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The division of continental Europe is a thing of the past. In May 2004, some
15 years after the fall of the Iron Curtain, eight central and east European
countries are set to join the European Union, alongside Cyprus and Malta.
The candidate countries have made enormous efforts to satisfy the accession
criteria, and together with the Union they have pushed ahead negotiations
on accession at breathtaking speed. Although the European Commission still
sees shortcomings in compliance with the accession criteria, it assumes that
the countries concerned will be able to redress these ahead of their admission.
The way is thus paved for more peace, stability and prosperity in Europe.
But successfully as European integration may have been pursued thus far,
the future of the “EU-25+” project remains uncertain. Various determinants
of the enlargement process suggest that matters may take a less positive course
than in the past.

Many transitional arrangements from the current round of enlargement,
some of which will apply for long periods, make the inner workings of the
Union less transparent and run counter to the spirit of the internal market.
The Union will shortly see the limits of its capacity to absorb new members
put to the test, particularly since various attempts at reform have so far done
little to help create efficient institutional and financial structures. The current
round of enlargement is already confronting the EU with a financial challenge
which, while fundamentally manageable, does lend acute urgency to the issue
of more equitable sharing in the provision of EU own resources.

That the prospect of admission to the EU has spurred the transformation proc-
ess in the candidate countries, in terms of both their political and economic
systems, is beyond doubt. The GDP growth that the transformation countries
have succeeded in generating during their candidacy has far outstripped that
in the existing EU member states. Of course this has essentially been driven
by a catch-up effect powered in particular by a very marked export dynamic
and an extremely high influx of foreign direct investment. But the process
of structural change in the accession countries is still far from complete.
EU development aid can certainly support this process, but only to the extent
that the funds made available to the individual countries are actually put to
efficient use.

Some of the necessary investment in the central and east European countries
is also being funded by private savings. Reforms of the pension systems there
have placed greater emphasis on fully-funded provision. But the build-up of
private and company pension systems is not yet at an end, further steps will
follow. Moreover, the state branches of retirement provision need further
overhauling to prevent demographic trends from placing a huge burden on
the pay-as-you-go pension systems.

On May 1, 2004 the ten new member states will have covered but one stage
on the road to Europe, because membership of the European Union does not
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automatically mean membership of the European Monetary Union as well.
For this, the Maastricht criteria must first be satisfied. But there is no question
that the acceding countries wish to, and will, exchange their national currencies
for euros at the earliest possible date. A twin-track accession process is
conceivable for this, with the Baltic states and Slovenia joining the euro area
at the beginning of 2007, the earliest possible date. They are then likely to
be followed in 2009 by the Czech and Slovak Republics, Hungary and Poland,
countries that continue to wrestle at present with grave budgetary problems.

Economic Trend ReportI N T R O D U C T I O N
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2.1 E V O LV E M E N T  A N D O U T C O M E O F T H E
A C C E S S I O N N E G O T I A T I O N S

In June 1993 the European Council in Copenhagen paved the way for
enlargement of the European Union. EU leaders agreed in principle that the
associated countries of central and eastern Europe could join the Union.
But before admission they must satisfy the “Copenhagen criteria”. 

With reference to these accession criteria the EU Commission has, since 1997,
made an annual assessment of the transformation process in the 13 countries
applying to join the EU. In its last “Strategy Paper” dated October 2002 the
Commission affirmed that Cyprus, the Czech Republic, Estonia, Hungary,
Latvia, Lithuania, Malta, Poland, Slovakia and Slovenia meet the political
criterion. It still identified deficits in respect of the economic criterion and
adoption and implementation of the acquis communautaire. However, the
Commission concluded that the countries concerned could redress these
shortcomings by the beginning of 2004. It therefore recommended closing
negotiations on accession with these countries at the end of 2002, even if it did
intend to continue monitoring their progress on adjustment.

The heads of state or government of the EU member states followed this
recommendation. Negotiations on the then still unsettled and particularly
critical chapters Agriculture, Financial and Budgetary Provisions, Regional
Policy as well as Institutions and Other were concluded in December 2002.
That month the European Council in Copenhagen, barely ten years after it had
launched the enlargement process at the same location, declared the successful
completion of accession negotiations with ten countries.

2 From the EU-15
to the EU-25

F R O M T H E E U -15  T O T H E E U - 2 5

A C C E S S I O N C R I T E R I A ( “ C O P E N H A G E N C R I T E R I A “ )

A country wishing to join must

guarantee stability of institutions ensuring democracy, the rule of law, human rights and respect for and
protection of minorities (political criterion);

demonstrate the existence of a functioning market economy as well as the capacity to cope with competitive
pressure within the Union (economic criterion);

assume the obligations arising from EU membership, including adherence to the aims of economic, monetary
and political union (criterion of adoption of the acquis communautaire).



T E N C O U N T R I E S W I L L J O I N
T H E E U O N M A Y 1,  2 0 0 4
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DATES IN THE ENLARGEMENT PROCESS

Cyprus, the Czech Republic, Estonia, Hungary, Latvia, Lithuania, Malta, Poland,
the Slovak Republic and Slovenia are to be admitted to the European Union
on May 1, 2004. Bulgaria and Romania have been given a clear accession
perspective for 2007. Moreover, the European Council has offered Turkey,
which has held official candidate status since 1999, the prospect of beginning
accession negotiations “without delay” following the December 2004 summit.
Before that, however, the Commission must establish that Turkey satisfies the
political criterion.

The time frame for this round of enlargement is extremely ambitious. The heads
of state or government of the EU countries and the new members signed the
accession treaty on April 16, 2003 at the Athens summit. Ratification in the
present and future EU member states is to take place in time to permit acces-
sion on May 1, 2004. The future member states have already held referenda,
all of them with a positive outcome. Cyprus, which had made no plans for
a plebiscite, has already ratified the accession treaty. The “old” member states
are not conducting referenda either; there the accession agreement will go
through the ratification process as provided for under national legislation.

2. 2 T R A N S I T I O N A L A R R A N G E M E N T S O N T H E W A Y
I N T O T H E U N I O N

The acquis communautaire represents a considerable stumbling block to
accession. So far no applicant country has succeeded completely in adopting
and implementing the common body of EU laws and regulations. Nor will the
accession countries achieve this objective by 2004. The EU has therefore
agreed transitional arrangements with the future member states in various
areas enabling them to retain for a limited period national rules that do
not basically harmonize with EU law.

F R O M T H E E U -15  T O T H E E U - 2 5

Country Date of membership Beginning of Conclusion of Date of
application negotiations negotiations referendum

Bulgaria December 1995 February 2000 ongoing /

Cyprus July 1990 March 1998 December 2002 no referendum

Czech Rep. January 1996 March 1998 December 2002 June 2003

Estonia November 1995 March 1998 December 2002 September 2003

Hungary March 1994 March 1998 December 2002 April 2003

Latvia October 1995 February 2000 December 2002 September 2003

Lithuania December 1995 February 2000 December 2002 May 2003

Malta July 1990 February 2000 December 2002 March 2003

Poland April 1994 March 1998 December 2002 June 2003

Romania June 1995 February 2000 ongoing /

Slovak Rep. June 1995 February 2000 December 2002 May 2003

Slovenia June 1996 March 1998 December 2002 March 2003

Turkey April 1987 probably 2005 / /
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S O M E 2 5 0  T R A N S I T I O N A L
A R R A N G E M E N T S P E R M I T
D E P A R T U R E S F R O M T H E A C Q U I S
C O M M U N A U T A I R E

F R E E M O V E M E N T O F L A B O R
C A N B E R U L E D O U T F O R U P
T O S E V E N Y E A R S
Germany and Austria demanded
transitional arrangement to protect
their labor markets.

