transition- and accession-related items. Critically, the ceilings must catalyze agreements on reform measures to achieve them, and firm political commitments, by increasing the stake of meeting the ceilings, help ensure that they are realistic and credible. Nonetheless, preservation of fiscal objectives may call for subsequent adjustments in managed spending—possible in a rolling framework—or a reconsideration of the other components of the medium-term plan, such as the timing of tax cuts or of certain transition- and accession-related spending, if warranted.
While privatization inflows—still expected to be sizable in the Czech and Slovak Republics and Poland—can be instrumental in reducing the public debt and future interest payments, they also risk weakening the fiscal reform momentum, if spent unwisely. Projections of average annual inflows over the period 2001–05 range from fairly small amounts (in percent of GDP) in Hungary (where privatization is mostly complete) and Slovenia, to 1 percent of GDP in Poland, and some 2½ percent of GDP in the Czech and Slovak Republics, but both the magnitude and timing are highly uncertain. In addition, all countries are expected to generate receipts from the sale of mobile phone (UMTS) licenses. While these inflows, if used to retire public debt, can help offset part of the cost of reforms by lowering future interest expenditures,139 they also entail risks: specifically, vast additional receipts are likely to generate pressures for higher spending or, at least, weaken public support for expenditure restraint. Thus, privatization receipts and other “windfall gains” (such as the ones associated with the sale of mobile phone licenses) might well result in higher medium-term deficits (excluding these receipts) in the absence of a clear and credible agreement to repay public debt. By reducing future interest payments, a debt-reduction strategy would spread the benefits of privatization over a longer period, without weakening the reform momentum. The freed resources could then be used to advance reforms, tax cuts, or the envisaged deficit reduction.
An additional and more lasting complication for the achievement of medium-term fiscal objectives stems from the devolution of fiscal authority to local governments. In three of the five accession candidates, namely, the Czech Republic, Hungary, and Poland, local government activity accounts for at least one-fifth of overall government spending. Decentralization, while partly a historical country-specific phenomenon and partly driven by the accession process (with the need for regional levels of government to qualify for EU cohesion funds), also reflects deliberate decisions of governments to allow greater responsiveness of spending decisions to the preferences of citizens in different constituencies.140 On the other hand, a large fragmentation of fiscal authority poses problems of its own. Thus, it is important to put in place mechanisms to ensure budgetary discipline.141
A possible prudent approach would suggest maintaining fairly tight budget constraints on local governments while allowing sufficient room for spending decisions within these constraints. This could be achieved by assigning some limited taxing powers to local governments; linking earmarked transfers from the central government to objective criteria; and setting effective limits on local government borrowing subject to their payment capacity. Besides striking an appropriate balance between control and accountability, the main challenge is to ensure that the mechanisms supporting fiscal discipline do not undermine other objectives—including the provision of sufficient resources to deliver the desired level and quality of public services; and the maintenance of broad equity across regions and municipalities. Reforms to strengthen the efficiency of local governments are warranted and likely to require larger effective autonomy at the subnational level over time, both in terms of generating own revenues and gaining greater access to financial markets. This will call for mechanisms to enhance fiscal coordination, create additional incentives for local governments to pursue policies consistent with overall medium-term objectives, and improve the local government’s management capacity. The latter will be particularly challenging in light of EU accession, as many EU-related public investments will have to be carried out at the subnational level.
These additional considerations will need to be factored in when designing fiscal frameworks. This complicates the process, not least because of the effort required to get commitments upfront. But by making these commitments, the likelihood of fiscal policy success is significantly increased.
Robert A. Feldman C. Maxwell Watson
As the countries of central Europe move through the final stages of the accession process, policymakers need to brace for what may be an array of political and economic challenges. Among these are the challenges that face all emerging market economies in a world of strong and potentially volatile capital flows. These flows can yield the benefit of accelerated growth and convergence toward the income level of the more advanced economies. But tapping their full economic potential requires important disciplines in macroeconomic and financial policies.
The goal of EU—and ultimately euro-area—membership adds two important dimensions to these challenges: the crucial advantage of an economic and political anchor; and the specific priorities involved in adapting policy frameworks to mesh with those of the European Union.
Earlier chapters of this book sought to trace the implications of this goal for financial sector, monetary, and fiscal policies—drawing on the experience of earlier accessants to the European Union, but also of emerging market economies elsewhere in the world. A number of leitmotivs motivs tan through the analysis in these chapters, and notably that:
policies need to foster growth that is not only strong but sustainable, avoiding the real and financial sector setbacks that caused “lost decades” in some other regions;
policies must be robust enough to anchor—indeed harness—expectations, yet be flexible enough to adapt to shocks, whether their source is domestic or external;
policy frameworks, to achieve this, need to be transparent and to build credibility, so that the response of economic agents will leverage the impact of policy actions;
there is no cookie-cutter approach: policies need to be firmly rooted in the specifics of real and financial market changes in each country, as well as domestic political priorities…
… but there is likely to be a family resemblance among successful solutions, with key features including firm macroeconomic policies and strong institution building.
For several reasons, a strong and intelligently crafted fiscal policy is likely to prove a critical component in this process. Through a growth-oriented composition of expenditure, well-designed taxes, and the avoidance of excessive deficits, it can lay the foundations for both private sector growth and macroeconomic stability. It is a critical complement and support for effective monetary and financial sector frameworks.
But these policy priorities must, unquestionably, be understood in a broader political setting. For the people of central Europe, accession to the European Union is far from a technical affair, or even a question narrowly focused on fostering higher average living standards. It represents a set of political and economic choices to opt into the European Union as a key dimension of their ever-increasing participation in the global economy.
Some aspects of this process are basic but profound: the deep embedding of democratic structures, or the added layers of political and economic security. Some, of course, entail choices that are difficult, and not just in the short run: to open up to the foreign ownership of land, for example, or to set limits—upper and lower—to the extent of state involvement in running the economy.
Seen from the European Union side, too, this endeavor has many challenges. Clearly, political and economic security, and the opportunities inherent in a wider European space, still have the power to command attention and support. But there are also some—probably exaggerated—concerns about inward labor mobility. And there are more pervasive worries (again, likely not really warranted) about the impact of enlargement on wage levels or dispersion. There are deeper institutional issues too. For the European Union’s institutions—from the Council to the Central Bank and the Budget—enlargement can be expected to prompt adaptations.
Accession and enlargement, two sides of the institutional coin, depend for their success on the breadth and wisdom of popular and political vision. Too narrow and technical a view has the potential to trigger a negative dynamic on both sides—and in the opinion polls there are at times troubling straws in the wind in this regard. Managing the political process with imagination is the essential prerequisite for successful integration on both sides of the present EU border. It requires that the longer-run goals for Europe sustain, through thick and thin, the vision of all participants.
That broader political perspective, of course, lies well beyond the reach of this book. Economic issues nonetheless, are deeply relevant to it. A strong and uninterrupted rise in living standards is crucial; and so too—in the accession countries as well as present EU members—is sustained job creation for all groups of skills. The message for policymakers in the central European economies is clear: to help ensure that the fruits of growth are fully realized and are spread widely across regions and society.
These are elements that will play a telling role in the overall political equation. And, in achieving these goals, well-designed financial, monetary and fiscal frameworks in the countries of central Europe will play a critical role.
This Appendix illustrates how public and external debt and current account objectives can be translated into medium-term fiscal targets, applied to the five accession countries. The analysis is undertaken within a simple quantitative framework, in which the medium-term fiscal position is linked to public and external debt objectives—either directly or via the current account. The main rationale for this link is the desire to limit external vulnerabilities and lower the risks of crises. As a country’s vulnerability to crisis depends on many factors beyond the mere size of debt ratios and current account deficits, however, external objectives may well differ across the five accession candidates.1 A comprehensive country-specific assessment of external vulnerability goes beyond the scope of this Appendix. Instead, the exercise below applies a rather mechanical method, as a first pass at informing the setting of country-specific objectives. The focus on applying a consistent methodology to all five countries comes at the expense of a more considered country-specific assessment. Thus, the conclusions can be interpreted as reference points for a more nuanced assessment in individual country studies.
Decisions about the appropriate fiscal position over the medium term are often linked to the concept of public debt sustainability. The analysis of public debt sustainability typically determines the primary fiscal balance in percent of GDP (PB) that is required to achieve a stable debt-to-GDP ratio (D).2 It is given by the following relationship:
PB = (r - g)D/(1 + g) - A,
where r denotes the real interest rate; g the real GDP growth rate; and A nondebt financing (for example, privatization receipts) in percent of GDP. The above condition is expressed in terms of gross debt, although net debt can be a better measure of sustainability (to the extent that financial assets can be liquidated quickly to reduce gross liabilities). The choice here reflects the dominant focus on gross debt (as, for example, in the Maastricht criterion), and the results are identical, in terms of the primary balance, if it is assumed that assets remain constant as a share of GDP.3 It is obvious that a country’s fiscal stance cannot indefinitely defy the notion of public debt sustainability, as growing indebtedness would eventually lead to a vicious circle of rising risk premia on interest rates, mounting fiscal deficits, and a suppression of economic growth. However, it is conceivable that countries with a low public debt burden at the outset can afford deviations from the above rule for some time, particularly if the borrowed resources are used to finance public expenditures that improve the long-run growth potential of the economy. Nevertheless, a rising trend in the debt ratio may be difficult to reverse, and projected (or existing) ratios may be considered too high and costly in terms of their impact on credit ratings and risk premia.
On the basis of explicit government liabilities, current fiscal plans do not trigger disturbing debt dynamics over the medium term. First, the outstanding (explicit) public debt-to-GDP ratios are not very high in most of the countries, ranging from 15 percent of GDP in the Czech Republic and some 25 percent in the Slovak Republic and Slovenia to some 45 percent in Poland and 60 percent in Hungary.4 Second, with average real GDP growth anticipated in the range of 4—5 percent over the medium term, and current projections of privatization revenues, public debt ratios are likely to decline—or, in the case of the Czech Republic, not to increase substantially—provided major fiscal slippage is avoided. Table A1 illustrates these results, by determining the primary (and implicit overall) fiscal balances consistent with stable public debt ratios. Under the (arbitrary) assumption of a real interest rate of 5 percent, stable public debt ratios would be consistent with average fiscal deficits ranging from about 2 percent of GDP in Slovenia to more than 6 percent of GDP in Hungary—reflecting mainly its higher initial debt level and primary surplus.5 Such deficits would in all cases, but the Czech Republic, imply some fiscal deterioration relative to the 1999 deficit outcome. In other words, reductions in the deficits—as planned—would be associated with falling public debt ratios in these countries. And even in the Czech Republic, where the debt ratio is likely to rise, this is not an overriding concern at the moment either, given the low initial debt level. However, measures to reverse the adverse trend will need to be put in place before debt ratios reach concerning levels.
Table A1. Fiscal Balances and Public Debt Under Alternative Scenarios
(Percent of GDP, unless otherwise indicated)
Sources: World Economic Outlook and IMF staff estimates.
1 Fiscal balances include grants to transformation agencies.
2 Consistent with staff projections in May 2000 World Economic Outlook.
3 Calculated For 1999 as general government interest payments, divided by the average end-period debt shock in 1998 and 1999, and deflated by the GDP deflator. For 2000–05 an illustrative real interest rate of 5 percent is assumed for all countries.
4 The primary balance is defined as total revenue (excluding privatization receipts) minus noninterest expenditure
The above conclusions still hold, in essence, if implicit debt is taken into account. Such debt exists primarily in the Czech and Slovak Republics in terms of state-guaranteed loans to enterprises and nonperforming loans of state-owned banks.6 In the Czech Republic, total government guarantees amounted to 14 percent of GDP at end-1999, and the cost of bank restructuring—while highly uncertain—could amount to 15 percent of GDP. If these potential liabilities were included in full, to provide an upper bound for the measure of public debt, the ratio would nearly triple to almost 45 percent of GDP. In this case, a stable debt ratio would be consistent with a fiscal deficit of 5½ percent of GDP during 2000–05, including average interest payments on the higher debt stock of some 3½ percent of GDP. Thus, provided sizable slippage from the government’s own plans is avoided, public debt ratios, including potential implicit liabilities, should trend down over the medium term. Of course, meeting the fiscal deficit target in the face of rising debt service may not be easy, even with sizable privatization receipts. In the Slovak Republic, the outstanding stock of state guarantees on enterprise borrowing was equivalent to 13 percent of GDP at end-1999, and nonperforming loans taken on by the Consolidation Bank and Agency were estimated at 12 percent of GDP. Adding these implicit liabilities to the explicit public debt would bring the ratio up to 50 percent of GDP. Nevertheless, given large anticipated privatization receipts, public indebtedness would drop fairly rapidly over the medium term, unless the primary fiscal deficit deteriorated to an average of 2½ percent of GDP over 2000‒05—a slippage of almost 2 percentage points of GDP relative to the actual primary deficit in 1999.7
Although fiscal plans raise no apparent concerns for the medium-term dynamics of public debt, this does not imply that current policies are necessarily consistent with long-term public debt sustainability. Such a conclusion would require a long-term analysis of revenue and spending trends under current policies. As can be inferred easily from the above debt-sustainability condition, the constraint, in terms of the primary balance, will tend to become tighter over time, as privatization receipts wane and real GDP growth rates converge with those in advanced economies, reflecting a narrowing in income gaps and productivity differentials. At the same time, spending pressures related, for example, to population aging are bound to rise substantially in the absence of reforms.8 Meeting these spending pressures without a growing debt ratio will, no doubt, require considerable reform efforts in all five countries. This said, the achievement of a broadly balanced structural position over the longer term—in line with the provisions under the EU’s Stability and Growth Pact (SGP)—would set an even tighter constraint, implying falling debt ratios.9
Fiscal policy may be constrained by external objectives, arising from a desire to reverse unfavorable external debt dynamics and limit current account deficits. These external objectives are, in turn, tied to efforts to secure overall macroeconomic stability, as the vulnerability to balance of payments crises tends to grow with increasing external imbalances and indebtedness.10 The “anchor” for fiscal policy, in this context, would be a medium-term current account deficit limit, derived ideally in the context of a wide array of vulnerability factors.11 This current account limit—irrespective of its value—can be translated, in a second step, into a fiscal balance target, subject to the outlook for private sector saving-investment balances.
