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(EMU) in the Member SigiEs)
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Including quaniiEVENBrecasts

— An examination CifeBlIGyAISSuES |

— Thematic analyses, TeclEiIEleE
characteristics
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markets.

The question is whether the C& e |n place for the
Acceding Countries to move Sie pwards economic and
monetary union.
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= For this
analysisi
aspects of the

In particular, we

forecasts for Accec
current accounts, the tre
challenges of their banking

Moreover, as previous report ses the current
state of the euro area economy a des forecasts for key
macroeconomic variables for 2004810 2005.
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forthefourlarg ’\r ’:JfJ unt [Esi(the Czech Rege bI|c
Hungary, Poland andSieyardie u)rego" gMEDP, inflation and
their fiscal positions.
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= Among theYeeleisiexfolai ni

find that:

= Export growth haSEfEReugeNeo

= A moderate accel erall@iEifgvesiment ety is taking
place

= Consumer spending continUESHENEI@YY at a steady pace
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countries will be sd erL
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continued rebot Jr d
growth of housef

Domestic demand growughniiiNg
access to EU structural anoyeeiie
Infrastructure.
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In some countiiEsSNgEIIen).Zat Of
requirements boOsiEaNigiiiEl

Core Inflation IS undEREEREEIINeLIL Shel
may have alasting eff eC{BIIIEXBEE et i
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Average Annual Changein Consumer Prices
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. Gover GENLSH
Republic Si

economic recovery.
= Continued fiscal probl Egsie 2lro adoption.

= The chances are becoming rern@ié o'f 9 Nging these public
sector deficits below 3% soon.
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Rapieie
has coMELe anemt,

Fiscal uncetelipty/AsesyorompLe
monetary pol ey

Central banks haVelchesEaNie to )
Interest rates that woulENeINAEs
again later in the year.

The case of Hungary standSi@liifa@ernst consi stent
policies elsewhere.
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‘OFFEEC

awide variety ”m.\ 9EC sof e econen;

In this approach, the sNEANRESEEN. of tREEata IS augmented
by alarge number of macregsel oMty ariables in the
longitudinal dimension and Tael@iSEEextracted from the
resulting large data set and useQ§@gierecasting.
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of simplefor J IIGLE!S .

. while the quite | aFgENIUIERE! Seit
dynamic factor model saWiElseNes, aI -.
and EU countries; Stock aRENEISeIgN|
Marcellino, Stock and WatsORNZEE1RZ003).
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forecasts al so Incorpor atiggNiENIEMAYEa | Nformation.
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V ariabl esNGBERGOWIR, INfle

Recursive estimaiGniiemis

Models compared with simul ateeiEliEGIESaNple mean square
forecast error (MSE) relative to M SE@F benchmark AR model.
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models for 1eEERE
Results for SloVeke: chcJ
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fixed structure.
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= Regarding 'the roleo
= |t appEASHLONIEN]
this contexis

* This finding YSGHELGHN3
of the A cceding@eHai

of the convergenceyeliee
Autumn 2003 Report.
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= ANIGEIERIENroblE
theVACCENg
curreNuaccoliSHy) |th |
bal ance Gigjse! /rr el

currency will have to be ¢es] Jf ecJ el
current account imbal ances,

http://www.efn.uni-bocconi.it EFN Report - The Euro Area and the Acceding Countries Spring 2004




uropean

Forecasting
Network

(e eI Ectiles of

* To anely/Seiieideter
A ccedi NGJCOURLTES)

= To assess tha

= And to evaluate the pOSSigIENIEIIIG),. an
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Net FDI flows as a per centage of current account deficit

1999 2000 2001 2002
Czech Republic 424.5 183.8 184.0 217.6
Estonia 75.4 110.2 100.2 23.0
Hungary 71.6 39.6 128.6 22.3
Latvia 50.5 81.0 20.7 58.8
Lithuania 40.0 55.6 76.5 96.4
Poland 58.0 93.3 108.3 54.9
Slovak Republic 63.2 292.5 83.1 196.7
Slovena 8.4 12.9 -1199.1 -466.5
Bulgaria 115.3 143.1 95.4 66.5
Romania 79.0 77.3 52.7 69.3

Sources: IFS and EBRD Transition Report 2003

v
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Usiile) :Erf
-\IJmorJ
estimeles J

L ooking at't
have sustal n 3

However, projectionS@leiaiie
model point out a widenigeNs;
term.