9

Originally there were only supposed to be transitional arrangements in valid
individual cases, because of their market-distorting effects and intransparency.
But ultimately, a total of some 250 transitional arrangements were negotiated.
These regulations are clearly defined in content and limited in time, although in
some cases very long periods of up to 12 years have been conceded. Most agree-
ments refer to the environment, taxation, agriculture and transport policy.
The majority of these transitional regulations were introduced in response
to demands from the acceding countries. For example, the new members
have been given up to 2015 to comply with environmental emission rules.
Various countries have been given extended deadlines to adjust their value
added tax rates and also granted temporarily higher agricultural production
quotas.

But some transitional regulations were implemented at the insistence of the
present EU members. Particularly important in this context is the restriction
on free movement of labor, urged by Germany and Austria for fear of the
pressure that immigration from the new member states would exert on their
labor markets.

All in all, the EU will have to devote considerable resources to securing
implementation and transposition of the acquis communautaire.
This is because in future the central and east European countries will no
longer have the prospect of admission to the EU as a spur to this adjustment
process.

F R O M T H E E U -15  T O T H E E U - 2 5

T R A N S I T I O N A L P E R I O D S F O R T H E F R E E M O V E M E N T O F L A B O R

A two-year transitional period applies to all new member states, with the exception of Cyprus and Malta,
during which the previous EU member states may continue to apply their national regulations. Depending
on how liberal these are, this may already mean free access to the jobs market.

After these two years the need to continue the transitional arrangement is automatically reviewed.
Each new member state concerned may also request a review of this kind. The findings will flow into
a Commission report, although the previous member states alone will have the power to decide whether
they wish to grant full freedom of movement for workers.

As a general rule the transitional arrangement is scheduled to expire after five years. However, the present
EU-15 countries may prolong it for a maximum of another two years if they identify or fear a sustained
disturbance of their labor market. The “old” members may adopt safeguards for their labor market up to
the end of the seventh year.

The restrictions on access to the current EU member states’ labor markets may not be tighter than at the
time of signing the accession treaty. Moreover, job-seekers from the new member states must be given
preference over job-seekers from non-EU countries.

Germany and Austria further have the right to apply additional safeguards if cross-border trade in certain
services threatens to cause serious disturbances.



2. 3 O U T L O O K :  W H E R E D O E U R O P E ’ S B O R D E R S L I E ?

Of the altogether 13 official candidates for accession three are not participating
in the current round of enlargement. However, the admission of Bulgaria and
Romania in 2007 is practically a done deal, and Turkey has been given a definite
prospect for the assumption of accession negotiations. But even this does not
bring enlargement of the European Union to an end; the Community will continue
to grow. The Union concluded stabilization and association agreements in
2001 with Macedonia and Croatia, giving these countries a definite outlook
for membership. Croatia applied for membership on February 21, 2003. Serbia
and Montenegro, and Albania, are likewise integrated into the stabilization
and association process, with 2004 as the probable time frame for signing the
relevant agreements. And the process of European integration extends even
beyond the borders of those countries. Already, EU Partnership and Cooperation
Agreements exist with Russia, Ukraine and other “New Independent States”.
While these should not be interpreted as a direct run-up to EU membership,
they do signal those countries’ fundamental alignment towards the Union.

The European Union is basically designed as an open organization. Article 49
of the Treaty on European Union states: “Any European State (…) may apply to
become a member of the Union”. In the light of this, there has been intensive
debate for some time on Turkish membership of the EU. Turkey signed an
association agreement with the Union back in September 1963 and applied for
EU membership in April 1987. In its application assessment the Union focused
less on whether Turkey really is a European country – a question that is hard
to answer with the aid of an atlas alone. The main obstacle to launching
accession negotiations was the fact that up to now Turkey comes nowhere
near to satisfying the political accession criterion. That said, the country’s past
political and economic decisions have been shaped by the desire to achieve
full membership of the community of European states. It is therefore probable
that the Union will commence accession negotiations with Turkey in 2005.
But the country is unlikely to be admitted before the middle of the next decade
at the earliest. It is by all means possible that the Balkan states will satisfy the
membership criteria ahead of Turkey.

Past enlargement rounds, however – like the present one – suggest that
ultimately EU boundaries will be determined by institutional factors.
An “accession criterion” not usually mentioned stipulates that the Union must be
capable of absorbing new members while maintaining the “momentum of European
integration”. Yet already, a question mark hangs over the Community’s capacity
for action, precisely because of its forthcoming admission of ten new members.
So far, none of the reforms of Community treaties has succeeded in reorganizing
EU institutions to set them on course for the future. Certainly, the draft EU
Constitution does contain ambitious proposals on revamping Union institutions,
but it is doubtful whether these will actually be implemented.

In these circumstances thought should be given to whether countries such
as Belarus or Ukraine can in fact aspire to full membership of the Union.
Assuming their political integration capabilities do not suffice for such a step
for some considerable time to come, different forms of cooperation outside
the framework of the EU treaty could be considered instead. This, too, could
generate stabilizing effects equally beneficial to the Union and the associated
countries. For example, closer cooperation beyond the confines of a strictly

T U R K E Y A S A M E M B E R
O F T H E E U
Before accession negotiations begin
the country must satisfy the political
accession criterion.

I N S T I T U T I O N A L  R E F O R M
U R G E N T LY R E Q U I R E D
Positive approaches in EU draft
constitution.

>> Page 13

C O O P E R A T I O N  W I T H O U T
M E M B E R S H I P
New forms of cooperation beyond
EU borders.

Economic Trend ReportF R O M T H E E U -15  T O T H E E U - 2 5
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customs union would be quite conceivable in areas such as the environment,
education, energy or infrastructure policy. A coordinated foreign policy or a
common approach on justice and home affairs would not be ruled out either as
the transformation process advances in these countries. In the very long term
– a timescale that will certainly be longer than a generation – the possibility
of admission to the EU might not be unrealistic.

11



3.1 O N T H E W A Y T O A W O R K A B L E  E U -27

With the Treaty of Nice, which came into force on February 1, 2003, the EU
leaders were aiming to create the institutional foundations for enlargement
of the European Union. The main elements of the Treaty are changes to the
composition of the EU Commission, re-weighting of the votes in the Council
of Ministers and the introduction of a new distribution of seats in the European
Parliament.

The Treaty of Nice has – if at all – created only a very limited basis for the workability
of an enlarged Union. The Treaty’s shortcomings are evident for all to see:
retention of the unanimity principle in numerous “sensitive” political areas,
a complicated majority decision procedure in the Council of Ministers, post-
ponement of reform of the EU Commission. Not least because of this,
in December 2001 in Laeken the EU leaders initiated a “Convention on the
future of Europe”. The Convention consisting of altogether 105 representatives
of the EU member states and accession countries was tasked with preparing
the next Intergovernmental Conference as comprehensively and transparently
as possible. This IGC began on October 4, 2003 and will probably end
in April 2004. The outcome is supposed to be reform of the EU treaties.