The earlier assessment of public debt sustainability offers a pragmatic approach that can be applied to external debt, as well.12 This approach takes into consideration the nature of capital inflows by distinguishing between debt and nondebt-creating flows, but leaves other factors aside. A useful starting point for such an analysis is to determine the current account deficit as a ratio of GDP (CAD) that is consistent with a stable net foreign debt ratio (NFD), according to the following relationship:
CAD = (g*/(1 + g*)) NFD + B,
where g* denotes GDP growth, in foreign currency terms, and B net nondebt-creating balance of payments inflows.13 While the above relationship implies a stable net foreign debt ratio, a country’s external vulnerability is more often assessed in terms of its gross indebtedness, the evolution of which depends additionally on changes in foreign assets. This exercise assumes, for simplicity (and in parallel to the analysis of public debt sustainability), that foreign assets remain constant as a share of GDP. Hence, the current account balance derived above implies stability in both net and gross external debt ratios.14
A stable or declining external debt ratio is an arbitrary condition, in the sense that it ignores differences in existing debt levels. An alternative, and arguably more meaningful, benchmark is the average debt ratio in countries with similar development and investment characteristics. The reference group selected for this exercise includes middle-income countries with similar credit ratings, as shown in Table A2.15 Constrained by data availability, Figure A1 illustrates gross and net external debt-to-GDP ratios in 18 of these countries, including the five candidates. The binomial trend line for the net debt ratio shows the typical pattern of falling indebtedness as per capita income rises, with Hungary somewhat above the trend and the Czech Republic clearly below.16 In the case of the gross external debt ratio, a negative trend is observable only for income levels above US$9,000. Indeed, for lower incomes, the positive relationship may reflect the offsetting effect of poorer countries receiving credit ratings due to their comparatively low debt levels. For the group as a whole, gross debt ratios fluctuate broadly around 45 percent of GDP, which is, therefore, chosen as a rough benchmark for the following analysis. Obviously, countries with higher income levels, such as Slovenia and the Czech Republic, may find it appropriate to aim for a lower debt ratio.
Table A2. Sovereign Ratings of Middle-Income Countries’ Long-Term Foreign Currency Debt1
(As of January 2001)
Sources: Moody’s and Standard & Poor’s.
1 Includes all middle-income countries, defined according to World Bank Global Development Finance 1999, with ratings of at least Ba or BB (for Moody’s and Standard & Poor’s, respectively).
Figure A1. External Debt-to-GDP Ratios in Selected Middle-Income Countries, 19991
Sources: IMF, World Economic Outlook; and International Financial Statistics.
1Gross debt as reported in World Economic Outlook. Net debt is derived from International Financial Statistics as total foreign liabilities minus total foreign assets, both excluding direct investment and equity securities; *marks countries with one investment grade rating by either Moody’s or Standard & Poors; **marks countries with investment grade ratings by both.
2Refers to 1998
With (crude) debt objectives established, the second step is a translation of these debt ratios into current account deficits. The results of such a simulation are summarized in Table A3, assuming constant gross foreign asset ratios and real GDP growth rates consistent with IMF staffs’ medium-term projections in the May 2000 World Economic Outlook.17 For simplicity, nondebt-creating inflows are assumed to be equivalent to net FDI, which may under- or overstate their actual level, depending on the size of nondebt-creating portfolio inflows relative to that of debt-creating FDI (that is, intercompany loans). On the basis of these assumptions, two scenarios are illustrated: one postulating a stable gross (and by assumption net) external debt ratio and the other a gross debt ratio of 45 percent of GDP in 2005. For Hungary and the Slovak Republic, with existing external debt ratios above 45 percent of GDP, reaching this ratio by 2005 sets the tighter constraint, whereas in the other three countries, a stable external debt ratio is a more ambitious objective. As indicated earlier, stability in debt ratios is not a convincing constraint, particularly if indebtedness is low to begin with. Thus, the following simulations will generally impose the alternative constraint of limiting debt ratios to 45 percent of GDP. The only exception is Hungary, where this would imply an unreasonably stringent constraint on current account deficits. This translates into rough limits for the current account deficit of 4 percent of GDP in Hungary, 5 percent of GDP in Poland and Slovenia, and 7 percent of GDP in the Czech and Slovak Republics. The relatively high levels in the last two countries are a direct reflection of very large FDI inflows projected over the coming years (some 7½–9 percent of GDP), which are assumed here to be entirely nondebt-creating.
Table A3. External Current Account Balances and Foreign Indebtedness Under Alternative Scenarios
(Percent of GDP, unless otherwise indicated)
Sources: International Finance Statistics, World Economic Outlook, and IMF staff calculations.
1 Net direct investment inflows, as projected in May 2000 World Economic Outlook. Actual nondebt creating inflows may be lower or higher, depending on the size of debt-creating direct investment inflows relative to nondebt creating portfolio investment.
2 Projections for 2001–05 assume a stable real exchange rate and foreign inflation of 2 percent, both on a GDP deflator basis. This implies that nominal GOP in U.S. dollar terms grows by two percentage points more than real GDP.
3 Assumes that foreign assets remain constant as a share of GDP.
4 Consistent with IMF staff projections in May 2000 World Economic Outlook.
5 Gross external debt as reported in Word Economic Outlook. Net external debt is derived as the difference between foreign liabilities and assets, both excluding direct investment and equity securities, as reported in International Financial Statistics.
Once limits for the current account deficit have been established, the consistent fiscal target can be determined, subject to assumptions about developments in the private sector saving-investment balance. Based on the definition of the current account balance (CAB) as the sum of the public sector saving-investment balance (GB) and the private sector saving-investment balance (PB), changes in the current account are equivalent to:
ΔCAB = ΔGB + ΔPB,
with all variables expressed as ratios to GDP. With a given current account limit, solving for ΔGB (that is, the targeted adjustment in the fiscal balance)18 requires an assumption about ΔPB. Besides exogenous changes, private saving and investment ratios are likely to respond to adjustments in fiscal policy itself, with the magnitude depending on the existence of Ricardian effects and on accompanying shifts in the level and structure of revenues and expenditures. While neither theoretical analysis nor empirical evidence are unambiguous (see Box A1 for an overview), a reasonable assumption would be that fiscal consolidation reduces private saving relative to investment, irrespective of whether it is expenditure or revenue driven. Thus, the overall change in the private sector saving-investment balance can be split into an exogenous part (ΔPBexo) and an endogenous (fiscal-policy induced) part (ΔPBend = –xΔGB), where x denotes the Ricardian “offset factor” (that is, the tall in the private sector saving-investment balance induced by a 1 percentage point of GDP improvement in the fiscal balance).19 Substituting for ΔPB in the above equation, and solving for ΔGB, determines the required fiscal adjustment as a function of (i) the current account objective; (ii) the projected exogenous change in the private sector saving-investment balance; and (iii) the assumed magnitude of the private sector offset:
ΔGB = 1/(1 - x) [ΔCAB - ΔPBexo].
The observed volatility in private sector saving-investment balances gives an indication of the potential “margins of error” involved in calibrating fiscal policy to meet external objectives. As illustrated in Figure A2, the current account fluctuations in the past were driven by highly volatile private sector saving-investment balances, whereas public balances fluctuated considerably less from year to year. Thus, any assessment of future trends—and of the impact resulting from fiscal adjustment itself—is highly uncertain. Looking ahead, three factors in particular may influence the (exogenous) trend in the private sector saving-investment balances:
Figure A2. Saving-Investment Balances in the CEC5, 1993–99
(Percent of GDP)
Source: IMF, World Economic Outlook.
1Defined as saving minus investment.
(i) investment ratios are likely to increase, due to profit opportunities offered by the ongoing transition process and real convergence;
(ii) private saving ratios may fall with the expectation of rising real income levels in the future and growing financial liberalization (reducing liquidity constraints on household consumption);20 and
(iii) higher corporate profits would tend to raise private saving.
While the first two suggest a deterioration in the private sector balances, the last works in the opposite direction. How these and potentially other factors will influence private saving-investment balances in the individual countries is a crucial element in linking fiscal to external objectives.
This said, the following simulations rely on a rather mechanical approach to project private sector saving-investment balances. As noted earlier, such an approach has the advantage of uniformity, leaving country-specific considerations and a more nuanced assessment to more comprehensive individual country studies. In this vein, it as assumed that, in the absence of fiscal action, the private sector saving-investment balances in all countries return to their average levels of 1997–99, as a share of GDP.21 In addition, the simulations build in a “safety margin” for volatility (equivalent to the standard deviation of the private sector balance over this period), which raises the fiscal adjustment needed to achieve a given current account objective. Such a safety margin can be justified to protect the credibility of fiscal targets, which should imply external balances that are attainable within normal “cyclical” fluctuations in private sector saving-investment behavior. Finally, it is assumed that the Ricardian offset (x) is 50 percent.22
The implications of this approach for medium-term fiscal policy targets are illustrated in Table A4. The differences between the actual current account balances (using 1999 as the illustrative reference point) and the earlier established limits determine the target for the required improvement (or maximum deterioration) over the medium term.23 On this basis, Poland would need to achieve the largest current account improvement, relative to 1999, by 2½ percentage points of GDP. The size of the fiscal adjustment can then be determined, in a second step, building in the assumed exogenous changes in the private sector saving-investment balances (based on past trends and volatility) and the offset factor. The simulations imply that all countries but Slovenia would have to tighten fiscal policy over the medium term. The magnitude of the fiscal adjustment relative to 1999 differs, however, from some 1–2½ percentage points of GDP in Hungary and the Czech and Slovak Republics, to 4 percentage points of GDP in Poland. In Slovenia, in contrast, the medium-term fiscal deterioration could be 3½ percentage points of GDP—a result driven, in part, by the technical assumption of an improvement in the private sector saving-investment balance over the medium term.
Table A4. Medium-Term Fiscal Targets Anchored on External Debt and Current Account Constraints
(Percent of GDP)
Sources: World Economic Outlook, and IMF staff simulations.
1 Targets are derived on the basis of the (rounded) results in Table A3.
2 Incorporates technical assumptions, as discussed in the text.
3 Assumes that a fiscal tightening of 1 percentage point of GDP worsens the private sector saving-investment balance by 0.5 percentage points of GDP.
4 Change in fiscal balance is assumed to be equivalent to change in the public saving-investment balance.
Box A1. The Impact of Fiscal Policy on Private Saving and Investment
The impact of fiscal policy on private saving is typically linked to the Ricardian equivalence theorem.1 This basically states that the effect on the current account of changes in the fiscal position (for example, a reduction in taxes) is entirely offset by adjustments in private saving, in anticipation of future reversals in the fiscal stance. The empirical literature has sometimes found fairly large Ricardian effects in advanced economies, with changes in private saving offsetting as much as 90 percent of changes in public saving.2 Ricardian effects in low- and middle-income countries have been found to be significantly smaller, however, at around 50 percent, reflecting, among other things, less developed financial markets.3
In addition, for a given fiscal balance, a cut in the ratio of current expenditure to GDP (the empirical results for public investment are less clear-cut) has been found to increase the private saving ratio.4 This may reflect either the positive effect of lower taxes (required for a given fiscal balance) on disposable income (as saving ratios tend to rise with higher income), or stronger incentives to save due to a less generous social safety net. Thus, expenditure-based fiscal consolidation (that is, spending cuts without changes in revenues) should result in only a small (if any) reduction in private saving, whereas fiscal consolidation based on higher taxes should lower private saving significantly.
The empirical literature on private investment responses to a permanent change in the level of public expenditure and revenue is less developed, suggesting caution with regard to the magnitude of the effects. Nevertheless, it suggests that fiscal consolidation, which is expenditure driven, tends to raise private investment ratios, while revenue-based consolidation would have the opposite effect, but likely of significantly smaller magnitude.5
The overall effect of fiscal consolidation on the private saving-investment balance is likely to be negative (that is, saving falls relative to investment), but its magnitude is uncertain. Expenditure-based fiscal tightening is not expected to reduce the private saving ratio by much, but has a (possibly strong) positive effect on private investment. Revenue-driven consolidation, on the other hand, is expected to reduce the private saving ratio significantly, but should also result in a reduction in the investment ratio. In the same vein, the effect of a combined deficit-neutral cut or increase in revenue and expenditure on the private saving-investment balance is uncertain, as both the saving and investment ratio are expected to rise in the former and fall in the latter case.
1This box builds on a similar presentation in IMF (2000e).
2See Ul Haque and others (1999).
3See Masson and others (1995).
4See Ul Haque and others (1999), Masson and others (1995), and Callen and Thimann (1997).
5Alesina and others (1999) find that a permanent cut in expenditure by 1 percentage point of GDP, raises private investment by 0.8 percentage points of GDP after five years, and by significantly more if the expenditure restraint is focused on public sector wages. A revenue increase by the same amount lowers the private investment ratio by about 0.2 percentage points, with a larger reduction in the case of rising taxes on labor income.