And, as previously seen, the congisiimen of FDI will be
crucial to keep the external debt undér control.
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Sustainable current account deficit

Stable FDI Average
(2000-2002)

Bulgaria : : -55
Czech Republic : : 55
Estonia : : -8.0
Hungary : -3.0
Latvia : 5.1
Lithuania : . -8.1
Poland : . -4.3
Romania : . -4.3
Slovakia : . -7.0
Slovenia : . . -04

4
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Implied debt in 2007

Stable FDI Baseline Debt in 2002
4% of GDP

Bulgaria

Czech Rep.

Estonia

Hungary

Latvia

Lithuania

Poland

Romania

Slovakia 0.8

4
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= EemEpelicy pers

= FrSEeconoml
policiesise rncm 2l
large exté

= Second, microeCeppmiEsohic es Algies at guaranteeing
steady inflows of FiDjRaEe: 'm Id|n z2ispund financial
system capable of maNagiieiigEse, .\v, should have a
top position in the policy*egEnEeD
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TWeienaly/sis
OeSEIsENNEGHE
decis onpsEeiEns
obj ectives;

= This analysi STSEspEEC el

It IS clear that theljgeezIRetiie:
Union is to join the Clieenei:

policy.

In fact, as more central bankSigBYENENardsYAT|ation control,
good knowledge of transmissGRENESHERISM | N the economy
becomes crucial for implementi Ngei@priate policies.
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Sloveni a.

One | mportantESEECHigeRsho
there is a clear |INKAISEWY,

way monetary policy&iiiEee
monetary policy (and tRENE /
Independent from the excielg ﬁ
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rate regim , Cel] guJ cl
retain indepel rlrr
relying on inter
somewhere in bet

Moreover, the degree oNgIGHELE! /Jr*"
clearly related with the exCiieigElE!
level of capital controls in theGERSIEEEdeconomy .
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Pure float

Managed float

V\ Crawling band /

Full financial

Monetary Crawling peg integration

independence
Peg within horizontal band

Currency board

Dollarization/Euroization

Full capital controls Monetary Union

Exchange rate stability
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dfelef o O il yzEugey.ole of "rew oo eiehthe
rel eVelEENeINIE,Oli f fErEnt Welgnels, we
use diffeenmvALR ‘ f et
dynamics'ORiEs |
rates, moneyeie
thelr institutiona

The results permits t@)E EOIIe

effective to fight againSiy

nearly all the cons dered

has operated through the intel

some cases, with the exchange SENCIElT eI.
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S\eNENti o ‘rJ e cases of tHENSeYak REplblic and
SIO elieh Wy ere, erevsielear evidenceeaiexchaijuey ate
channelSysuit cigichannel remaigsislieekec

Al ImportanCeleNElRI NOE

Euro Areaas SOUIES po.,.., Ie, t Sifipnetary authoiEsisShould
shift to a balanced co’r gicHEiNNoNEieiyapolicy relyingion the
Interest rate channel Hyeielieieontri BUEEO prepare the
financial sector to the ECSHIBNEYERper alfjEienyvi ronment,
where monetary policy Is IgplEmenies,and tensmi

primarily through interest ratesgeEiERINAIO a minor extent
through the exchange rate.
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Prices - 2 years after the shock
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From the anadVsiSioj
01

r
prices to a moneleiyAsie
that Interactions beteesn 'f] Secl
negatively affected thegiil
against inflation.
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— Not conditioning for fiscal deficit
— Conditioning for fiscal deficit
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— Not conditioning for fiscal deficit
— Conditioning for fiscal deficit
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m [or thisTEasemN [Of attent
analysis o Ffrf SHIISsIER, chalt

and firms, as YgeVIEESI et tEl
policy works.

m Theexperience for currEgiiEl@yAnca megil
of the Euro system M onetelii/aliiesiaiss orNEiwork should
provide an excellent guidel g
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Stability I'NgS
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= All of the AccedifjEiealigiies ha ’,
In Improving the staigliitiyAeind
sectors as well as elimMigauigeN;

>,

C
e
~—

o
~

_/ q

However, these processes areNgeeamelete and there is the
need for further progress in incréasig competition.

http://www.efn.uni-bocconi.it EFN Report - The Euro Area and the Acceding Countries Spring 2004 Chapter 5
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The growth of domestic creqiifiigsiigeeased substantially,
but the profitability remains | OVWH)AEW" standards and may
be eroded by additional competitiG.
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Repub] ]crm REMania.

a5 ors, (ecep
e\ ents alil

|n these threctaagi JfJJ S
clen]

Indicate significagi 'r
privatization and resiiilie
Now, it islargely in privalegens Jom-o by foreign

capital, although an extensive r sl ng Was required
due to non-performing Ioans.
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Share of AssetsHeld by Majority State-Owned Banks

1994 1995 1996 1997 1998 1999 2000 2001 2002

Czech Republic B Poland @ Romania
v
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Domestic Credit to the Private Sector as a Share of GDP

1997 1998 1999 2000 2001

Czech Republic B Hungary B Poland O Romania O Slovakia
v
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Return on Average Assets

1996 1997 1998 1999 2000 2001

Czech Republic @ Hungary @ Poland O Romania O Slovakia
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practice.