W O R K A B I L I T Y O F A N E N L A R G E D
E U I S I N D O U B T

Economic Trend ReportP R O S P E C T S F O R A P O L I T I C A L U N I O N
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3 Prospects for
a political Union

30 members
of the national
parliaments
of the member
states

15 representatives
of the heads of
state or government
of the member states

16 members
of the European
Parliament

2 representatives
of the Commission

26 members
of the national
parliaments of the
candidate countries

13 representatives
of the candidate

countries

2 vice-presidents

1 president

THE EU CONVENTION

Source: Own depiction.
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The objectives set for the Convention were extremely ambitious. They consisted
of laying the foundations for enlargement of the EU, redressing the democratic deficit
in the Union and enhancing the EU’s international importance.

The agenda comprised such items as:

better distribution and delimitation of powers in the European Union
(e. g. application of the principle of subsidiarity, common foreign and
defense policy),

simplification of instruments (e. g. legislative and implementing procedures),

more democracy, transparency and efficiency in the Union (e. g. demo-
cratic legitimization and position of the EU institutions, procedure for
elections to the European Parliament, decision-making in the Council of
Ministers) and

a European Constitution.

3. 2 R E S U LT S O F T H E C O N V E N T I O N O N T H E
F U T U R E O F E U R O P E

3.2.1 A C O N S T I T U T I O N F O R E U R O P E

The Convention agreed, on June 13, 2003, on an initially still incomplete
draft constitution, which Convention president Valéry Giscard d´Estaing
submitted to the EU leaders at the summit in Thessaloniki. The Convention
completed its discussion of the missing sections, including such hotly debated
issues as the transition to decision-making by qualified majority on foreign and
security policy, on asylum and immigration and on tax policy, at additional
plenary sessions. The Convention president presented the complete “Draft
Treaty establishing a Constitution for Europe” to the president of the European
Council on July 18, 2003 in Rome.

The draft constitution builds on the existing European treaties, the EURATOM
Treaty being dealt with separately. The Convention has revised and reorganized
these treaties, augmenting the previous 414 articles to 462. The constitution
is to consist of a preface and four parts, followed by protocols and declarations.

Particularly noteworthy in Part I of the constitution is that the draft attributes legal
personality to the Union. This is a vital prerequisite for a constitution. What is
more, it strengthens the Union’s international negotiating power and position.
So far only the European Communities were recognized as having their own
legal personality.

In this legal code the Convention members have, moreover, sought clearly
to ring-fence EU competences. For this they have broadly followed previous
common practice, in which, however, definition of the scope of competences
had to be deduced from the treaties. Now the areas in which the EU has sole
competence, the competences it shares with the member states, and when
it may support actions by its members states are to be circumscribed by law.

O N E O F T H E C O N V E N T I O N ’ S
O B J E C T I V E S W A S A C O N S T I T U T I O N
F O R E U R O P E

A T T E M P T A T A C L E A R
D E L I M I T A T I O N O F P O W E R S
H A S F A I L E D
The constitutional draft broadly writes
previous practice into law.

13



Explicit regulations are, however, set out only for the coordination of economic
and employment policies, the common foreign and security policy, the common
security and defense policy and the area of freedom, security and justice.
No clear distinction is made for the other categories of competence, nor does the
wording of the constitution abide strictly throughout by the classification chosen.

Article 9 of the constitution explicitly describes subsidiarity as a fundamental
principle of the Union, with very little alteration to the wording of the treaties
currently in force. It is striking that, as in the past, the application of subsidiarity
is laid down in a protocol. But this principle should represent the essence of
the European Union; its implementation ought therefore to be enshrined and
defined in the main body of the constitution. Its separation into a protocol robs
it of its importance and necessary weight, even if only symbolically.

Economic Trend ReportP R O S P E C T S F O R A P O L I T I C A L U N I O N
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C L A S S I F I C A T I O N O F T H E D R A F T C O N S T I T U T I O N
Preface

Part I Part II: The Charter of fundamental rights of the Union

Title I – Definition and objectives of the Union Title I – Dignity
Title II – Fundamental rights and citizenship of the Union Title II – Freedoms
Title III – Union competences Title III – Equality
Title IV – The Union’s Institutions Title IV – Solidarity
Title V – Exercise of Union competences Title V – Citizens’ rights
Title VI – The democratic life of the Union Title VI – Justice
Title VII – The Union’s finances Title VII – General provisions governing
Title VIII – The Union and its immediate environment the interpretation and application

Title IX – Union membership of the Charter

Part III: The policies and functioning of the Union Part VII: General and final provisions

Title I – Clauses of general application
Title II – Non-discrimination and citizenship
Title III – Internal policies and action
Title IV – Association of the overseas countries

and territories

Title V – The Union’s external action
Title VI – The functioning of the Union
Title VII – Common provisions

Protocol on the role of national parliaments in the European Union
Protocol on the application of the principles of subsidiarity and proportionality

Protocol on the representation of citizens in the European Parliament and the weighting of votes in the European
Council and the Council of Ministers

Protocol on the Euro Group
Protocol amending the EURATOM Treaty

Declaration attached to the Protocol on the representation of citizens in the European Parliament and the
weighting of votes in the European Council and the Council of Ministers

Declaration on the creation of a European external action service
Declaration on the final act of signature of the Treaty establishing the Constitution

Source: Draft Treaty establishing a Constitution for Europe.
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Finally, an article has been included on a country’s voluntary withdrawal from
the EU – an option already open to the EU member states in strictly legal
terms. For practical purposes, however, withdrawal would be extremely difficult
given the advanced integration of the legal and economic system.

Part II of the constitution consists of the Charter of Fundamental Rights, drafted
in 2000 by a separate convention. Here, too, the lack of transparency in the
structuring of the draft clearly emerges, with much overlapping with the first
part, which also sets out fundamental rights, Union citizenship and democratic
life. The fact that the Charter is intended to be legally binding gives rise to
the question as to what extent social entitlements will be enforceable at law.
This could have undesirable side effects for economic policy. With regard to the
labor market, the draft constitution contains a provision pointing in quite the wrong
direction. The Union’s Charter of Fundamental Rights apparently concedes
the citizens of the Union a right to work (Article II -15, paragraph 1: “Everyone
has the right to engage in work and to pursue a freely chosen or accepted
occupation.”). The problems this approach involves are evident. Quite apart
from the fact that a legally enforceable right of this kind would thwart all
necessary attempts to make the labor market more flexible in the EU member
states, it would quite simply be impossible to implement.

The third part of the constitution is devoted to the policies and functioning of
the Union, in other words implementation of what is set out in the first part.
Here, a major weakness of the constitutional instrument is that the system of delimita-
tion of powers in Part I of the constitution is not taken up in the third part of the text.
This strengthens the impression that in future, too, the division of powers will
in practice more closely follow the principle of individual authorization than take
its legal justification from the constitution. But clear assignment of competences
is particularly important for an enlarged Union, as the only way of achieving
transparency and efficiency. Also noteworthy about Part III of the constitution is
that – in conjunction with a protocol – it formalizes and strengthens the position
of the “Euro Group” i.e. the finance ministers of the member states that have
adopted the euro. The distinction remains unclear, though, between the duties
of the Euro Group president – a post to be newly created – and those of the
Commissioner for Economic and Monetary Affairs and the ECOFIN president.