In sum, while public debt dynamics currently imply no serious constraint for medium-term fiscal policies in any of the five countries, external vulnerability considerations may. Based on a crude but consistent methodology for determining potential current account limits and forecasting private sector saving-investment balances, four of the five countries are found in need of tightening their fiscal positions. However, these results have to be interpreted as mere reference points for a more comprehensive and country-specific assessment of external vulnerabilities and a forward-looking consideration of private sector saving and investment behavior. These qualifications notwithstanding, the above analysis has illustrated how quantitative medium-term frameworks can provide a useful consistency check between fiscal and external objectives.
This Appendix provides information on the recent revenue performance and current tax structures in the five accession candidates, as background for the discussion of reform proposals in Chapter 7. Given the context of EU accession, comparisons are mostly undertaken with reference to the European Union.24
General government revenue has recently been on a declining trend, driven by both advances in economic liberalization and reductions in tax rates. The five countries covered in this paper have experienced declines in their general government revenue shares during 1994–98 (Table A5). The revenue losses in individual countries ranged from a modest ½ percentage point of GDP in Slovenia to 6⅓ percentage points of GDP in Poland. The main factors behind these revenue losses were further advances in transition, which included additional liberalization and restructuring of the economy, and reductions in tax ratios. Reflecting tax system reforms, the declines in tax ratios ranged from 1⅔ percentage points of GDP in the Czech Republic and Slovenia to 5⅔ percentage points of GDP in Poland (Figure A3).
Table A5. General Government Revenue in the CES5, 1994–98
(Percent of GDP)
Sources: Revenue Statistics, OECD, 1999; various Recent Economic Development Reports; and IMF staff estimates.
1 Data for Hungary are on a GFS-consolidated basis for 1998 only.
Figure A3. Tax Ratios in the CEC5 and the European Union, 1994 and 1998
(Percent of GDP)
1The ratio for Greece refers to 1997.
Sources: OECD, Revenue Statistics, (1999); various Recent Economic Development Reports; and IMF staff estimates.
1In the case of Greece, 1997 relative to 1994.
Notwithstanding the decline in tax ratios in all five countries, there are significant differences in individual taxes. The most prominent declines were in the corporate income tax collection in the Czech and Slovak Republics; social security contributions and import taxes in Hungary and Slovenia; and the personal income tax and import taxes in Poland.
The decline in corporate income tax collection in the Czech and Slovak Republics occurred despite—and partly because of—high tax rates, due to strong incentives for tax avoidance in both the private sector and state-owned enterprises, and drops in firms’ profitability (owing to the restructuring of the enterprise sector, the elimination of direct and indirect subsidies, and reductions in monopolistic profits in the face of increased competition). Social security and import tax collection declined significantly in Hungary and Slovenia, in response to a decline in the social security contribution rates and import tariffs, respectively. Finally, a decline in import tax collection in Poland reflected both a reduction in tariffs and the elimination of the import surcharge.
It is important to note that although reforms were undertaken to reduce individual tax rates, these were often not the only reason for a declining trend in revenue ratios. Reforms included reductions in the statutory rates of personal and corporate income taxes, but their negative impact on revenues was often compensated by reductions in or elimination of tax relief, or a broadening of the tax base. In the case of Hungary, for example, a dramatic cut in the corporate tax rate was more than offset by a higher tax base, because of the resulting increase in foreign direct investment and the improved profitability of the enterprise sector. Conversely, as noted above, the Czech and Slovak Republics experienced a fall in revenues from corporate income taxes, despite, or perhaps because of, high rates.
While a number of changes in the tax systems of the five accession candidates have led to tax structures broadly in line with the EU-average, some important differences can still be identified (Figure A4). The contribution of personal income taxes, in terms of both total revenue and GDP, is relatively low in the five central European countries compared with the respective EU average; and social security contributions are a relatively more important component than the personal income tax with respect to taxes on labor income.
Figure A4. Structure of Tax Revenue in the CEC5 and the European Union, 1998
(Percent)
Sources: OECD, Revenue Statistics, (1999); various Recent Economic Developments Reports; and IMF staff estimates.
Social security contributions combined with personal income taxes have led to a high tax burden on labor income. All five countries have implemented mandatory, payroll-based social security contributions (which generally cover pension, unemployment, and health insurance), with rates that are high compared with the EU or the OECD average (Table A6). This reflects labor market and social policies that have encouraged early retirement (there is little difference between net wages and pension incomes) and the generous provision of disability benefits (for example, in Poland and the Slovak Republic). Combined with the personal income tax, the nominal tax wedge between the cost of labor to the employer and the return received by the employee reached (in 1999) 43 percent of gross salaries in the Czech Republic, 57 percent in Hungary, 45 percent in Poland, and 60 percent in the Slovak Republic—significantly above the average rate of about 40 percent prevailing in the EU.25 Reducing taxes on labor would tend to raise employment and output, and offset (at least partly) the negative revenue effect of lower labor taxes.26 Reducing the taxation on labor income would also tend to reduce incentives to operate in the gray economy, which would help raise revenue.
Table A6. Social Contribution Rates in the CES5, Europe, and the OECD
(Percent of gross labor income)
Sources: International Bureau of Fiscal Documentation; and World Bank (1998).
1 Includes sickness contributions.
2 Also includes maternity contributions, and a health contribution paid by the employees.
3 Unweighted average of the European Union countries (excluding Denmark).
4 Unweighted average of European Union countries (excluding Denmark) and Iceland, Norway, and Switzerland.
5 Unweighted average of Western Europe (as defined above) and Australia, Japan, Mexico, New Zealand, and the United States.
Revenue generation from the personal income tax (PIT) in some of the five countries is hampered by a vast system of deductions and exemptions, and high tax rates. In general, the PIT has a progressive structure of marginal rates, and the number of brackets is in line with the systems in the EU (Table A7). The top marginal rates are around 40 percent (with the exception of Slovenia: 50 percent), broadly in line with an EU average of 44½ percent. However, low effective tax collection compared with the EU suggests a relatively narrow base. This can be attributed, in part, to various tax credits and specific exemptions. For example, in contrast to the EU, interest on government bonds is exempt in the central European countries, and interest on bank deposits is taxed only in the Czech and Slovak Republics, while fully taxed (either as part of ordinary income or at separate rates) in all EU countries. Also, in contrast to many (but not all) EU countries, social security benefits are tax exempt.27 In addition, as noted above, high tax rates on labor income reduce employment in the official economy. Finally, the size of the gray economy in some countries only compounds problems already experienced in strengthening tax administration.28
Table A7. Main Elements of the Personal Income Tax System in the CEC5 and the European Union
(Percent, unless otherwise indicated)
Sources: International Bureau of Fiscal Documentation; Surveillance of Tax Policies: A Framework for EDRC Country Reviews, OECD, 1999; and Individual Taxes 1999–2000, PriceWaterhouseCoopers.
1 O.I. indicates ordinary income; and the number in percent refers to the withholding tax rate.
2 Excluding zero band or allowance.
3 Withholding tax is either final or creditable against the income tax liability, at the taxpayer’s option.
4 Dividends paid to shareholders are not taxed in their names because the underlying profits have already been taxed in the name of the distributing corporation.
5 Final witholding tax or 10 percent tax, creditable against ordinary income tax liability.
6 All rates have to be increased by 2.5 percent for a contribution to the employment fund (e.g., the maximum rate would be 47.15 percent).
7 Includes social security premiums.
8 As ordirary income; or ordinary income with 25 percent withholding and tax credit; or exempt.
9 As ordinary income; or at 28.57 percent creditable withholding tax; or exempt.
Corporate income tax rates and investment incentives differ significantly across the accession candidates. Tax rates vary from 18 percent in Hungary to 31 percent in the Czech Republic; these compare with an average of about 33 percent for the EU (Table A8).29 The wide divergence in tax rates of central European countries reflects to a large extent different strategies to attract foreign direct investment (FDI), with some governments favoring special tax treatments and nontax incentives.30 The latter have included a number of desirable measures, such as improved legal and institutional frameworks, complemented by public sector reforms to enhance transparency and governance. However, all five governments have also adopted, to different degrees, discriminatory practices, including tax holidays and import duty exemptions for foreign investors.31 Their main objective was to stimulate investment in underdeveloped regions or sectors, or in regions with high unemployment, but the actual benefits of such measures may be hard to judge relative to their cost.32 At all events, effective corporate tax rates have been much lower than nominal CIT rates (shown in Table A8): the effective rates were 10.9 percent in the Czech Republic, 13.1 percent in Hungary, 22.1 percent in Poland, 16.9 percent in Slovakia, and 12.4 percent in Slovenia (see IMF, 2000b).33
Table A8. Corporate and Value-Added Tax Rates in the CEC5 and the European Union
(Percent)
Sources: international Bureau of Fiscal Documentation; Surveillance of Tax Policies; A Framework for EDRC Country Reviews, 2000, OECD, 1999; and Individual Taxes 1999–2000, PriceWaterhouseCoopers.
1 Effective rote; it comprises a corporate income tax rate of 39 percent and a 3 percent austerity surcharge.
2 Effective rate; it comprises a corporate income tax rate of 33.3 percent and a surtax of 10–20 percent.
3 The higher rate applies to companies in the Athens Stock Exchange and the lower rate to other companies.
4 The lower rate applies to nonresident companies and the higher rate to resident companies.
Regarding indirect taxation, alignment with EU norms has progressed considerably, but rates are generally still on the high side. Value-added taxes have been designed to follow EU guidelines, and, with the exception of Slovenia, the standard rates exceed the EU average of 19.4 percent (Table A8). Moreover, there tends to be a large differential between the standard and the lower rate, which creates distortions. Tariffs will generally need to be cut—although not by much more—to comply with WTO agreements and the provisions of the single market. While excises will need to be aligned with those in the EU, the required changes are in both directions.
1 Aghion , P. , and P. Howitt , 1998 , Endogenous Growth Theory (Cambridge, Massachusetts: MIT Press).
2 Aitken , B. , 1999 , “Ireland and the Euro: Productivity Growth, Inflation, and the Real Exchange Rate,” IMF Staff Country Report No. 99/108 (Washington: International Monetary Fund).
3 Alesina , R. , and R. Perotti , 1997 , “Fiscal Adjustment in OECD Countries: Composition and Macroeconomic Effects,” IMF Staff Papers , Vol. 44 , pp. 210–48 (Washington: International Monetary Fund).
4 Alesina , R. , R. Perotti , and J. Tavares , 1998 , “The Political Economy of Fiscal Adjustments,” Brookings Papers on Economic Activity , Vol. 1 , pp. 197–266 (Washington: Brookings Institution).
5 Alesina , R. , S. Ardagna , R. Perotti , and F. Schiantarelli , 1999 , “Fiscal Policy, Profits, and Investment,” NBER Working Paper No. 7207 (Cambridge, Massachusetts: National Bureau of Economic Research).
6 Almeida , A. , and C. Goodhart , 1998 , “Does the Adoption of Inflation Targets Affect Central Bank Behaviour?” Banca Nazionale del Lavoro Quarterly Review , Vol. 204 (March ).
7 Archarya , V. , 2002 , “International Convergence of Capital Adequacy”, Journal of Finance (forthcoming).
8 Austrian National Bank , 1999 , “Increasing Integration of Applicant Countries into International Financial Markets,” Focus on Transition , No. 2 .
9 Bacchetta , P. , and E. van Wincoop , 2000 , “Does Exchange-Rate Stability Increase Trade and Welfare?” American Economic Review , Vol. 90 , No. 5 (December ), pp. 1093–109.
10 Balassa , B. , 1964 , “The Purchasing Power Parity Doctrine: A Reappraisal,” Journal of Political Economy , Vol. 72 .
11 Baliño , T.J.T. and A. Ubide , 2000 , “The New World of Banking,” Finance and Development (Washington: International Monetary Fund).
12 Baliño , T.J.T. , and C. Enoch , 1997 , “Currency Board Arrangements—Issues and Experiences,” IMF Occasional Paper No. 151 (Washington: International Monetary Fund).
13 Bank for International Settlements , 2001 , “The Banking Industry in the Emerging Market Economies: Competition, Consolidation, and Systemic Stability,” BIS Papers No. 4 (August ).
14 Barro , R.J. , and J.W. Lee , 1993 , “International Measures of Schooling Years and Schooling Quality,” American Economic Review Papers and Proceedings , Vol. 86 , No. 2 , pp. 218–33.
15 Barth , J. , G. Caprio , and R. Levine , 2000 , “Banking Systems Around the Globe: Do Regulation and Ownership Affect Performance and Stability?” Mimeo (Minneapolis, Minnesota: University of Minnesota).
16 Basel Committee on Banking Supervision , 1999 , “Capital Requirements and Bank Behavior: The Impact of the Basle Accord,” Working Paper No. 1 (Basel: Bank for International Settlements).
17 Beck , T. , R. Levine , and N. Loayza , 2000 , “Finance and the Sources of Growth,” Journal of Financial Economics (October ).
18 Beck , T. , R. Levine , and N. Loayza , 2000 , “Financial Intermediation and Growth: Causality and Causes,” Journal of Monetary Economics (August ).
19 Begg , D. , and C. Wyploz , 1999 , “How Big a Government?: Transition Economy Forecasts Based on OECD History,” Fifth Dubrovnik Conference on Transition Economies (Dubrovnik, Croatia).
20 Begg , D. , B. Eichengreen , L. Halpern , J. von Hagen , and C. Wyplosz , “Sustainable Regimes of Capital Movements in Accession Countries” (forthcoming).
21 Begg , D. , L. Halpern , and C. Wyplosz , 1999 , “Monetary and Exchange Rate Policies, EMU and Central and Eastern Europe,” Forum Report of the Economic Policy Initiative No. 5 (Centre for Economic Policy Research).