= The Accession countiTesiiieENsE
process by technical advieelzneENE
International financia 1nstitdHGHRS
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INeIepar
thestr&sses zllc J JOOOFEL |t|

POSt-access 0

However, there are caigiigieiEzsn

Isrequired if there is to DESHSIERIE .fr" that these
bank sectors will continue (Oygi@IBIENInancial stability
and provide and improved finaRE@liigter medi ation
function and help to drive robust @&onomic growth.
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encourage the principlésieipgeeEicor pot

and improve standards for JUEiNge}
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Chapter 6.ES0I@MATE
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rleifelsco)
provi ded.

Forecasts are OniisliiEs J
MacroeconometrGYiio

models. The forecast

the models have been cag@i LH/ siieeked.
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The recovery o rrevvorJ ¢l g
economy bubble, tHENI®;
INNovations (consumerREEceNIIG!

US and Asia are the centres OigiigEiglei9z! Ing. Acceleration
of growth is due to a strong rebOUREIBIMIISMESS | Nvestment.
Due to advances in productivity, the@gitirn has not reached the
US labour market yet. Risk of jobless'growth.
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US GDP Growth Rate
US Consumer Price Inflation
US Short Term Interest Rate

US Long Term Interest Rate
Japan GDP Growth Rate

Japan Consumer Price Inflation
Japan Short Term Interest Rate
Japan Long Term Interest Rate
World Trade

Oil Price

USD/Euro Exchange Rate
100Y en/Euro Exchange Rate
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HEWEVESiiE

ConstigpenNiz; DEres 'o / eak perfo 1
(declineeiplelspii;

the social SECHILY, (psrs *

public consol@zEI»

Improve, adecllnelnr ?d IJr rlgw,f

for 2005. But this will not\ceigisERsate for 1

this measure. Thus, InvestmegiuniNzn clerate to ensure
competltlvenessmlnternatlon MEIRELS)

Exports have been stimulated by thésee eration of world trade.
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Y ear-on-year GDP growth ratesand
confidence bands
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= NElee
COIf[e@IIE L | exportS|s
'(ESCJ B Jiig) eg ..] jeturn, but
effects Wi floen) ed 0)Y the =LJf0) zl0JLE ‘e . Due
and the apjelEeieien, Ve ts
tend to incré

Contribution to GDP growth

weanl

2000 2001 2002 2003 2004 2005
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2001 2002 2003 2004: 1st half 2004: annual 2005: annual

. Interval . Interval ) Interval

Point Forecast For Point Forecast Forecast Point Forecast Forecast
GDP 16 0.9 0.4 11 0.7 14 10 20 L4
14 18 2.7
. 16 15 10
Potential Output 25 2.4 1.9 19 23 1.9 25 17 24
Private Consumption 1.8 0.1 10 0.8 0.3 11 06 17 10
13 15 24
Government Consumption 2.4 2.7 19 20 L7 2.0 16 18 12
24 24 23
Fixed Capital Formation 0.1 29 12 02 13 10 07 35 L1
17 27 5.7
Exports 33 17 00 39 26 4.8 3.3 72 48
51 6.3 93
Imports 17 0.1 15 36 2.2 47 3.2 76 2.3
5.0 6.2 10.0
Unemployment Rate 8.0 8.4 8.8 8.8 86 8.9 86 8.8 83
9.0 91 92

Percentage change in the average level compared with the same period a year earlier, except for unemployment rate and NAIRU that are expressed in levels. Point forecasts and 80% confidence bounds are taken from

EFN forecasting model and based on 2000 stochastic simulations.

http://www.efn.uni-bocconi.it
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= | ciseiiNEieEt J-~c
with GEplieyisent

Rel ated (OUISHEERe)

overwhel mi RGBSt c, 5
economic sentigegEnile the

2003 are in the UPEERNSERENGRLNE fOIEE
Improvement has sl OWEBReBIIs nce 1

The results are also s milafWiEaNIGRk
components of the economiGSSguliiEi
Industrial, construction and reteiifiE6E:
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Interval 70% (2004-01) mm Interval 70% (2003-08) —— Economic Indicator

Consumer Confidence Indicator Industrial Confidence Indicator
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Construction Confidence Indicator Retail Trade Confidence Indicator
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-45 -20 T T T T T T T T T

Interval 70%(2004-01)

Interval 70% (2004-01)