The fourth and last part deals essentially with repeal of the present treaties,
legal continuity in relation to the European Community and the European
Union and adoption and ratification of the Treaty establishing the Constitution.

D O E S T H E C O N S T I T U T I O N
G U A R A N T E E A R I G H T T O W O R K ?
A legally enforceable right would
run contrary to greater flexibility of the
EU member states’ labor markets.

15

Exclusive competence Areas of shared competence Supporting action

Monetary policy for the member states Internal market; area of freedom, security Industry; protection and improve-
that have adopted the euro; common and justice; agriculture and fisheries, ment of human health; education
commercial policy; customs union; con- excluding the conservation of marine and vocational training; youth and
servation of marine biological resources biological resources; transport and trans- sport; culture; civil protection
under the common fisheries policy European networks; energy; social policy

(for aspects defined in Part III); economic,
social and territorial cohesion; environ-
ment; consumer protection; common
safety concerns in public health matters

Source: Draft Treaty establishing a Constitution for Europe.

CATEGORIES OF COMPETENCE ACCORDING TO THE
DR AF T CONSTITUTION



Before this constitution can enter into force, which will presumably be in 2006, the
Intergovernmental Conference must first deal with the draft. After the heads of state
or government of the member states have then agreed on and signed a Treaty
establishing the Constitution, the 25 EU member states must ratify the instru-
ment. France, Spain, Italy, Austria, Hungary and Poland have said they will
hold a plebiscite on the constitution; in Ireland a referendum is required by law.
What happens if a country does not ratify the constitution is an open question.

3.2.2 I N S T I T U T I O N A L S T R U C T U R E S  I N A N
E N L A R G E D U N I O N

The accession treaty creates the institutional framework for EU enlargement
for the 2004 – 2009 parliamentary term. This is also set out in the “Protocol on
the representation of citizens in the European Parliament and the weighting
of votes in the European Council and the Council of Ministers” in the Draft
Treaty establishing the Constitution. The provisions in both documents differ
in parts from the relevant contents of the Treaty of Nice. The distribution of seats
in the European Parliament leaves Germany and the small present and future
member states with the same number of seats as stipulated in Nice, while
all the other countries have more. All told, the number of seats in the EP is
limited to a maximum of 736 in the draft constitution (Nice 732), although
it may temporarily exceed this if Romania and Bulgaria join the Union as
planned in 2007, i. e. during the 2004 – 2009 parliamentary term. The draft
Treaty does not clearly state how many seats these two countries will then have.
The number will be geared to the 33 and 17 seats respectively determined
in Nice but is to be adjusted using the same formula as for the other member
states. This formula is not published in the wording of the Treaty.

SEATS IN THE EUROPEAN PARLIAMENT AND VOTES IN THE
COUNCIL OF MIN ISTERS IN THE 2004 – 2009 PARLIAMENTARY
PER IOD,  AS SET FORTH IN THE ACCESS ION TREAT Y / DR AF T
CONSTITUTION
– THE PROVIS IONS IN THE TREAT Y OF NICE ARE SHOWN IN PARENTHES IS –
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Member states
Seats in the Votes in the

Member states
Seats in the Votes in the

European Parliament Council of Ministers European Parliament Council of Ministers

Germany 99 (99) 29 Bulgaria –– (17) –– (10)

United Kingdom 78 (72) 29 Austria 18 (17) 10

France 78 (72) 29 Slovak Republic 14 (13) 7

Italy 78 (72) 29 Denmark 14 (13) 7

Spain 54 (50) 27 Finland 14 (13) 7

Poland 54 (50) 27 Ireland 13 (12) 7

Romania –– (33) –– (14) Lithuania 13 (12) 7

Netherlands 27 (25) 13 Latvia 9 (8) 4

Greece 24 (22) 12 Slovenia 7 (7) 4

Belgium 24 (22) 12 Estonia 6 (6) 4

Portugal 24 (22) 12 Cyprus 6 (6) 4

Czech Republik 24 (20) 12 Luxembourg 6 (6) 4

Hungary 24 (20) 12 Malta 5 (5) 3

Sweden 19 (18) 10 Total 732 321

Source: Draft Treaty establishing a Constitution for Europe.
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In respect of the weighting of votes in the Council of Ministers the accession
treaty and draft constitution are broadly in line with the Nice Treaty for the
period from 2004 to 2009. Decisions that are to be adopted by a qualified
majority require at least 232 votes. Decisions to be adopted on a proposal from
the Commission additionally require the approval of the majority of member
states, otherwise two-thirds of the member states must vote in favor. Moreover,
any member state may request a check to ensure that the decision represents
62 % of the total population of the Union. Only then does it come into force.
If Romania and Bulgaria accede to the European Union by November 1, 2009,
they will receive 14 and 10 votes respectively. The Nice Treaty then requires
258 votes for decisions adopted by a qualified majority. After November 1, 2009
the draft constitution proposes that qualified majority decisions will only have
to represent three-fifths of the population.

With regard to other EU institutions, the Convention has agreed on numerous
new arrangements vis-à-vis the existing Treaty. These include plans to strengthen
the European Parliament. In future the co-decision process is to be the rule in
the European Union’s legislative procedure. The draft constitutional treaty also
contains a provision stating that the heads of state or government of the EU
shall elect a president of the European Council. Besides preparing and con-
ducting European Council meetings and reporting to the European Parliament,
this president – who may not hold a national office – will also represent
the Union outwardly on foreign and security policy at a heads of government
level. The other foreign policy tasks will rest with the foreign minister of the
European Union, another new position created in the constitution. The exact
allocation of responsibilities between the two foreign affairs representatives
remains vague, and the actual distribution of power will emerge only in practice.
Generally speaking, though, the office of President of the European Council
appears to hold little clout or appeal.

For the Commission, it was decided at the Copenhagen summit to concede the
new member states one commissioner each as from May 2004. Then once the
European Council has appointed a new Commission president, the newly elected
Parliament will review and confirm an enlarged Commission in June 2004. Under
the terms of the Treaty of Nice it is to consist of one commissioner per member
state1 and begin work in November 2004. The Convention has demonstrated
considerable purposefulness with its proposal on composition of the Commission.
This sees a marked reduction in the number of commissioners in 2009, a long
overdue step towards guaranteeing that the Commission remains capable of work-
ing in future. The Commission, which is currently composed of 20 members, would
then consist of a College comprising the president and the Union foreign minister as
vice-president plus 13 commissioners selected on the basis of a “system of equal
rotation” satisfactorily reflecting the “demographic and geographical range of
all the member states”. The constitutional draft also broadens the powers of the
Commission president. He could in future request individual Commission mem-
bers to resign. It is to be hoped that these plans emerge unscathed from the
Intergovernmental Conference. At present, however, it hardly appears conceivable
that an EU member state might be prepared voluntarily to renounce its “personal”
EU commissioner and waive the political influence attendant on the post. The
President of the EU Commission, Romano Prodi, has already criticized the proposal,
calling instead for a permanent commissioner for each member state.

1 The Treaty of Nice foresees, following accession of the 27th country, the introduction of a rotation system with all countries taking equal turns
to sit on the Commission, enabling the number of commissioners to be slimmed down to less than the number of member states.