22 Begg , D. , and R. Portes , 1993 , “Enterprise Debt and Economic Transformation: Financial Restructuring in Central and Eastern Europe,” Capital Markets and Financial Intermediation , Colin Mayer and Xavier Vives ,eds., pp. 230–61 (Cambridge, Massachusetts: Cambridge University Press).
23 Belaisch , A. , L. Kodres , J. Levy , and A. Ubide , 2001 , “Euro-Area Banking at the Crossroads,” IMF Working Paper 01/28 (Washington: International Monetary Fund).
24 Benhabib , J. , and M. Spiegel , 1994 , “The Role of Human Capital in Economic Development: Evidence from Aggregate Cross-Country Data,” Journal of Monetary Economics (October ).
25 Berg , A. , E. Borensztein , G.M. Milesi-Ferretti , and C. Pattillo , 1999 , “Anticipating Balance of Payments Crises: The Role of Early Warning Systems,” IMF Occasional Paper No. 186 (Washington: International Monetary Fund).
26 Bernanke , B. , T. Laubach , F.S. Mishkin , and A.S. Posen , 1999 , “Inflation Targeting: Lessons from the International Experience” (Princeton, New Jersey: Princeton University Press).
27 Blanchard , O. , 1990 , “Suggestions for a New Set of Fiscal Indicators,” Working Paper No. 7 (Paris, France: Organization for Economic Co-operation and Development).
28 Bléjer , M. , A. Ize , A.M. Leone , and S. Werland ,eds., 2000 , Inflation Targeting in Practice (Washington: International Monetary Fund).
29 Boone , L. , and M. Maurel , 1999 , “An Optimal Currency Area Perspective of the EU Enlargement to the CEECs,” Centre for Economic Policy Research Discussion Paper Series No. 2119 (March ), pp. 1–14 (United Kingdom).
30 Borensztein , E.R. , and P. Montiel , 1991 , “Savings, Investment, and Growth in Eastern Europe,” IMF Working Paper 91/61 (Washington: International Monetary Fund).
31 Borish , M.S. , and M.N. Wei Ding , “On the Road to EU Accession: Financial Sector Development in Central Europe,” World Bank Discussion Paper No. 345 (Washington: The World Bank).
32 Broadway , R. , and A. Shah , 1992 , “How Tax Incentives Affect Decisions to Invest in Developing Countries,” World Bank Policy Research Working Paper No. 1011 (Washington: The World Bank).
33 Buch , C.M. , R.P. Heinrich , and C. Pierdzioch , 1999 , “Foreign Capital and Economic Transformation: Risks and Benefits of Free Capital Flows,” Kieler Studien 295 .
34 Buiter , W. , 1985 , “Guide to Public Sector Debt and Deficits,” Economic Policy: A European Forum , Vol. 1 , pp. 13–79.
35 Business Central Europe , 2001a , “Feel the Pain” (May ).
36 Business Central Europe , 2001b , “Polish Financial Review: Hedging your Bets” (May ).
37 Callen , T. , and C. Thimann , 1997 , “Empirical Determinants of Household Saving: Evidence from OECD Countries,” IMF Working Paper 97/181 (Washington: International Monetary Fund).
38 Calvo , G. , and C. Reinhart , 2000 , “The Fear of Floating” (unpublished).
39 Calvo , G. , and M. Kumar , 1994 , “Money Demand, Bank Credit, and Economic Performance in Former Socialist Economies,” IMF Staff Papers , Vol. 41 , No. 2 (June ), pp.314–349 (Washington: International Monetary Fund).
40 Calvo , G. , 1992 , “Are High Interest Rates Effective for Stopping High Inflation? Some Skeptical Notes,” The World Bank Economic Review , Vol. 6 , No. 1 , pp. 55–69 (Washington: The World Bank).
41 Calvo , G. , and J.A. Frenkel , 1991 , “From Centrally Planned to Market Economy,” IMF Staff Papers , Vol. 38 (June ), pp. 268–99 (Washington: International Monetary Fund).
42 Cecchetti , S.G. , 1999 , “Legal Structure, Financial Structure, and the Monetary Policy Transmission Mechanism,” NBER Working Paper 7151 (Cambridge, Massachusetts: National Bureau of Economic Research).
43 Chalk , N. , and R. Hemming , 2000 , “Assessing Fiscal Sustainability in Theory and Practice,” IMF Working Paper 00/81 (Washington: International Monetary Fund).
44 Christoffersen , P.F. , and P. Doyle , 1998 , “From Inflation to Growth—Eight Years of Transition,” IMF Working Paper 98/100 (Washington: International Monetary Fund).
45 Cipriani , M. , 2000 , “The Balassa-Samuelson Effect in Transition Economies; 1996–99,” Mimeo (Washington: International Monetary Fund).
46 Claessens , S. , S. Djankov , and D. Klingebiel , 2000 , “Stock Markets in Transition Economies,” Financial Sector Discussion Paper No. 5 (Washington: The World Bank).
47 Claessens , S. , 2000 , “Electronic Finance: Reshaping the Financial Landscape Around the World,” draft, Financial Sector Strategy and Policy (Washington: International Monetary Fund).
48 Clements , H. , Z. Kontolemis , and J. Levy , 2000 , “Monetary Transmission Mechanism under EMU: (Yet) Another Look,” Mimeo (Washington: International Monetary Fund).
49 Coorey , S. , M. Mecagni , and E. Offerdal , 1996 , “Disinflation in Transition Economies: The Role of Relative Price Adjustment,” IMF Working Paper 96/138 (Washington: International Monetary Fund).
50 Corker , R. , C. Beaumont , R. van Elkan , and D. Iakova , 2000 , “Exchange Rate Regimes in Selected Advanced Transition Economies—Coping with Transition, Capital Inflows, and EU Accession,” IMF Policy Discussion Paper 00/3 (Washington: International Monetary Fund).
51 Crafts , N. , 1998 , “East Asian Growth Before and After the Crisis,” IMF Working Paper 98/137 (Washington: International Monetary Fund).
52 Czech National Bank , 2001 , “Statement of the Czech National Bank on the ‘Concluding Report of the Chamber of Deputies Fact-finding Commission for Clarification of Decision-Making by the State in IPB from the Time of Its Founding until the Imposing of Receivership and its Sale to CSOB, for the Purposes of Deliberation by the CD PCR,” (July ) http://www.cnb.cz/en/index.html.
53 Daniel , J. , 1997 , “Fiscal Aspects of Bank Restructuring,” IMF Working Paper 97/52 (Washington: International Monetary Fund).
54 Davis , E.P. , 2001 , “Multiple Avenues of Intermediation, Corporate Finance, and Financial Stability” (Draft working paper ; Washington: International Monetary Fund).
55 Dayal-Gulati , A. , and C. Thimann , 1997 , “Saving in Southeast Asia and Latin America Compared: Searching for Policy Lessons,” IMF Working Paper 97/110 (Washington: International Monetary Fund).
56 De Broeck , M. , and T. Sløk , 2001 , “Interpreting Real Exchange Rate Movements in Transition Countries,” IMF Working Paper 01/56 (Washington: International Monetary Fund).
57 Demirguc-Kunt , A. , and R. Levine , 1996 , “Stock Market Development and Financial Intermediaries: Stylized Facts,” World Bank Economic Review , Vol. 10 , No. 2 (May ), pp. 291–322 (Washington: The World Bank).
58 Doyle , P. , L. Kuijs , and G. Jiang , 2001 , “Real Convergence to EU Income Levels: Central Europe from 1990 to the Long Term,” IMF Working Paper 01/146 (Washington: International Monetary Fund).
59 Dunn , J. , and D. Wetzel , 2000 , “Fiscal Decentralization in Former Socialist Economies: Progress and Prospects,” Mimeo (Washington: The World Bank).
60 Dziobek , C. , J. Kim Hobbs , and D. Marston , 2000 , “Toward a Framework for Systemic Liquidity Policy,” IMF Working Paper 00/34 (Washington: International Monetary Fund).
61 Easterly , W. , and R. Levine , 2000 , “It’s Not Factor Accumulation: Stylized Facts and Growth Models” Mimeo (Washington: The World Bank).
62 Easterly , W. , and S. Rebelo , 1993 , “Fiscal Policy and Economic Growth: An Empirical Investigation,” Journal of Monetary Economics , Vol. 32 , pp. 187–212.
63 Eichengreen , B. , and others, 1998 , “Exit Strategies—Policy Option for Countries Seeking Greater Exchange Rate Flexibility,” IMF Occasional Paper No. 168 (Washington: International Monetary Fund).
64 Enoch , C. , G. Garcia , and V. Sundararajan , 1999 , “Recapitalizing Banks with Public Funds: Selected Issues,” IMF Working Paper 99/139 (Washington: International Monetary Fund).
65 European Bank for Reconstruction and Development , 1998 , Transition Report (London).
66 European Bank for Reconstruction and Development , 1999 and 2000 , Transition Report (London).
67 European Bank for Reconstruction and Development , 2000 , Transition Report Update (May ) (London).
68 European Central Bank , 2000 , “The European and the EU Enlargement Process,” ECB Monthly Bulletin (February ), pp. 39–51.
69 European Commission , 1997 , Agenda 2000 , Vol. I and II (Brussels, Belgium: European Commission).
70 Evans , O. , M. Gill , A. Leone , and P. Hilbers , 2000 , “Macroprudential Indicators of Financial System Soundness,” IMF Occasional Paper No. 192 (Washington: International Monetary Fund).
71 Fezioğlu , T. , 2000 , “Market Structure and Efficiency of Intermediation in the Slovene Banking Sector,” Republic of Slovenia: Selected Issues, IMF Staff Country Report 00/56 (Washington: International Monetary Fund).
72 Fischer , S. , 2001 , “Exchange Rate Regimes: Is the Bipolar View Correct?,” Finance and Development (Washington: International Monetary Fund).
73 Fischer , S. , R. Sahay , and C. Végh , 1998 , “How Far is Eastern Europe from Brussels?” IMF Working Paper 98/53 (Washington: International Monetary Fund).
74 Fischer , S. , R. Sahay , and C. Végh , 1996 , “Stabilization and Growth in Transition Economies—The Early Experience,” IMF Working Paper 96/31 (Washington: International Monetary Fund).
75 Flood , R. , and N. Marion , 1998 , “Perspectives on the Recent Currency Crisis Literature,” IMF Working Paper 98/130 (Washington: International Monetary Fund).
76 Frankel , J.A. , and A.K. Rose , 1996 , “Currency Crashes in Emerging Markets: An Empirical Treatment,” Journal of International Economics , Vol. 41 , pp. 351–66.
77 Froot , K.A. , and K. Rogoff , 1995 , “Perspectives on PPP and Long-Run Real Exchange Rates,” Handbook of International Economics , Vol. III , G. Grossmann and K. Rogoff , eds.
78 Garcia , G. , 1999 , “Deposit Insurance: A Survey of Actual and Best Practices,” IMF Working Paper 99/54 (Washington: International Monetary Fund).
79 Ghosh , A. , and S. Phillips , 1998 , “Inflation, Disinflation, and Growth,” IMF Working Paper 98/68 (Washington: International Monetary Fund).
80 Giorgianni , L. 2001 , “Design and Implementation of the Thai Asset Management Corporation”, IMF Selected Issues Paper on Thailand (Washington: International Monetary Fund).
81 Gulde , A. , J. Kahkonen , and P. Keller , 2000 , “Pros and Cons of Currency Board Arrangements in the Lead Up to EU Accession and Participation in the Euro Zone,” IMF Policy Discussion Paper 00/1 (Washington: International Monetary Fund).
82 Gupta , P. , D. Mishra , D. , and R. Sahay , 2000 , “Output Response During Currency Crises,” Mimeo (Washington: International Monetary Fund).
83 Gupta , S. , L. Leruth , L. de Mello , and S. Chakravarti , 2001 , “Transition Economies: How Appropriate is the Size and Scope of Government?” IMF Working Paper 01/55 (Washington: International Monetary Fund).
84 Gupta , S. , M. Verhoeven , and E. Tiongson , 1999 , “Does Higher Government Spending Buy Better Results in Education and Health Care?” IMF Working Paper 99/21 (Washington: International Monetary Fund).
85 Halpern , L. , and C. Wyplosz , 1997 , “Equilibrium Exchange Rates in Transition Economies,” IMF Staff Papers , Vol. 44 , No. 4 , pp. 430–61 (Washington: International Monetary Fund).
86 He , D. , 2000 , “Emergency Liquidity Support Facilities,” IMF Working Paper 00/79 (Washington: International Monetary Fund).
87 Hilbers , P. , 2001 , “IMF/World Bank Financial Sector Assessment Program,” Economic Perspectives (February ).
88 Holland , D. , and R. Vann , 1998 , “Income Tax Incentives for Investment,” Tax Law Design and Drafting , ed. by V. Thuronyi (Washington: International Monetary Fund).
89 Holland , D. , and J. Owens , 1997 , “Taxation and Foreign Direct Investment: The Experience of the Economies in Transition,” Fiscal Policy and Economic Reform: Essays in Honor of Vito Tanzi , ed. by Mario Bléjer and Teresa M. Ter-Minassian (London, United Kingdom: Routledge).
90 Institute for International Finance , 2000 , “Capital Flows to Emerging Markets,” Jan . 24, 2000 .
91 International Finance Corporation , 1999 , “Slovak Republic: Legal, Regulatory, and Tax Improvements for Attracting Foreign Direct Investment,” Mimeo (Washington: International Finance Corporation).