Source: Eurostat & IFL.
Date: March 2004.
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CONTRIBUTIONS TO THE SEASONALLY ADJUSTED QUARTER-ON-QUARTER INFLATION RATE IN THE

-0.0060

B U -4 - S =< V-~ S -t s, - A~ A S = -
mmm Changes in import prices Inflation transitory dynamics
= Output gap ) mmmmm Deviations from unit labour costs
Deviation of money from nominal output mmmmm Effects explained at sectoral level
Innovations —-—- - Quarter inflation forecast

Historical inflation mean Observations in auarter inflation

Thecontributionsrefer tothedeviationsof inflationratefromtheir mean.
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2001 2002 2003* 2004: 1st half 2004: annual 2005: annual
. Interval . Interval . Interval
Point Forecast Forecast Point Forecast Forecast Point Forecast Forecast
8.1 82 82
NAIRU 8.6 8.3 8.2 8.3 84 8.6
8.5 8.6 9.0
2.4 25 2.7
Labour Costs 3.3 3.4 2.9 2.6 2.7 31
a 2.8 3.0 35
Labour Productivity 0.4 0.3 05 0.5 0.1 08 01 20 L1
11 L4 29
1.2 11 10
HICP 2.3 2.2 2.1 1.8 18 19
2.3 2.5 2.9
1.3 12
1Pl 0.5 -0.5 0.4 1.5 21
1.6 3.2
Percentage change in the average level compared with the same period a year earlier, except for unemployment rate and NAIRU that are expressed in levels. Point forecasts and 80% confidence bounds are taken from

EFN forecasting model and based on 2000 stochastic simulations.
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The euro areawill grow by 1.4% in 2004 and 2.0% in 2005.

Inflation in the HICP is forecast to average 1.8% in 2004 and to
dightly increase in 2005 to 1.9%.

Exports will increase by 4.8% in 2004 and by 7.2% in 2005 as aresult
of the recovery in world trade.

Investment remains weak, increasing only by 1.0% in 2004 but
starting a more clear recover in 2005 rising 3.5%.

Private consumption, after growing by only 1.0% in 2003, rises by
1.1% in 2004 and 1.7% in 2005.

Unemployment rate will stay around 8.8% during the two years.

h 4
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EFN EU IMF
‘ 2004 2005 2004 2005 2004 2005
GDP 1.4 2.0 1.8 2.3 1.9 -
Private Consumption 11 1.7 1.6 2.0 1.9 -
Gov. Consumption 2.0 1.8 1.3 1.4 1.4 -
Fixed Capital Form. 1.0 35 2.4 3.0 3.1 -
Unemployment rate 8.9 8.8 9.1 8.9 9.2 -
HICP 1.8 1.9 1.9 1.7 1.6 -
ECB OECD Consensus
2004 2005 2004 2005 2004 2005
GDP 1.6 2.4 1.8 2.5 1.7 2.1
Private Consumption 1.6 2.2 1.7 2.4 1.4 2.0
Gov. Consumption 1.1 0.8 1.0 1.0 1.5 1.2
Fixed Capital Form. 1.7 3.9 2.3 3.9 2.1 3.3
Unemployment rate - - 9.0 8.7 8.8 8.6
HICP 1.8 1.6 1.5 1.4 1.7 1.6

pring 2004 dpler ©
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e Jervrr rates
-l fleller oz
downWeras)

This points "[ ¢
confidence oYl

Investment. Higher =.:<"nen" rere ik
GDP and productivity JREVHgRes eby supporting the
competitiveness of Euro area prodiEsi’ nternational markets.
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from préyies,ERNoutiooks

Spring 2003 Autumn 2003 Spring 2004
2003 2004 2003 2004 2003 2004
GDP 1.2 2.1 0.5 1.5 04 1.4
Private Consumption 1.0 2.0 1.1 1.3 1.0 11
Government Consumption 1.8 1.3 1.9 2.0 2.0 2.0
Fixed Capital Formation 0.9 4.3 -1.8 1.2 -1.2 1.0
Exports 3.3 6.3 -0.5 4.0 0.0 4.8
I mports 4.0 1.7 14 3.9 15 4.7
Unemployment rate 8.8 9.0 9.0 9.3 8.8 8.9
HICP inflation 2.4 1.8 2.1 1.7 2.1 1.8
Industrial Production 0.8 2.0 -0.1 1.4 04 2.1
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Euro area products

Expansionary US styleNisezl ooJ
area and real interest ratesjeieiell
However, the outlook pedgii

monetary policy could be adoptEaii
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The best preyISiGINaEaI NSt 1

would be to cCORVIREENAS)E
of more flexibl ENEXEIENEE
effects of the Doll arV@lauiiyaere
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