A M B I T I O U S P R O P O S A L S
F O R I N S T I T U T I O N A L R E F O R M
B Y T H E C O N V E N T I O N
but the future division of power
is still not clear.

P R O P O S A L F O R A M A R K E D  D O W N -
S I Z I N G O F T H E C O M M I S S I O N
But a rotation principle holds little
prospect of political acceptance.
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Another positive aspect is that the constitution envisages the adoption of decisions
by qualified majority in the Council of Ministers as the standard procedure. Areas
continuing to require unanimity must be explicitly catalogued. This will be the
case for various areas of taxation, amendments to the Stability and Growth Pact,
social policy, international association agreements and cultural and audio-
visual services. Common foreign and security policy will also remain subject to
unanimity. With this approach the constitution will help make decision-making
at European level more efficient. That said, the areas in which decisions
will have to remain unanimous still contain considerable conflict potential.

3.2.3 P R O S P E C T S F O R A P O L I T I C A L U N I O N

From an economic angle, the process of European unification has been very
successful in the past. In political terms, however, it has usually constituted nothing
more than agreement on the smallest common denominator. This is because of
the considerable discrepancy in the EU members’ willingness to integrate politically.
The problem is likely to deepen further in an enlarged Union, particularly
since the draft Constitution has failed to allocate competences clearly in the
various policy areas. As a result, the distribution of power between the Union
and its member states also remains hazy. This gives rise to the question of the
basis on which a political union can be built up and what shape that union
will take.

We shall have to set aside the idea of a united Europe in the real sense of
the word – not that this need necessarily be a bad thing. There is evidence to
suggest that not all members are equally willing and able to share in a deeper
European Union. Instead, it is probable that we shall have a multi-speed
Europe in future. Particularly integration-prone member states will work very
closely together in individual political areas within the framework of the EU treaties.
A current illustration is the move by Germany and France to coordinate their
economic policy more closely. Successful integration projects will presumably
then acquire greater appeal for other EU countries, who can come on board
at any time. However, the member states involved must be able to end cooper-
ation of this kind if it does not achieve the desired aims. Differently composed
groups of EU members could conceivably opt for a common approach in different
political areas. The pace of integration in the various arenas would then be set by
the preferences of the states participating in that particular project.

The legal basis for this approach was in principle created in the Treaty of
Amsterdam, which already provided for the possibility of “closer cooperation”.
But it was the Nice Treaty that first introduced an element of practicability
by at least no longer requiring a unanimous vote by all EU members on more
intensive cooperation between individual member states2. However, the EU
heads of state or government did not put in place a really flexible tool for heightened
cooperation in Nice either, and the draft Constitution also leaves much to be desired
in this regard. The Intergovernmental Conference would therefore be well
advised to readdress this item very carefully. For in a Union of 25 or more
members no instrument other than closer collaboration appears suited to
expediting a targeted and structured process of political integration in the
interests of Europe.

2 Article 43 of the EU Treaty stipulates that cooperation must comprise at least eight member states.

D I F F E R E N T D E G R E E S O F
W I L L I N G N E S S T O I N T E G R A T E
W I L L L E A D T O A E U R O P E
O F D I F F E R E N T S P E E D S

C L O S E R C O O P E R AT I O N M U S T
B E M A D E M O R E F L E X I B L E
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4.1 T H E 2 0 0 4 – 2 0 0 6  F I N A N C I A L  F R A M E W O R K
F O R E N L A R G E M E N T

The Copenhagen European Council in December 2002 agreed on a total of approx.
€ 37.5bn as the ceiling on enlargement-related appropriations for commitments3

from 2004 to 2006. In the individual years, enlargement-related appropriations
are equivalent to 10.6 %, 13.7 % and 16.3 % of the budget total. They account
for between 0.1% and 0.15 % of EU gross national income for the EU-15.

APPROPR IATIONS FOR ENLARGEMENT

The Copenhagen package was based partly on the October 2002 decisions
of the Brussels European Council, which laid down a schedule of incremented
direct payments to the new EU members within the framework of the Common
Agricultural Policy. Under this the accession countries will receive 25 % of the
EU level in 2004, rising in five-percent stages to 40 % in 2007 and thereafter
in 10 % increments. Finally, in 2013 the new member states will receive 100 %
of the support level then applicable in the Union. Furthermore, the enlargement-
related commitment appropriations for the Structural and Cohesion Funds for
the period 2004 to 2006 were capped at € 23bn.

3 As a rule the appropriations for commitments represent ceilings on expenditure. But in the case of structural operations
(Structural and Cohesion Funds) they define spending targets.

S TA G G E R E D I N T R O D U C T I O N  O F
D I R E C T A G R I C U LT U R A L PAYM E N T S
F O R N E W E U M E M B E R S
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4 The budget
for the EU-25

Maximum enlargement-related appropriations for commitments 2004 – 2006 for 10 new member states
(€m at 1999 prices)

2004 2005 2006

Heading 1: Agriculture 1,897 3,747 4,147
of which:
1a: Common Agricultural Policy 327 2,032 2,322
1b: Rural development 1,570 1,715 1,825

Heading 2: Structural actions, after capping 6,070 6,907 8,770
of which:
Structural Funds 3,453 4,755 5,948
Cohesion Funds 2,617 2,152 2,822

Heading 3: Internal policies and additional transitional expenditure 1,457 1,428 1,372
of which:
Existing policies 846 881 916
Transitional nuclear safety measures 125 125 125
Transitional institution-building measures 200 120 60
Transitional Schengen measures 286 302 271

Heading 5: Administration 503 558 612

Total 9,927 12,640 14,901

Source: Presidency Conclusions, European Council (Copenhagen), December 12 and 13, 2002 (revised version).



The appropriations for the individual countries are as follows:

APPROPR IATIONS FOR ENLARGEMENT BY COUNTR IES

From the day of their accession the new EU member states must contribute in
full to financing the EU budget. This could have turned some states into net con-
tributors, as various EU payments for 2004 will not flow until the following year.
To avoid placing these states in a worse position than at present, in addition
to the appropriations earmarked a lump-sum cash-flow facility and temporary
budgetary compensation for the years 2004 to 2006 have been set 4.

SPECIAL ENLARGEMENT-RELATED APPROPR IATIONS

C O M P E N S A T I O N F O R P O S S I B L E
F I N A N C I A L D I S A D V A N T A G E S
F O L L O W I N G A C C E S S I O N
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€m at 1999 prices

Cyprus

Czech Republic

Estonia

Hungary

Poland

Slovenia

Lithuania

Latvia

Slovak Republic

Malta

Source: European Commission.

2006

46.7

487.5

103.8

658.8

1,959.6

160.8

298.1

158.6

263.1

10.5

2005

43.2

439.6

95.5

596.2

1,760.4

149.0

270.0

144.4

239.4

9.9

2004

25.1

193.0

54.6

227.8

916.4

91.6

156.6

98.3

125.2

8.0

Agriculture
2006

36.2

936.2

247.0

1,159.3

4,647.8

162.2

539.6

363.5

629.0

32.5

2005

31.1

733.7

190.4

899.6

3,607.1

126.8

436.5

347.9

495.1

25.3

2004

33.5

657.6

180.3

788.3

3,113.7

116.4

389.9

324.5

435.9

20.9

Structural operations
2006

16.0

138.1

40.6

182.9

588.6

73.7

160.9

55.9

107.7

6.8

2005

15.8

139.0

42.2

185.6

602.0

74.0

194.9

58.0

109.3

6.7

2004

15.8

141.8

44.4

190.9

625.9

74.8

182.8

61.1

112.3

6.7

Internal policies

4 From this cash-flow facility €1bn for Poland and €100m for the Czech Republic have been counted towards the Structural Fund
appropriations for 2004 to 2006.