92 International Monetary Fund , 1999a , “Hungary—Selected Issues, SM/99/28” (Washington: International Monetary Fund).
93 International Monetary Fund , 1999b , Finland—Selected Issues (Washington: International Monetary Fund).
94 International Monetary Fund , 1999c , Republic of Poland—Selected Issues (Washington: International Monetary Fund).
95 International Monetary Fund , 1999d , World Economic Outlook (Washington: International Monetary Fund).
96 International Monetary Fund , 2000a , Report on the Observance of Standards and Codes, Czech Republic, Financial Sector Assessment (Washington: International Monetary Fund). http://www.imf.org/external/np/rosc/index.htm
97 International Monetary Fund , 2000b , Report on the Observance of Standards and Codes, Hungary, Financial Sector Assessment (Washington: International Monetary Fund). http://www.imf.org/external/np/rosc/index.htm
98 International Monetary Fund , 2000c , International Capital Markets Report (Washington: International Monetary Fund).
99 International Monetary Fund , 2000d , Republic of Poland—Selected Issues (Washington: International Monetary Fund).
100 International Monetary Fund , 2000e , Hungary—Selected Issues (Washington: International Monetary Fund).
101 International Monetary Fund , 2001a , Report on the Observance of Standards and Codes, Poland, Financial Sector Assessment, June 2001 , http://www.imf.org/external/np/rosc/index.htm
102 International Monetary Fund , 2001b , World Economic Outlook (Washington: International Monetary Fund).
103 Jakab and Kovács , 1999 , “Determinants of Real Exchange Rate Fluctuations in Hungary,” National Bank of Hungary Working Paper .
104 James , C. , 1991 , “Losses Realized in Bank Failures,” Journal of Finance , Vol. 46 , No. 4 .
105 Johnston , R. Barry , J. Chai , and L. Schumacher , 2000 , “Assessing Financial System Vulnerabilities,” IMF Working Paper 00/76 (Washington: International Monetary Fund).
106 Kaminsky , G.L. , 1998 , “Financial Crises in Asia and Latin America: Then and Now,” American Economic Review Papers and Proceedings , Vol. 88 (May ), pp. 444–48 (United States).
107 Kaminsky , G. , S. Lizondo , and C. Reinhart , 1998 , “Leading Indicators of Currency Crises,” IMF Staff Papers , Vol. 45 , No. 1 , pp. 1–48 (Washington: International Monetary Fund).
108 Kawalec , S. , 1999 , “Banking Sector Systemic Risk in Selected Central European Countries,” Mimeo (Washington: International Monetary Fund).
109 Khan , M.S. , and A.S. Senhadji , 2000 , “Threshold Effects in the Relationship Between Inflation and Growth,” IMF Working Paper 00/110 (Washington: International Monetary Fund).
110 Klingebiel , D. , 2000 , “The Use of Asset Management Companies in the Resolution of Banking Crises: Cross-Country Experiences,” World Bank Policy Research 2284 (Washington: The World Bank).
111 Krugman , P. , 1996 , “Are Currency Crises Self-Fulfilling?” Macroeconomics Annual (Cambridge, Massachusetts: National Bureau of Economic Research).
112 Krugman , P. , 1979 , “A Model of Balance of Payments Crises,” Journal of Money, Credit and Banking , Vol. 11 (August ), pp. 311–25.
113 Lacko , M. , 1995 , “The Hungarian Hidden Economy in International Comparison: Estimation Method Based on Household Electricity Consumption and Currency Ratio,” Institute of Economics Working Paper No. 25 (Hungarian Academy of Sciences).
114 Lane , T. , and G.M. Milesi-Ferretti , 2000 , “External Capital Structure: Theory and Evidence,” IMF Working Paper 00/152 (Washington: International Monetary Fund).
115 Lane , T. , 1996 , “The First-Round Monetary and Fiscal Impact of Bank Recapitalization in Transition Economies,” IMF Paper on Policy Analysis and Assessment 96/8 (Washington: International Monetary Fund).
116 La Porta , R. , F. Lopez de Silanes , A. Shleifer , and R. Vishny , 2000 , “Investor Protection and Corporate Governance,” Journal of Financial Economics , No. 58 , pp. 3–27.
117 Levine , R. , 2000 , “Bank-Based or Market-Based Financial Systems: Which Is Better?” (University of Minnesota).
118 Levine , R. , 1999 , “Foreign Bank Entry and Capital Control Liberalization: Effects on Growth and Stability,” Mimeo (University of Minnesota).
119 Levine , R. , and S. Zervos , 1998 , “Stock Markets, Banks, and Economic Growth,” American Economic Review (June ), Vol. 88 , No. 3 , pp. 537–58.
120 Levine , R. , 1997 , “Financial Development and Economic Growth: Views and Agenda,” Journal of Economic Literature (June ), Vol. XXXV , pp. 688–726.
121 Lipschitz , L. , T. Lane , and A. Mourmouras , 2002 , “Capital Flows to Transition Economies: Master or Servant?” IMF Working Paper 02/11 (Washington: International Monetary Fund).
122 Masson , P.R. , 1999 , “Monetary and Exchange Rate Policy of Transition Economies of Central and Eastern Europe after the launch of EMU,” IMF Policy Discussion Paper 99/5 (Washington: International Monetary Fund).
123 Masson , P. , T. Bayoumi , and H. Samiei , 1995 , “International Evidence of the Determinants of Private Saving,” IMF Working Paper 95/51 (Washington: International Monetary Fund).
124 Milesi-Ferretti , G.M. , and A. Razin , 1998 , “Current Account Reversals and Currency Crises: Empirical Regularities,” IMF Working Paper 98/89 (Washington: International Monetary Fund).
125 Milesi-Ferretti , G.M. , and A. Razin , 1996 , “Current Account Sustainability,” Princeton Studies in International Finance (Princeton, New Jersey: Princeton University).
126 Mishkin , F.S. , 1999 , “International Experiences with Different Monetary Policy Regimes,” National Bureau of Economic Research Working Paper 7044 .
127 Mussa , M. , and others, 2000 , “Exchange Rate Regimes in an Increasingly Integrated World Economy,” IMF Occasional Paper No. 193 (Washington: International Monetary Fund).
128 National Bank of Hungary , 2001 , “Report on Financial Stability” (February ) (Budapest).
129 National Bank of Hungary , 1999 , “The Hungarian Banking Sector, Developments in 1999” (Budapest).
130 Obstfeld , M. , 1995 , “International Currency Experience: New Lessons and Lessons Relearned,” Brooking Papers on Economic Activity (Washington: Brookings Institution).
131 Obstfeld , M. , 1986 , “Rational and Self-Fulfilling Balance of Payments Crises,” American Economic Review , Vol. 76 (March ), pp. 72–81.
132 OECD , 1997/98 and 1999/2000 , Poland—Annual Review (Paris, France: Organization for Economic Cooperation and Development).
133 OECD , 1999 , “Surveillance of Tax Policies: A Framework for EDRC Country Reviews” (Paris, France: Organization for Economic Cooperation and Development).
134 Palacios , R.J. , and R. Rocha , 1998 , “The Hungarian Pension System in Transition,”, “Public Finance Reform During the Transition: The Experience of Hungary,” Bokros and Dethier , eds . (Washington: The World Bank).
135 Plosser , C. , 1992 , “The Search for Growth,” in “Policies for Long-Run Growth” (Kansas City: Federal Reserve Bank of Kansas City).
136 Powell , A. , 2000 , “Safety First Monetary and Financial Policies for Emerging Economies,” paper presented at Central Banking Conference, pp. 9–107 (Washington: International Monetary Fund).
137 Rajan and Zingales , 1996 , “Financial Dependence and Growth,” NBER Working Paper Series No. 5758 (Cambridge, Massachusetts: National Bureau of Economic Research).
138 Rocha , R. , and D. Vittas , 2000 , “The Hungarian Pension Reform: A Preliminary Assessment of the First Two Years,” Mimeo (Washington: The World Bank).
139 Rother , P. , 2000 , “The Impact of Productivity Differentials on Inflation and the Real Exchange Rate: An Estimation of the Balassa-Samuelson Effect in Slovenia,” IMF Staff Country Report 00/56 , pp. 26–38 (Washington: International Monetary Fund).
140 Samuelson , P.A. , 1964 , “Theoretical Notes on Trade Problems,” Review of Economics and Statistics , Vol. 46 , pp. 145–64.
141 Sarel , M. , 1996 , “Nonlinear Effects of Inflation on Economic Growth,” IMF Staff Papers , Vol. 43 , No. 1 (March ), pp. 199–215 (Washington: International Monetary Fund).
142 Savastano , M.A. , 1995 , “Private Saving in IMF Arrangements,” in IMF Conditionality: Experience Under Stand-By and Extended Arrangements , ed. by Susan Schadler , IMF Occasional Paper No. 129 (Washington: International Monetary Fund).
143 Schaechter , A. , M. R. Stone , and M. Zelmer , 2000 , “Adopting Inflation Targeting: Practical Issues for Emerging Market Countries,” IMF Occasional Paper No. 202 (Washington: International Monetary Fund).
144 Simon , A. , and A. Kovacs , 1998 , “Components of the Real Exchange Rate in Hungary,” National Bank of Hungary Working Paper .
145 Slemrod , J. , 1995 , “What Do Cross-Country Studies Teach about Government Involvement, Prosperity, and Economic Growth?” Brookings Papers on Economic Activity , No. 2 , pp. 371–431 (Washington: Brookings Institution).
146 Solow , R.M. , 1956 , “A Contribution to the Theory of Economic Growth,” Quarterly Journal of Economics , Vol. 70 , No. 1 , pp. 65–94.
147 Sundararajan , V. , A. Ariyoshi , and I. Otker-Robe , 2000 , “International Capital Mobility and Domestic Financial System Stability: A Survey of Issues,” paper presented at Central Banking Conference (Washington: International Monetary Fund).
148 Svensson , L.O. , 1998 , “Open-Economy Inflation Targeting,” National Bureau of Economic Research Working Paper 6545 (Cambridge, Massachusetts: National Bureau of Economic Research).
149 Szapary , G. , 2000 , “Maastricht and the Choice of Exchange Rate Regime in Transition Countries During the Run-Up to EMU,” National Bank of Hungary Working Paper 2000/7 .
150 Talley , S. , M.M. Giugale , and R. Polastri , 1998 , “Capital Inflow Reversals, Banking Stability, and Prudential Regulation in Central and Eastern Europe,” Policy Research Working Paper (Washington: The World Bank).
151 Tang , H. , E. Zoli , and I. Klytchnikova , 2000 , “Banking Crises in Transition Countries—Fiscal Costs and Related Issues,” Policy Research Working Paper No. 2484 (Washington: The World Bank).
152 Temprano-Arroyo , H. , and R. Feldman , 1999 , “Selected Transition and Mediterranean Countries: An Institutional Primer on EMU and EU Relations,” Economics of Transition , Volume 7 , No. 3 , pp. 741–806.
153 Ter-Minassian , T. , ed. , 1997 , “Fiscal Federalism in Theory and Practice” (Washington: International Monetary Fund).
154 Ul Haque , N., M. Pesaran , and S. Sharma , 1999 , “Neglected Heterogeneity and Dynamics in Cross-Country Savings Regressions,” IMF Working Paper 99/128 (Washington: International Monetary Fund).
155 United Nations , 2000 , “Economic Survey of Europe, 2000,” No. 1 .
156 Vamosi-Nagy , S. , I. Kocsis , and L.A. Sanchez , 1998 , “Tax Policy Reforms in Hungary,” in Public Finance Reform During the Transition: The Experience of Hungary , ed. by Lajos Bokros and Jean-Jacques Dethier (Washington: The World Bank).
157 Van der Haegen , P. , and C. Thimann , 2000 , “Monetary Policy Challenges in Transition and Toward Accession,” prepared for the November 2000 East/West Conference organized by the Joint Vienna Institute and the Oesterreichische National Bank (Vienna).
158 Williamson , J. , 2000 , “Exchange Rate Regimes for Emerging Markets: Reviving the Intermediate Option,” Institute for International Economics (Washington).
159 World Bank , 1999a , “Hungary: On the Road to the European Union,” Country Study (Washington: The World Bank).
160 World Bank , 1999b , “Czech Republic: Toward EU Accession” (Washington: The World Bank).
Costas Christou is the IMF resident representative in Slovakia. He joined the IMF in 1994 and has worked in the African, European, and Treasurer’s Departments. He holds a Ph.D. in Economics from the University of Maryland. Prior to joining the IMF he worked at the World Bank and the Interindustry Forecasting Group. He has published a number of articles on macroeconomics, monetary economics, international finance, and applied econometrics in several academic journals.
Christina Daseking is a senior economist in the Policy Development and Review Department of the IMF. She was previously in the European I Department, working on Finland and Poland. Prior to that she worked on the HIPC Initiative. She received her Ph.D. from the University of Goettingen, Germany.
Peter Doyle is Deputy Division Chief in the Central European II Division of the European I Department. Since joining the IMF in 1991, he has worked on a variety of transition and African countries in surveillance, program, and technical assistance capacities. Prior to joining the IMF, he worked at the Bank of England and prior to that was an Overseas Development Institute fellow in Swaziland. He received his M.Phil in Economics from Oxford University, University College, where he had previously obtained his M.A. in Politics, Philosophy, and Economics.
Robert A. Feldman is Chief of the Central European II Division of the European I Department. He received his Ph.D. from the University of Wisconsin-Madison, and joined the IMF in 1984 after spending five years at the Federal Reserve Bank of New York. While in the European I Department, he has led missions to Croatia, Finland, Hungary, and the Slovak Republic, and published on various EU accession issues. He was also the Assistant to the Economic Counsellor and Director of Research of the IMF, and worked in the IMF’s Policy Development and Review Department on program countries, including those in transition.
Dora lakova is an Economist in the Asia and Pacific Department of the IMF. She contributed to the papers in this book while she was an economist in the European I Department, working on Hungary. Prior to joining the IMF in 1999, she had worked as a Senior Consultant in the international tax practice of KPMG; and as an Economist in the Fixed Income Research Department at Merrill Lynch. She is a graduate of New York University.
Guorong Jiang is an Economist in the European I Department of the IMF. He is currently on leave from the IMF and is Senior Manager in the Hong Kong Monetary Authority, responsible for debt market development issues. Since joining the IMF in 1995, he has been involved in country surveillance activities, program work, and debt reduction initiatives. He received his Ph.D. in Economics from Cornell University, his M.A. in Communication from Miami University, and his B.A. from Nanjing University.
Louis Kuijs is an Economist in the European I Department, currently working on the Slovak Republic. Prior to joining the IMF in 1997, he worked at Oxford Economic Forecasting, on macroeconomic modeling and fore-casting. He studied Economics at the University of Amsterdam and holds an M.Sc. degree in Economics from the London School of Economics.
Rachel van Elkan is a Senior Economist in the European I Department, currently working on the Czech Republic. She has also worked on Croatia, Hungary, and Slovenia from the European I Department. She received her Ph.D. in Economics from the University of Chicago.
Nancy Wagner is a Senior Economist in the European I Department, currently working on Hungary and Finland. While in European I, she has also worked on the Netherlands, Poland, the Slovak Republic, and Slovenia. She received her Ph.D. from The Johns Hopkins University, Baltimore, Maryland.
Max Watson, Deputy Secretary of the IMF, worked on European issues at the IMF from 1992 to 2001. He coordinated relations on EU accession with the European Commission, and led missions to a range of the IMF’s European members—from Italy and Spain to Hungary, Croatia, and Romania. He joined the IMF from the Bank of England in 1979, as personal assistant to the then Managing Director Jacques de Larosiere, and later became chief of the International Capital Markets Division and head of the Debt Issues Unit. He is a graduate of Cambridge and INSEAD, a former visiting research fellow at Oxford, and a fellow of the U.K. Institute of Bankers.
1 For a detailed description of the acquis communautaire see Box 2.1 in the next chapter.
2 During the first half of the 1990s, the European Community and its Member States progressively concluded Association Agreements or so-called Europe Agreements with ten countries of central and eastern Europe. These Europe Agreements provided the legal basis for bilateral relations between these countries and the EU. Temprano-Arroyo and Feldman (1999) provide a summary of the institutional relations between the EU and these countries (including the five central European countries in this study) following the fall of the Berlin Wall and leading up to accession negotiations.
3 Candidate countries need to provide cofinancing, of about 25 percent, for most of the projects financed by the pre-accession funds; and they must have in place the necessary administrative infrastructure.
4 November 2001. The other three functioning market economies were deemed to be Estonia, Latvia, and Lithuania. Since 1998, the European Commission has prepared annual Regular Reports that describe the progress of individual accession candidates in meeting the Copenhagen criteria and in transposing the EU’s acquis.
5 The accession treaty will be subject to approval on the EU’s side by the Council and by the European Parliament, taking account of the final Opinion which the Commission will submit on the outcome of the negotiations. The Treaty resulting from the accession negotiations will then be formally signed by the parties concerned (Member States and candidate countries) and submitted for ratification by the contracting States in accordance with their respective constitutional requirements. Given the time needed to complete this process, new members could join by early 2004.
6 The Helsinki European Council in 1999 clarified in precise terms which countries would he eligible for candidate status and agreed that negotiations would be started with all candidates that met the Copenhagen political criteria. Accession negotiations with the Czech Republic, Poland, Hungary, Slovenia, and Estonia began in March 1998; with Bulgaria, Latvia, Lithuania, Romania, and the Slovak Republic in February 2000. The EL) has said that every candidate country would be judged on its own merits, so that countries that started negotiations later would have a chance to catch up with those that started earlier—as has been the case, for example, with the Slovak Republic—opening the door potentially to simultaneous accession by a large group.
7 See “Strategy Paper 2001,” http://europa.eu.int/comm/enlargement/report2001/index.htm, p.1.
8 See “The Economic Impact of Enlargement,” by the Directorate General for Economic and Financial Affairs, Enlargement Papers Number 4, June 2001, available at http://europa.eu.int/comm/economy_finance/publications/enlargementpapers_en.htm
9 The growth accounting framework utilizes the following identity:
dY/Y = αdK/K+ βdL/L + dA/A,
where the production function takes the form of Y = AKαLβ and, α and β are the elasticity of output with respect to capital and labor. In practice, α and β are approximated by the profit and labor shares in national income, and dA/A (total factor productivity growth) is calculated as a residual.
10 Between 1989 and 1999, the cumulative increase in GDP ranged from -6 percent in the Czech Republic to 28 percent in Poland (and in Hungary, the Slovak Republic, and Slovenia it was -0.8, 2, and 5.8 percent, respectively).
11 The fall in employment during transition led to a significant decrease in the ratio of employment to total population. This fall was particularly steep in Hungary: around 15 percent, compared to some 5-8 percent in the other countries. The particularly large fall in employment in Hungary has not led to a relatively large increase in measured unemployment as many laid-off people withdrew from the labor force altogether.
12 Ideally, these weights would he determined according to the share of capital and labor, respectively, in GDP. But data on these shares in the CEC5 is weak. For example, where the share of self-employed in employment is high, as in Poland, the official estimate of profit share in national income is exaggerated. The assumption of 35 and 65 percent simply follows evidence from other countries. As noted in Box 3.2, however, the overall results are not sensitive to even quite large adjustments in these assumptions.
13 For a summary of various estimates of the Balassa-Samuelson effect, see Box 1 of Doyle, Kuijs, and Jiang (2001).
14 The 2000 EBRD Transition Report (Chapter 6) highlights a number of ways in which the education systems during the socialist period, as well as worker experience during that era, badly prepared workers for the market economy, including relatively highly educated workers. It notes that these shortcomings have not yet been overcome and will slow growth.
15 At the steady state, the capital output ratio will remain constant, and dY/Y = (dA/A)/β + dL/L. As a result, per capita GDP growth at the steady state will be total factor productivity growth over the labor share plus changes in the quality of the labor force.
16 Fischer and others (1998) estimate that it would take the CEC5 between 11 and 24 years to catch up with the “low income EU countries” of Greece, Portugal, and Spain.
17 If the Balassa-Samuelson effects prove to be strong, with corresponding high inflation of nontraded prices, nominal GDP expressed in euros will rise more rapidly towards EU levels. But in the context of significant differences between tradable and nontradable inflation, convergence of real incomes will only be apparent from income comparisons at PPP rather than market exchange rates.
18 See Levine (1997) for a literature review on the impact of financial systems on growth. For cross-country evidence, see Levine and Zervos (1998); Beck, Levine, and Loayza (2000a).
19 After controlling for simultaneity bias and for other determinants of growth, Beck, Levine, and Loaysa (2000b) find that measures of the initial level of financial depth and stock market liquidity (but not the size of the stock market) have independent causal effects on the subsequent rates of GDP growth and economic efficiency improvements. Rajan and Zingales (1996) find that, for a large sample of countries, industries relying heavily on external funding grow taster in countries with well-developed financial intermediaries.
20 The structure of taxation can significantly influence the development of the financial system in the direction of bank-based or market-based. For example, the introduction of a capital gains tax in Hungary at the beginning of 2001 further depressed interest in the local stock exchange, which was already struggling with a drop in liquidity.
21 The high ratio in the Czech Republic reflects, in part, incomplete consolidation of the aggregate balance sheets, with double-counting of interbank credits.
22 In 2000, ING Bank withdrew from retail banking and sold its branches to Citibank. In 2001, ? & H Bank and ABN Amro, the third and fifth largest banks, respectively, in Hungary, merged to form the second largest bank in Hungary. Moreover, in 2001, Hungary’s OTP decided on a cross-border purchase of Slovakia’s IRB, a stepping stone to regional expansion and into less competitive markets. Consolidation is also picking up pace in Poland, driven largely by the expansion of strategic investors and parent company mergers. Thus, WBK and Bank Zachodni merged in 2000, and the merger of BPH and PBK in 2001 will create Poland’s third largest bank. See also BIS (2001).
23 In fact, in Hungary, there are legal limits on the amount that a company can publicly issue.
24 Liquidity is inversely related to price, as more liquid stock exchanges provide cheaper financing.
25 Even some much larger and more mature exchanges in Europe and the United States have been attempting to capture a larger slice of global liquidity through mergers.
26 U.S. Federal Reserve Chairman Alan Greenspan, in a speech Riven at the Financial Crisis Conference, Council on Foreign Relations, New York, July 12, 2000. Davis (2001) finds empirical evidence that the existence of active securities markets alongside banks is beneficial to the stability of corporate financing.
27 Barth, Caprio, and Levine (2000) find that the greater the share of bank assets controlled by the state, the lower is the depth of financial development, and the lower the development of nonbank financial intermediaries and the stock market.
28 Slovenia passed a new banking law in 1999. Foreign banks may now open up branches, and foreign investors may purchase stakes in Slovene banks.
29 Levine (1999) finds that capital control liberalization leads to higher market liquidity, with a positive impact on long-run growth.
30 Enoch, Garcia, and Sundararajan (1999) provide a comprehensive discussion on operational and technical issues of the use of public funds in helping to recapitalize banks and restructure assets.
31 The estimate for the restructuring in the Slovak Republic, which took place in 2000, is about 12 percent of 2000 GDP.
32 This has changed, however, in 2001. Konsolidacna Banka, the Czech AMC, auctioned some of its assets in 1999-2001, and its banking license was subsequently revoked, thereby allowing it to concentrate on the debt workout function.
33 See Klingebiel (2000) for cross-country experiences in the use of AMCs in the resolution of banking crisis, Giorgianni (2001) has an overview of the Asian experience to date.
34 Bolivia allowed private asset management agencies to keep a portion of recovered as-sers, with the portion retained an increasing function of the speed of recovery.
35 James (1991), in a study of bank failures in the United States, finds that the rate of recovery of defaulted assets lor banks taken over by the FDIC is significantly lower than the rate of recovery for banks taken over by private banks. This could, however, also reflect selection bias to some degree.
36 Nevertheless, some banks perceived as “too big to fall” may nor respond sufficiently even to a well designed incentive structure.
37 Even in the absence of Ricardian equivalence, the aggregate demand impact of fiscal recapitalization can be difficult to ascertain, as it depends on the counterfactual. Thus, for example, if the alternative to recapitalization is wiping out deposits, then the demand impact of recapitalization is likely to be positive. On the other hand, if the alternative is to allow banks to continue to function and to delay recapitalization, then the demand impact could even be negative if, in the absence of recapitalization, the insolvent banks would “gamble for redemption” and lend more freely now, anticipating an even larger recapitalization if things went wrong.
38 Daniel (1997) discusses in more detail the aggregate demand impact of bank recapitalization due to changes in interest rate spreads, wealth effects, and recurrent recapitalization.
39 Dziobek, Hobbs, and Marston (2000) provide a comprehensive discussion on systemic liquidity policy frameworks.
40 Powell (2000) notes that a possible modification for countries with floating exchange rates and inflation targets (as in the CEC5) would be to maintain reserve cover for total public debt coining due, conditioned on the maximum depreciation consistent with the inflation target.
41 See also Powell (2000). The choice of 20 percent of deposits is arbitrary (and indeed was chosen by Powell “in sympathy with the ratio for Argentine liquidity requirements”), but is an attempt to capture the amount that might flee the country in the event of loss of depositor confidence.
42 Calvo and Kumar (1994) note that, seemingly perversely, injecting central bank liquidity could prove counterproductive and actually exaggerate a credit crunch, with higher inflation reducing the demand for money and the stock of real bank credit.
43 Calvo (1992) discusses how high interest rates can actually jeopardize the success of an inflation stabilization program, a situation exacerbated by the segmented and incomplete credit markets which characterized the CEC5, particularly in the catty years of transition.
44 In July 1998, the Czech National Bank issued a regulation requiring commercial banks to fully provision against loss loans (overdue over one year) collateralized by real estate. The requirement was phased in over three years.
45 The legacy of hyperinflation at the end of the 1980s (with inflation reaching 13,000 percent per year in 1989) led to a practice of widespread indexation for most financial contracts. Indeed, interest rates for households and corporates are still quoted in real terms, and a revaluation clause is added as compensation for past inflation.
46 The Bank of Slovenia, however, did not choose an initial exchange rate targeting framework, but instead relied on regulating the quantity of money in circulation, with a managed float for the exchange rare regime.
47 The Reports on Observance of Standards and Codes (ROSCs) for the financial sectors (published on the IMF’s public website for the Czech Republic, Hungary, Poland, and Slovenia), while recognizing the great strides made by each of the countries in assimilating international standards and best practices, also highlight the need to enhance enforcement of the regulatory and supervisory frameworks for banking and securities markets.
48 Notably, however, stock market liquidity in both Hungary and Poland dropped sharply by 2000.
49 Interestingly, there is no specific EU directive regarding bankruptcy or collateral legislation, so that the EU accession process has provided minimal guidance in this regard.
50 For example, problems with repossession of (even highly liquid) collateral have impeded the development of an interbank repo market in Hungary. However, Hungary is currently in the process of amending its legal framework for financial institutions, and this issue is being addressed.
51 Even FDI, which is typically viewed as the most stable form of capital inflow, could be increasingly vulnerable to reversals, since a growing proportion of FDI is coming in the form of intercompany loans and retained earnings.
52 Nevertheless, there is some evidence to date that derivatives markets may remain underdeveloped in the CEC5 to the extent that the costs of domestic currency debt issuance makes hedging too costly.