Heading X (special cash-flow facility and temporary budgetary compensation) 2004 – 2006 for 10 new member states
(€m, 1999 prices)

2004 2005 2006

Special cash-flow facility 1,011 744 644
of which:
Czech Republic 174.7 91.55 91.55
Estonia 15.8 2.9 2.9
Cyprus 27.7 5.05 5.05
Latvia 19.5 3.4 3.4
Lithuania 34.8 6.3 6.3
Hungary 155.3 27.95 27.95
Malta 12.2 27.15 27.15
Poland 442.8 550.0 450.0
Slovenia 65.4 17.85 17.85
Slovak Republic 63.2 11.35 11.35

Temporary budgetary compensation 262 429 296
of which:
Czech Republic 125.4 178.0 85.1
Cyprus 68.9 119.2 112.3
Malta 37.8 65.6 62.9
Slovenia 29.5 66.4 35.5

Total 1,273 1,173 940

Source: Presidency Conclusions, European Council (Copenhagen), December 12 and 13, 2002 (revised version).
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DISCURS ION: REFORM OF EU AGR ICULTUR AL POLICY

The EU agriculture ministers reached agreement on June 26, 2003 on reform
of the Common Agricultural Policy. Essentially this broadly aims to ‘de-couple’
subsidies from production. Admittedly, the EU took this step in response to
external pressure to reform, as a means of giving itself greater scope at the
negotiations on agriculture in the Doha Round of world trade talks. But the
move to overhaul agricultural policy could help bring to an end the decades-
long subsidization of surplus agricultural production. That said, the compromise
reached by the EU agriculture ministers marks nothing more than a “foot in
the door” to a new form of agricultural support. A host of exemptions, transitional
arrangements and ‘grandfathering’ provisions prevent the reform from being hailed
as a really big success. The package comprises the following key elements:
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S E L E C T E D E U S U P P O R T F O R S T R U C T U R A L O P E R AT I O N S A N D A G R I C U LT U R E

STRUCTUR AL POLICY

Objective 1 promotion has as its remit the development and structural adjustment of regions whose development
is lagging behind. The EU-15 devote around 70 % of their structural support to this. Regions with per capita
GDP in purchasing power standards of less than 75 % of the Community average are eligible for promotion.
With the exception of Prague and Bratislava all regions in the new member states will satisfy this criterion.

With its Objective 2 promotion the Union supports the economic and social conversion of regions with structural
problems. The crisis regions affected receive 11.5 % of the promotion funds.

Objective 3 promotion is concerned with the adaptation and modernization of education, training and work
opportunity policies at the national level. All regions throughout the Union are entitled to support unless they
come under Objective 1, which already comprises appropriate measures. 12.3 % of the funds are used for this.

The Cohesion Fund participates in investment to improve the environment and develop the transnational
transport infrastructure. It was originally set up in 1993 to prepare the economically weaker countries for
membership of the monetary union. The threshold for support is a per capita GDP of less than 90 % of the
EU average. All the new member states will receive support from this fund.

The EU’s co-financing rates range between 50 % and 85 %, depending on the project supported and the fund.
In individual cases the EU will assume 100 % of the expenditure.

Spending on structural actions in 2002 totaled roughly € 32.1bn or 33.5 % of the total EU budget.

AGR ICULTUR AL POLICY

The European Agricultural Guidance and Guarantee Fund (EAGGF) finances expenditure on the common organi-
zation of agricultural markets. This includes direct payments to farmers which were previously tied directly
to the production of certain agricultural goods as well as spending on rebates, storage, market withdrawals
and other intervention costs. The EAGGF is also tasked with rural development where this does not come
under the remit of structural policy. 

The agricultural policy spend in 2002 totaled € 44.3 bn or 46.3 % of the budget.



conversion of the direct premiums previously linked to acreage and live-
stock into single farm payments,

the single farm payments will be tied to compliance with legal standards
in respect of environmental protection, animal and plant health, food safety
and animal welfare,

greater promotion of rural development,

revisions to market support policies.

The single farm payments, which are designed largely to replace production-
linked direct subsidies, will be geared as from 2005 to a reference amount
for production in the period 2000 to 2002. Eligibility to the full payment will also
depend on whether farms comply with a number of statutory safety and protection
standards. If they breach these regulations it is planned to reduce the subsidies
in relation to the damage incurred. As from 2005 the EU will grant farmers
financial incentives to promote rural development. These will serve to keep
farmland in good condition, to meet safety and protection standards, to improve
animal protection and to support young farmers.

A reduction in market support prices is planned for rice, milk powder and
butter, among others. The milk quota regulation will be prolonged until
2014/15, with higher milk quotas for Greece. For cereals – the major item
of the EU’s market support policy – the current intervention price will be
maintained, only the seasonal adjustment will be cut by 50 %. But rye is being
taken out of the intervention system.

To finance the additional rural development measures, direct payments to
bigger farms are to be reduced. This arrangement, known as modulation,
affects farms that receive annual direct subsidies of more than € 5,000.
The accession countries will be exempted from these cuts until, in 2013,
the direct payments to them have reached 100 % of the level then applying in
the Union. Reduction rates of 3 % (2005) to 5 % (2007 to 2013) are scheduled.
The EU estimates that with a rate of 5 % funds totaling € 1.2 bn a year will
be freed up. At least 80 % of the funds released by modulation are to flow back
into the EU countries.

These fundamental reform moves are watered down by a host of let-out clauses.
Some EU countries, foremost among them France, fear that the consistent
implementation of reform would mark the abandonment of agricultural pro-
duction. There is hardly a clearer way of stating that, through subsidization, the EU
is sustaining a sector that would not otherwise be competitive on the world market.
It would make economic sense gradually to scale back the price of farm produce
in the EU to world market levels. But this does not appear to be a political
option at present. Consequently, even the latest farm reform package permits
the EU member states to retain some direct payments – for cultivated plants
and beef, for instance – entirely, or at least partly. What is more, it allows
member states a transitional period up to 2007 for the introduction of single
farm payments “due to specific agricultural conditions”. In future, though,
only a small proportion of direct payments will be linked outright to production.
Estimates put this in the region of 30 %.

M I S S E D O P P O R T U N I T Y F O R
B O L D A G R I C U LT U R A L R E F O R M
EU further sealing off its agriculture
from the world market.

Economic Trend ReportT H E B U D G E T F O R T H E E U-2 5
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With their reform the EU agriculture ministers have not attempted to lower
farm spending, urgently necessary as this may be. They have, however, agreed
on a mechanism designed to ensure from 2007 that farm spending does not
overshoot the ceilings set at the 2002 summit in Brussels.