53 The failure of Hungary’s Postabank in 1997 was a clear case of weak corporate governance, including management misconduct, lack of strong control over management (owing in part to a highly dispersed private ownership structure), and low internal prudential standards (World Bank, 1999a).
54 Moreover, according to Business Central Europe (2001b), the inexperience with derivatives markets led many company managers to use the nascent derivatives markets to play the market and attempt to hike profits, as opposed to containing risks.
55 In May 2001, Hungary widened its ±2¼ exchange rate band to ± 15 percent. Hungary fully liberalized its capital account in June 2001, in part to support the development of hedging markets needed for a more flexible exchange regime.
56 He (2000) examines in derail the appropriate circumstances and modalities of LOLR support.
57 Again, in some of the CEC5, it is not just a matter of having the appropriate legal framework in place as regards financial safety nets, hut father the practice. For example, in the Czech Republic, in seven out of ten cases, depositors were reimbursed for the full value of their deposits, exceeding the legal limit on deposit insurance coverage (by a factor of ten, in the most recent case).
58 Slovakia’s FSAP was scheduled for the 2002 fiscal year.
59 The exception was Hungary. As a pilot participant in the FSAP, it was unable to publish its FSSA.
60 CAMELS encompasses information on Capital adequacy, Asset quality, Management soundness, Earnings/profitability, Liquidity, and Sensitivity to market risk.
61 This chapter builds on Corker and others (2000) in light of continuing experience in the central European countries, and elaborates certain themes in more detail—including notably medium-term goals for inflation, the implications of capital inflows, operational aspects of more flexible exchange rate regimes, and capital controls and policy safeguards.
62 ERM2 is the transition regime toward adopting the euro. Its key features include an exchange rate hand with margins of ±15 percent around a declared central rate against the euro.
63 An alternative would lie in a very hard peg, but none of the central European economics has adopted a currency board, and the circumstances that might favor that approach now lie largely in the past.
64 A broader development affecting monetary policy implementation for the central banks concerned has been the shift: from direct to indirect monetary instruments. Although not always easy in terms of the uncertainties about the monetary transmission channels that came with it, such a shift has been generally successful and necessary in light of the need to create incentives for competition in financial markets (and help prepare for future EU/EMU membership).
65 See, for example, Fischer (2001) and the citations therein.
66 See Temprano-Arroyo and Feldman (1999) and European Central Dank (2000) for a fuller discussion of the requirements for EU accession and adoption of the euro.
67 The second of the EU’s three Copenhagen Criteria.
68 See van der Haegen and Thimann (2000) for additional discussion.
69 The only clear incompatibilities with ERM2 are fully floating exchange rates, crawling pegs, and pegs against currencies other than the euro.
70 See, for example, Halpern and Wyplosz (1997).
71 The Boskin Commission concluded that 1-2 percentage points of measured inflation in the United States was due to improvements in the quality of goods and services. The potential for quality improvements in the transition countries is likely to he considerably higher.
72 A range of research suggests that economic growth in market economies is reduced if inflation is above a threshold of about 10 percent; below this level, no significant effect is found (Sarel, 1996, and Khan and Senhadji, 2001). In the transition countries, Christof-fersen and Doyle (1998) found evidence of a somewhat higher inflation threshold (around 13 percent). They suggest that this threshold will decline toward the level found in market economies as inflation-inducing relative price adjustments subside. They found no clear evidence of a high output cost of disinflation in transition countries.
73 One might therefore reasonably expect that inflation thresholds below which a reduction in inflation has no effect on growth are higher in advanced transition countries which are experiencing equilibrium real appreciation.
74 Convergence plays are motivated by nominal interest differentials in favor of emerging market currencies which exceed the perceived risk of exchange rate depreciation.
75 Also see Flood and Marion (1998) for an excellent review of the currency crisis literature.
76 However, hedging is possible only to the extent that counter parties are willing to assume open currency positions.
77 Among the transition countries, foreign direct investment has been important in financing a part of the current account deficit, but for the most part, these flows have been related to privatization, and will die out over the next few years. Unless an alternative financing source is found—whether autonomous FDI or tapping foreign debt markets—current account deficits will have to be reduced.
78 In a general equilibrium framework, Bacchetta and van Wincoop (2000) show that trade is higher under a fixed exchange rate regime than under a flexible regime only when consumption and leisure are substitutes in households’ utility functions.
79 Eichengreen and others (1998).
80 Generally thin foreign exchange markets could create excessive exchange rate variability in the absence of official support, while large, lumpy capital inflows (associated for example, with major privatizations) can exert strong upward pressure on the rate. Moreover, given the shallowness of foreign exchange trading, sizable appreciations may occur in anticiparion of large future foreign currency receipts (a planned privatization, for example).
81 The likelihood of conflicts between inflation and external objectives can he reduced by setting a relatively wide range for the inflation goal.
82 See, for example, Eichengreen and others (1998).
83 Mishkin (1999) recommends introducing hard inflation targets only after adequate progress with disinflation has been achieved.
84 Inflation targeting countries often assign foreign exchange intervention to deal with temporary external shocks, including smoothing excessive exchange rate fluctuations: for example, Australia, Canada and Chile engaged in sterilized intervention in response to the Asian and Russian crises to moderate the pace of exchange rate depreciation. See Schaechrer, Stone, and Zelmer (2000).
85 Almeida and Goodhart (1998) and Bemanke and others (1999) find that output losses associated with disinflation are the same under inflation targeting and other monetary frameworks.
86 For more discussion of the relevant technical aspects of inflation targeting see Bléjer and others (2000) and Schaechter, Stone, and Zelmer (2000).
87 Among the reasons for signaling exchange rate prominence may be a concern to communicate to the market that, in leaving a regime involving a closely managed exchange rate, there is no intention to transition disruptively or envisage benign neglect. It would, however, be important to communicate that there would be significantly more flexibility than before.
88 Also, since hedging costs may not be insignificant, agents may decide to assume the exchange rate risk rather than incur the cost of hedging.
89 Moreover, the case for choosing a specific central-parity entry exchange rate under ERM2 may he strengthened if the prospective entrant can show that it has already successfully maintained that rate with limited variability for an extended period.
90 Potential conflicts between wide exchange rate bands and an inflation targeting framework can be reduced by avoiding aggressive disinflation goals and by garnering support from fiscal policy.
91 These commitments, however, do not necessarily foreclose the temporary reimposition of controls on short-term flows in the event of financial market turbulence.
92 The safeguard clause of the Maastricht treaty allows countries to introduce temporary restrictions, including on capital movements, in the case of serious balance of payments difficulties. These restrictions can be introduced overnight, but must subsequently be sanctioned by the Council. There may be instances in which this safeguard can be activated for countries wanting to prevent surges in capital inflows in order to avoid serious external difficulties, but the conditions under which this might be permitted, if at all, have not been tested for the CEC5.
93 Their main preoccupation has been with the case for transition periods on the purchase of land and real estate by nonresidents.
94 Realigning the central parity in the downward direction (in the case of capital outflows) would delay accession to the euro since it would restart the clock on the exchange rate criterion. An upward realignment of the central parity (in the case of capital inflows) may permanently hurt competitiveness to the extent that the market exchange rate Subsequently gravitates to the more depreciated part of the (now higher) band.
95 In addition, during the 1992 ERM crisis, Ireland, Spain, and Portugal were permitted to introduce or tighten existing controls on capital outflows.
96 Net debt ratios are calculated as total external liabilities minus total external assets, both excluding direct investment and equity securities, using data reported in the IMF’s International Financial Statistics. This definition may differ from national classifications.
97 Note that current account deficits are not strictly comparable across countries because of measurement issues. For example, the current account deficit in Hungary would be larger if retained earnings were included, but official estimates are not yet available.
98 Recently, the Czech Ministry of Finance revised historical fiscal data, implying a lower deficit of 2.2 percent of GDP in 1999.
99 All deficit measures are defined exclusive of privatization receipts (by the central government, in the case of Hungary). For the Czech Republic, the deficit measure used here includes grants to transformation agencies.
100 In their PEP submissions, countries are requested to report their fiscal accounts on an ESA-95 basis, recognizing, however, that it may take some time to be fully compliant with this standard. By necessity, the analysis undertaken in this paper is based on fiscal data using current accounting standards. In Hungary, an attempt to derive the deficit on a system of national accounts (SNA) basis, broadly in line with ESA-95, suggests that the 1999 deficit on this measure would have been higher by, perhaps, 2½ percent of GDP. In Slovenia, it is estimated that past deficits would have been higher by ½–1 percentage point of GDP.
101 For all countries, the primary balance is defined here as total revenue minus noninterest expenditure.
102 The effect of data revisions on the 2000 deficit measure was only marginal.
103 Nevertheless, several indicators suggest that the scope of government is still too large, for example, measuring government in terms of consumption and transfers relative to the OECD average. For a fuller discussion see Begg and Wyploz (1999). Also see Gupta and others (2001).
104 Such contractionary effects may in any case be muted by high import shares—ranging from some 30 percent of GDP in Poland to 70 percent in Hungary and the Slovak Republic—and flexible exchange rate systems of varying degrees.
105 A vast theoretical and empirical literature has emerged in recent years on the factors contributing to currency crises. For a comprehensive review, see Flood and Marion (1998), or, for a more succinct overview, Berg and others (1999).
106 See Gupta and others (2000), who define large emerging market by annual private sector capital inflows of at least US$100 million a year—which would include all five countries under study.
107 For empirical evidence, see, for example, Frankel and Rose (1996). An important advantage of FDI and other equity flows is their more favorable risk-sharing features, as the value of equity typically declines in the event of external crisis, while the value of external debt (if foreign-currency denominated) increases with a depreciating currency (see Lane and Milesi-Ferretti, 2000).
108 See Berg and others (1999).
109 See Lane (1996).
110 External vulnerability may be of wider concern in economies with higher systemic importance, as spillovers into neighboring countries are more likely—and may also generate adverse feedback effects.
111 For an earlier analysis of fiscal targets by country, based on information available in April 2001, see “Balancing Fiscal Priorities: Challenges for the Central European Countries on the Road to EU Accession” (pages 18–20), in “The Road to EU Accession—A Collection of Papers Covering the Czech Republic, Hungary, Poland, the Slovak Republic, and Slovenia,” IMF 2001.
112 The magnitude of the tax wedge has important implications for employment and output, as large tax wedges increase labor costs and thus reduce the offered wage and/or the demand for labor. Take-home pay is lower and workers therefore substitute toward leisure or home production, reducing labor supply. High taxation on labor income can also reduce formal employment and encourage gray market activity, with negative consequences on tax revenue.
113 In theory, though probably unlikely in practice, the increase in the base can dominate the effect of the rate cut, with the result of rising overall tax revenues. This is generally referred to as the “Laffer-curve effect,” and is associated with high rates at the outset.
114 These efforts would build on past successes in moderating tax distortions and lowering rates. Appendix II provides a brief overview of revenue trends and tax structures. It indicates that all five countries have introduced comprehensive tax reforms in the past and adopted market-oriented taxation systems that are generally compatible with those in EU countries. In this regard, it was particularly important to eliminate the most glaring distortions and to restructure the tax system in a way that enhanced its transparency and efficiency and brought it closer to EU-accepted norms. At the same time, many tax rates were reduced, while the restructuring and liberalization of the economies dried up traditional sources of revenue (for example profit transfers of state-owned enterprises).
115 The EU accession requirements for tax administration are not as formal as the ones pertaining to tax policy, in that accession countries have the flexibility to define their own organization, systems, and procedures. However, it is crucial that these efforts be incorporated into overall tax administration reform strategies and not be implemented in isolation of other reform initiatives. In general, prospective measures toward accession include: establishment of a computerized system for exchanging information between tax and customs offices; introduction of a unique tax identification number across revenue agencies; establishment of a tax fraud unit; and preparation of a code of conduct for tax administration officials. However, the removal of border controls will pose administrative challenges for the collection of the value-added tax (VAT),
116 Low effective collection could also be attributed to taxpayer characteristics (a different income distribution in transition countries than in western Europe, for example).
117 Corporate income tax rates differ significantly across the accession candidates, ranging from 18 percent in Hungary to 31 percent in the Czech Republic. However, effective rates, which include incentives, are much lower, pointing to a fair degree of exemptions.
118 There is no general agreement on the appropriate difference between marginal tax rates on capital and labor. A dual income tax with a lower tax rate on capital (the “Nordic Model”), which can be justified on economic efficiency grounds, has a number of practical advantages (related to the administrative difficulties of capturing capital income in the tax base), and can be viewed as one aspect of international tax competition for highly mobile capital (see IMF, 2000d). Opponents of this system, on the other hand, stress the economic and social cost of higher labor taxes, in terms of its negative impact on employment creation and equity.
119 Tax holidays can do more harm than good to some firms when no proper loss carryforward provisions are in place (see Holland and Vann, 1998).
120 An exception would be Slovenia whose standard VAT rate (at 19 percent) is slightly below the EU average of 19½ percent. For Hungary, which has the highest standard rate among the group, it has been suggested that revenue losses associated with its reduction could be possibly offset by an increase in the lower rate (Vamosi-Nagy and others, 1998).
121 Such costs should not endanger the key objectives of the macroeconomic framework, however, including those pertaining to the external current account deficit. One important reason is that the additional impact on aggregate demand of interest payments on recapitalization bonds is likely to be small: these payments would serve to compensate for losses that would otherwise have been incurred by state-owned banks; and the recapitalization would go hand in hand with significant restructuring and financial discipline in the recapitalized banks. For more discussion, see Lane (1996).