4.2 T H E F I N A N C I A L P E R S P E C T I V E 2 0 0 7 – 2 013

The current Financial Perspective5 ends in 2006, when a new financial frame-
work must be approved. Initial EU consultations on the Financial Perspective
2007– 2013 are likely to get underway next year, or by 2005 at the latest.
The new EU member states will participate in and influence these negotiations.
As candidate countries, they had the choice between accepting the financial
framework for enlargement presented to them by the EU-15 or opting not to
join the Union after all.

But as from next year they will be EU members with equal rights and can thus
also bring their influence to bear on the Union’s financial planning. We there-
fore assume that mechanisms to limit the budget, such as budgetary discipline
or the agricultural guideline, will be up for discussion at the consultations on
the coming Financial Perspective. Added to which, Bulgaria and Romania are
expected to join the Union in 2007 and appropriations must also be made in
the EU budget for these two countries. The question arises as to how the altered
negotiating positions and enlargement of the EU to then 27 members will change
the financial situation of the EU. We have estimated what the Financial
Perspective 2007– 2013 could look like. The following assumptions apply.

The estimate is based on the Financial Perspective 2000 – 2006 and the Presi-
dency Conclusions at the Copenhagen European Council (December 2002)
and the Brussels summit (October 2002) on appropriations for enlargement.
The estimate refers to the appropriations for commitments – in other words
maximum expenditure by the EU – at the respective years’ prices.
The assumed inflation rate is 1.7 % for the EU as a whole.
The population in the EU member states remains constant.

F INANCIAL PERSPECTIVE ESTIMATE 2007 – 2013

E U  FA R M S P E N D I N G  W I L L
R E M A I N H I G H

2 5  E U  M E M B E R S T A T E S W I L L
N E G O T I A T E T H E F I N A N C I A L
P E R S P E C T I V E 2 0 0 7 – 2 013
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5 The Financial Perspective is more than merely indicative financial programming in that the ceilings set are binding. But nor is it tantamount
to a multi-year budget plan, because an annual budgetary procedure is required.

in €m 

Agriculture

EU-15

New members

Structural operations

EU-15

New members

Other expenditure (administration, internal and external policies)

Pre-accession aid

Total funds for commitments

As % of GNI1) of the EU

1) Gross national income.

Source: Own calculations.

2007

57,813

48,334

9,479

48,365

34,513

13,852

19,633

3,618

129,429

1.191

2008

59,403

49,301

10,102

49,382

34,783

14,599

20,222

3,680

132,687

1.174

2009

61,043

50,287

10,756

50,445

35,056

15,389

20,777

3,743

136,008

1.156

2010

62,724

51,293

11,431

51,541

35,331

16,210

21,348

3,806

139,419

1.138

2011

64,448

52,318

12,130

52,645

35,608

17,037

21,934

3,871

142,898

1.120

2012

66,217

53,365

12,852

53,794

35,887

17,907

22,536

3,937

146,484

1.102

2013

68,040

54,432

13,608

54,699

36,168

18,531

23,155

4,004

149,898

1.083



Calculation of farm spending is based on a publication by the EU Directorate-
General for Agriculture on the “Prospects for agricultural markets in the
European Union 2003 – 2010”, which does not, however, take EU agricultural
reform into account (see Discursion: Reform of EU Agricultural Policy). Building
on this, we have extrapolated agricultural appropriations for the EU-15 from
the 2006 data at an assumed nominal rate of growth of 2 % p. a. The estimate
for the new members rests on the assumption that their share of total agri-
cultural output is consistent with their share of agricultural subsidization.
Evidence can be produced to approximately underpin this connection in the
past for the EU-15. Consequently, subsidy shares for the new entrants would
range from not quite 1% for Estonia to almost 35 % for Poland.

The direct payments for the accession countries in 2007 will equal 40 % of
the EU level, rising to 100 % by 2013 – so the Presidency Conclusions of the
Brussels European Council in October 2002 say. Were the new members to
succeed in pushing through increases in direct payments to 100 % as from
2007, their farm subsidies would already reach around € 12.1bn in that year,
again advancing to € 13.6 bn in 2013. For this estimate we have assumed
a constant share of direct payments in total EU agricultural subsidization over
time; in 2006 these percentages range between 19.6 % in Latvia and 48.0 %
in Hungary. This assumption appears reasonable, given that the EU farm reform
envisaging a shift away from direct payments to the promotion of rural develop-
ment does not initially affect the new members. All told, the appropriations for
agriculture in 2007 based on the assumption of incremental direct payments would soar
by € 10.4bn, or not quite 22 %, versus 2006.

Our estimate shows a far steeper rise in the Structural Funds. They would climb
between 2006 and 2007 by € 14.1bn, or 41%. For the new EU members we
have considered only Objective 1 promotion and Cohesion Fund appropriations,
which make up way over 90 % of the structural promotion funds. We have
assumed that aid per capita in the central and east European countries will
increase between 2006 and 2013 at the same annual rates of growth as for
Objective 1 appropriations in the previous EU between 1993 and 2006. The
new members will receive aid per capita in 2006 amounting to € 117 (at 1999
prices). In the EU, support amounted to € 143 per inhabitant in the first program
period 1989 to 1993, growing in the period 2000 to 2006 to € 217 per capita.
This is consistent with real average annual growth of 3.3 %. For the new mem-
bers average aid per capita works out at € 132 in 2007, climbing to € 176 in
2013. We have taken into account here the ceiling of 4 % of national GDP for
annual promotion from Structural and Cohesion Fund appropriations. By our
reckoning this would have a capping effect for Latvia, Bulgaria and Romania.

In line with its development in the period from 2000 to 2006, we have reduced
the volume of aid for the EU-15 by approx. 1% per annum in real terms. We
assume that Objective 1 promotion for all the regions in the “old” EU currently
enjoying support will be maintained from 2007 to 2013. Long-range transitional
measures or adjustment of the promotion criterion are conceivable here.

Internal and external policies and administrative expenditure are subsumed
under the heading “Other Expenditure”. Here, we have based our calculation
on an enlargement-induced acceleration in nominal growth from previously
2.7 % to 3 %. The pre-accession aid is extrapolated for Turkey and possible
new candidate countries.

2 2 %  R I S E I N F A R M S P E N D I N G
If the assumption of incremental direct
payments is set aside, the increase is
markedly higher.

A I D P E R C A P I T A U N D E R T H E
S T R U C T U R A L A N D C O H E S I O N
F U N D S T O R E A C H € 17 6 I N  2 013
I N T H E N E W M E M B E R S T A T E S
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In total, we estimate that the appropriations for commitments in 2007 would escalate
on the previous year by around € 25.2 bn or 24 %, adding up to € 129.4 bn. That
would be equivalent to 1.19 % of the EU gross national income and would
still comply with the budget ceiling, because even if the actual payments made
were as high as the appropriations for commitments, the ceiling on own
resources of 1.24 % of the EU gross national income would not be reached6.
There would still be a margin for unforeseen expenditure. No constraints would
occur in the following years through to 2013 either.

4.3 F I N A N C I N G O F T H E E U B U D G E T

Given this expansion in the EU budget we must consider how the additional
expenditure can be financed. Which countries can expect to shoulder a heavier
financial burden and which will number among the beneficiaries? To enable
us to investigate this, we have made the following assumptions.