122 See IMF (2000d).
123 Another way of looking at demographic pressures—in addition to the demographic dependency ratio—is through the effective ratio of pensioners to contributors (the so-called system dependency ratio), which takes into account labor force participation and the level of unemployment. This ratio is also quite high in all countries, for example, 54 percent in the Czech Republic and almost 60 percent in Slovenia.
124 Savings from the pension reform in Hungary have been projected to reach 3 percent of GDP by 2010 and 5 percent by 2040 (see Palacios and Rocha, 1998). For a description of the reformed pension system in Hungary, see World Bank (1999b) and Rocha and Vittas (2000), and of the new pension system in Poland, OECD (1997/98).
125 Such measures could include reductions in both replacement incomes and financial incentives for early retirement, as well as stricter enforcement of eligibility requirements for disability pensions.
126 Thus, the external current account should not be much affected. The Polish government reports both the actual fiscal balance and the balance adjusted for the “pension-switching effect.” The use of an adjusted balance is appropriate for developing a mediumterm macroeconomic framework and setting fiscal targets, as long as care is taken to correspondingly adjust private saving downward.
127 Experience with pension reforms in some countries shows that markets may attach higher risk to explicit than implicit debt.
128 Poland has adopted a major reform of its health care system at the beginning of 1999, involving the introduction of a compulsory insurance system and a split between purchaser and provider functions. While this should ultimately improve the efficiency and quality of services, a number of “teething problems” have emerged (see IMF, 1999c). For a discussion of the new health system’s main features, see OECD (1999/2000). The Slovak Republic will also face some upfront costs in the process of health reform, associated with the high debts that have been accumulated by the health funds.
129 Such measures could include improved incentives for cost control, for example, by reducing pharmaceutical subsidies and introducing deductibles and co-payments.
130 In Agenda 2000, the European Commission initially introduced the idea that certain parts of the acquis were a higher priority than others and, in that connection, it outlined a three-stage framework for the adoption of the acquis by the applicant countries. The Commission has defined its policy on transition periods in the following way: for areas linked to the functioning of the Single Market, regulatory measures should be implemented quickly, and any transition periods should be few and short. However, for those areas where considerable adaptations are necessary and which require substantial effort, including important financial outlays (in areas such as environment, energy, and infrastructure), transition arrangements could be spread over a definite period of time, provided candidates can demonstrate that alignment is under way and that they are committed to detailed and realistic plans for alignment, including the necessary investments (see European Commission, 1997).
131 In Hungary, for example, almost one-third of estimated annual accession-related spending of 2½ percent of GDP in 2000 and 2001, was projected to be covered by EU assistance under Phare, ISPA, and SAPARD (see IMF, 2000b). Similarly, with regard to environmental and infrastructure investments, fairly long transition periods would move a substantial part of the cost into the post-accession period, when transfers (from the Common Agricultural Policy, the Structural Fund, and the Cohesion Fund) would be expected to be more sizable.
132 See World Bank (1999a) and World Bank (1999b), respectively.
133 See IMF (2000d).
134 The presentation excludes Luxembourg, with the highest per capita income and the lowest public consumption ratio within the EU. Including Luxembourg would result in a flat trend line for the relationship between income and consumption. The positive income correlation with total primary current spending and transfers would still hold.
135 In the Czech Republic, the high share of transfers and the associated low share of public consumption reflects differences in classifications as transfers to health insurance funds, which were equivalent to more than 5 percent of GDP in 1998, are not included in consumption but in transfers to household.
136 See Gupta and others (1999) for a discussion of the effects of public spending on education and health.
137 These institutional requirements include, among others, program budgeting, performance orientation, output costing, comprehensiveness of the budget, proper internal and external accounting procedures, and economic impact analysis.
138 This section draws on similar analyses in IMF (1999d) and IMF (2000c), and the literature cited there. The papers are available on the IMF’s website at http://www.imf.org.
139 Retiring public debt could also foster market confidence and have a favorable signaling effect by reducing risk premia and thus leading to lower future borrowing costs.
140 Efficiency gains from fiscal decentralization are associated with the benefit (or sub-sidiarity) principle, suggesting that a given service should be provided by the level of government that most closely represents the region benefiting from such service. For an in-depth discussion of issues of fiscal federalism, see Ter-Minassian (1997), and Dunn and Wetzel (2000) for a focus on transition economies.
141 To improve budgetary discipline, fiscal ROSC (Reports on the Observance of Standards and Codes) modules—based on the IMF’s “Code of Good Practices on Fiscal Transparency” available on the IMF’s website http://www.imf.org—are a useful instrument. These modules, usually prepared by the IMF in collaboration with country authorities, describe fiscal operations, reporting and their legislative basis, and identify areas for possible improvement.
1 Such factors include, among other things, the exchange rate system, the sources of the current account deficit, the nature and maturity profile of capital inflows and debt stocks, and the soundness of the financial sector. For a discussion of these and other factors contributing to currency crises, see Berg and others (1999).
2 It should be noted that the condition of a nonincreasing debt ratio is not identical with the theoretical notion of fiscal sustainability, derived on the basis of the government’s present value budget constraint (PVBC). An analysis of the latter typically answers the question whether current (or alternative) policies can be sustained over the long run. This is not the question addressed here, as countries are assumed to target a long-term balance or surplus. In any event, the above condition is often used as a substitute for the PVBC (see, for example, Blanchard, 1990), due to its appeal in terms of intuition and simplicity. Its principal weakness—which is further discussed below—is its arbitrariness. For a discussion of alternative approaches to assessing fiscal sustainability, see Chalk and Hemming (2000).
3 Buiter (1985) analyzes fiscal sustainability on the basis of net debt (or net worth) as a share of GDP, but the gross debt concept, used by Blanchard (1990), finds a wider application, reflecting the general difficulty of obtaining accurate information on the true size of government net worth (see Chalk and Hemming, 2000).
4 The figures are actual ratios of nominal general government debt, as a share of GDP, in 1999, consistent with the definitions used in IMF staff reports and the World Economic Outlook.
5 If interest rates were 1 percentage point higher, the fiscal positions would have to he tighter by 0.1 percentage points of GDP in the Czech Republic (with the lowest initial debt ratio) and 0.6 percentage points in Hungary (with the highest ratio).
6 The other three countries have already incurred most of the fiscal cost of their banking and enterprise restructuring.
7 The debt ratio (including the implicit liabilities) would remain close to 50 percent it privatization receipts were zero over the 2001–05 period and the primary deficit was kept below 1/2 percent of GDP.
8 The pension effect can alternatively be accounted for directly in the debt sustainability analysis by adding the unfunded net pension liabilities (that is, the present value of the projected pension expenditures minus projected contributions) to the debt level (see Chalk and Hemming, 2000), However, this approach—which can be useful for assessing the sustainability of current policies—would assume that no reforms be taken to curb the fiscal implications of the demographic shock, which is not the position taken in this paper. Thus, future pension expenditures are treated in a manner consistent with other spending obligations, discussed in Chapter 7.
9 In the absence of adverse demographic developments, this argument can he used to justify targeting a small fiscal deficit, rather than balance or surplus, over the longer term.
10 For empirical support see, for example, Milesi-Ferretti and Razin (1996) and (1998), and Frankel and Rose (1996).
11 For an attempt, applied to Poland, see IMF (2000d).
12 For a similar approach applied to Hungary, see IMF (1999a) and IMF (2000e).
13 Alternatively, the exercise could be tied to a constant net foreign liability ratio that also includes nondebt-creating liabilities and assets, as the latter also lead to prospective outflows in the form of dividends and profit transfers abroad. This exercise chooses debt ratios for three reasons: they (i) receive more attention by markets when external vulnerabilities are concerned; (ii) are less subject to valuation effects than equity investments (through stock price fluctuations); and (iii) avoid the problem of inconsistent treatments of retained earnings in the individual country’s current account measures.
14 It should be noted that a country’s debt burden is often assessed in relation to its exports rather than GDP. This is particularly relevant for less developed countries with foreign exchange constraints, due to limited access to international financial markets—a situation that does not pertain to the five accession candidates. Here, relating the external debt burden to GDP is more suitable for determining the countries’ overall debt-servicing capacity.
15 A similar approach is used for the case of Hungary in IMF (1999a).
16 Net external debt is defined, in this context, as gross foreign liabilities minus assets, as reported in the IMF’s International Financial Statistics, both exclusive of FDI and equity portfolio investment.
17 To translate real GDP growth into growth rates in foreign currency terms, foreign inflation, on the basis of the GDP deflator, is assumed to be 2 percent annually, in line with recent historical averages in the United States. The bilateral real exchange rate (also on a GDP deflator basis) is assumed to be constant. This is a conservative assumption for net debtors, as an appreciation of the real exchange rate (expected, due to higher productivity growth in the catch-up process) would translate into a higher current account deficit limit to maintain a given debt ratio. For example, if an appreciation of the real exchange rate increased GDP growth in foreign currency terms by 1 percentage point, the current account deficit in the net debtor countries could be 0.1–0.3 percentage points of GDP higher to maintain a stable debt ratio.
18 The fiscal balances in the five countries are not always identical with the national accounts definition of public saving and investment. However, the changes in both can reasonably be assumed to be of similar magnitude.
19 For simplicity and lack of empirical clarity, it is assumed that the offsetting adjustment in the private sector balance is independent of the structure of fiscal adjustment. However, as indicated in Box A1, the individual reaction of private saving and investment ratios (as opposed to their balance) is expected to depend strongly on whether the fiscal adjustment is revenue or expenditure driven.
20 The presumption of falling saving ratios in expectation of rising income levels finds its theoretical foundation in the life-cycle and permanent income hypotheses, both of which stress the role of private saving to smooth consumption over time. Liquidity constraints and uncertainty, however, may prevent full intertemporal consumption smoothing, and empirical evidence is mixed. For the above and other factors that have been found empirically to influence saving rates, see, for example, Masson and others (1995), Savastano (1995), Callen and Thimann (1997), and Dayal-Gulati and Thimann (1997). For an empirical application to advanced transition economies, see IMF (2000b).
21 This fairly short reference period is chosen as being more representative of current structures, given the fast structural changes in these economies over recent years,
22 As indicated earlier, a higher offset would imply larger changes in the fiscal position to achieve a given current account objective. For example, if the “offset factor” is two-thirds, rather than one-half, a 1 percentage point of GDP revision in the exogenous outlook for the private investment ratio (assuming unchanged projections for private saving) would imply a change in the fiscal target by 3 rather than 2 percentage points of GDP.
23 Strictly speaking, the targeted current account deficits in Tables A3 arid A4 are nor fully compatible, as the former refers to the average over 2000–05 and the latter to the deficit in the year 2005 only. However, given the fairly arbitrary nature of the underlying debt targets this discrepancy is further ignored.
24 While providing yardsticks, comparisons are not meant to imply that the revenue structures and levels in the EU are necessarily the most appropriate targets for the accession countries. Indeed, many EU countries are in the process or reforming their tax systems, in order to lower the tax burden, particularly on labor income.
25 See IMF (1999d) and OECD (1999). The effective tax wedge (including the effect of indirect taxes) would be even higher (70 percent in Hungary, for example).
26 There has been a lot of discussion in the literature on the direction of the effect of labor taxation on the level of income and the rare of economic growth. Plosser (1992) finds that taxes on income (and profits) are growth depressing: an increase in the average income tax of 0.05 percent is associated with a reduction in the annual growth rate of more than 0.4 percentage points. Various other studies have also found a negative relationship (see Slemrod, 1995, for an overview), hut some have raised doubts about the robustness of such a relationship (for example, Easterly and Rebelo, 1993, point out that that “the evidence that tax rates matter for growth is disturbingly fragile” as the negative correlation disappears when the initial level of income is controlled for).
27 This implies that the effective tax ratio would he higher in the central European countries (or lower in the EU), it derived on a comparable basis.
28 Lacko (1995) estimated that the size of the hidden economy in Hungary was 30 percent of official GDP in 1990 and that it increased by 4–5 percentage points between 1990 and 1993, In Slovakia, official statistics point to a gray economy of about 20 percent of official GDP, but unofficial estimates suggest an even bigger size.
29 It was not until 2000 that the CIT for Poland and Slovakia were reduced to 30 percent from 34 percent and to 29 percent from 40 percent, respectively.
30 As IFC (1999) notes, although several countries in the region have offered special incentives for privatization, foreign investors are more likely to be attracted by basic opportunities to earn profits. In the case of privatization, low asset prices—which yield immediate and certain benefits—are more cost-effective than tax incentives in attracting foreign investors.
31 It has been reported that Hungary is planning to eliminate most of the existing allowances by 2002–03.
32 Tax incentives granted to particular sectors may be justified on the grounds of domestic market failures, if the industry under consideration generates a positive externality to the rest of the economy. These externalities, however, are hard to quantify, and it is therefore difficult to determine how much government support a particular industry should receive. In the absence of any spillovers, artificial investment incentives misallocate resources, since they create effective tax rates that differ across sectors and regions. Broadway and Shah (1992) conclude that a number of incentives provided by developing countries yielded windfall gains to investments that would have occurred even without government support. Holland and Owens (1997) review investment incentives used in a number of transition countries, and provide recommendations on the use of taxation to attract FDI.
33 These calculations are based on a 40 percent rate for Slovakia (that is, before the recent rate cut) and do not capture the impact of Poland’s end-1999 CIT reform. This latter reform foresaw a gradual reduction in Poland’s CIT rate from 34 percent in 1999 to 30 percent in 2000, 28 percent in 2001–02, 24 percent in 2003, and 22 percent in 2004. It also included the abolition of some tax incentives. Moreover, the effective rate for the Czech Republic may be distorted by recession-related loss carryovers.