The new EU members will help finance the EU budget with the proportion
of own resources relative to their national GDP specified in the preliminary
draft budget for 2004.
The EU-15 countries will finance the remainder with the same proportions
of own resources as scheduled for 2004. Allowance has been made for the
correction mechanism in favor of the United Kingdom.
Of the assistance available for the EU-15, the respective countries will
receive the same share in 2007 as in 2002.
Transfers from the Structural and Agricultural Funds only are considered.

In our estimation the new EU members will be net recipient countries – a state of
affairs that will not alter in the medium to long term, even on the assumption of
extremely positive growth forecasts. Together, they will contribute only about
€ 6.3 bn to the EU budget, while receiving EU assistance worth € 23.3 bn.
These figures include Malta and Cyprus.

By our calculation all the present recipient countries among the EU-15 will retain
this status, although they will receive a markedly lower net volume of assistance
in relation to their national GDP. In the case of Spain and Ireland the percentage
will shrink by more than half. The current net contributors would in future
have to put up a significantly higher share of the funding. For a number of
countries, including Germany, Italy and France, as well as the United Kingdom,
it would double or jump even more sharply in terms of national GDP. Expressed
in absolute figures, Germany would remain by far the biggest net contributor.

All told, our calculations on the 2007 – 2013 Financial Perspective show that
enlargement will drive up EU expenditure substantially. But the budget ceilings
currently set would not be overrun. Funding could certainly be found for the
extra expenditure, although it would severely increase the financial burden
for the present net contributor countries. The net budget financing imbalances
would remain – a state of affairs that the countries involved will presumably
not be prepared to accept on a permanent basis. Already moves are afoot to
share the financing burden more equitably. Only recently, EU budget commis-
sioner Michaele Schreyer made a push to extend the correction mechanism
beyond the United Kingdom to encompass further net contributors.

D E S P I T E M A S S I V E I N C R E A S E
I N E U E X P E N D I T U R E T H E B U D G E T
C E I L I N G I S N O T I N D A N G E R

T H E N E W M E M B E R S ’ B U D G E T
F I N A N C I N G C O N T R I B U T I O N
W I L L B E V E R Y M O D E S T,
A T € 6 . 3 B N
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EU BUDGET F INANCING ( IN €M)

Ultimately, however, even if enlargement-related expenditure does appear
fundable and a fairer system of providing own resources could be found, this
should not blind us to the considerable lack of transparency and inefficiency
inherent in the European Union’s agricultural and structural assistance. Even
before enlargement there was urgent need for reform in this regard, yet so far
the EU has failed to deliver a suitable response (see Discursion: Reform of EU
agricultural policy). Enlargement is creating added pressure to act. It is, for
example, inconceivable how differences in agricultural assistance can, in the
long run, be reconciled with the concept of a Common Agricultural Policy.
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Country Own resources EU Net position Net position as % of
promotion funds national GDP

2007 2007 2007 2007 2002

Belgium 4,800 1,260 -3,540 1.12 (-) 0.72

Denmark 2,585 1,354 - 1,231 0.56 (-) 0.23

Germany 27,940 10,783 -17,157 0.72 (-) 0.36

Greece 2,216 4,713 2,497 1.36 (+) 2.39

Spain 10,462 15,597 5,135 0.59 (+) 1.26

France 22,278 11,660 -10,618 0.59 (-) 0.21

Ireland 1,600 2,617 1,017 0.56 (+) 1.28

Italy 17,478 7,923 -9,555 0.63 (-) 0.31

Luxembourg 246 50 -196 0.77 (-) 0.63

Netherlands 7,016 1,300 -5,716 1.09 (-) 0.75

Austria 2,831 1,347 -1,484 0.58 (-) 0.25

Portugal 1,846 3,968 2,122 1.35 (+) 2.09

Finland 1,846 1,119 -727 0.42 (-) 0.09

Sweden 3,446 1,113 -2,333 0.74 (-) 0.42

United Kingdom 16,493 5,616 -10,877 0.64 (-) 0.30

Czech Republic 939 1,807 868 0.89 -

Estonia 101 404 303 3.05 -

Hungary 932 2,509 1,577 1.80 -

Poland 2,271 8,843 6,572 3.06 -

Slovenia 315 445 130 0.43 -

Lithuania 217 940 723 3.50 -

Latvia 115 550 435 4.23 -

Slovak Republic 400 1,099 699 1.95 -

Bulgaria 250 1,818 1,568 6.28 -

Romania 605 4,786 4,181 6.91 -

Source: Own calculations.
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“When will the east European countries be admitted to the EU?” In the early
1990s, shortly after the collapse of the Eastern bloc, the answer to this question
would presumably have been rather vague and evasive. But in the meantime
many countries in the region have revamped both their political and economic
regimes, practically in “fast forward” mode. Of course they have suffered set-
backs in the process, and even now it is not as if there were nothing left to do.
But it is an undisputed fact that the progress achieved in eastern Europe is more
than remarkable.7

For the present EU countries, the new members represent interesting growth
markets, in terms of both trade and investment. And as well as an expansion
in commercial relations, the new EU states are also hoping for a greater trans-
fer of technology, powering higher economic growth that will in the long term
help narrow the prosperity gap between east and west.

5 .1 P R O F I L E S O F T H E N E W E U  M E M B E R S T A T E S

5.1.1 CZECH REPUBLIC

Political situation
A center-left coalition under Prime Minister Spidla has been in power
since summer 2002. Tentative signs of success with urgently needed fiscal
reform are emerging. The government has ruled without a parliamentary
majority of its own since July 2003.

Domestic economy
The economy is showing signs of picking up a little at present, fueled
by private consumption and public spending. But investment is still very
feeble. Given a brighter global economic environment, GDP growth should
continue to gather pace in 2004.
Stability-oriented monetary policy is delivering modest inflation in the
lower single-digit range.
Fiscal consolidation is urgently needed, particularly with regard to future
EMU membership. With a deficit equivalent to nearly 9 % of GDP, the
budget will slide even deeper into the red this year than last. The program

5 The east European
accession countries –
the new EU power-
house?

7 Besides the eight east European accession countries, in May 2004 Malta and Cyprus will also become members of the EU. But this chapter
focuses on the so-called transformation countries among the future EU member states. Malta and Cyprus will not therefore be discussed here.



of spending cuts and tax hikes aimed at reining in the public deficit is by
no means undisputed.
Privatization in the financial sector is complete, but the banks continue
to be plagued by a very high proportion of non-performing loans. Among
other things, this is causing them to hold back on new lending.

External sector
The Czech Republic maintains close foreign trade ties with western Europe.
Almost 70 % of its exports go to the EU, close on 37% to Germany alone.
The current account deficit, which turned out between 5 and 6.5 %
of GDP in recent years, is more than covered by the high annual inflow
of foreign direct investment.
Thanks to healthy capital inflows, the foreign currency liquidity position
is comfortable. The rate for the Czech koruna has stabilized significantly
against the euro following its heightened latter-year volatility. The low
level of domestic interest rates is likely to have been the major factor
checking its appreciation.

5.1.2 ESTONIA

Political situation
Since the parliamentary elections in spring 2003, a conservative coalition
led by Prime Minister Parts has been in power. The reform policy is being
continued under the new government.

Domestic economy
Robust economic activity is spearheaded by investment and private con-
sumption. This year, however, the very subdued global economic environ-
ment will cause economic growth to slow. In the years ahead, we expect
to see annual real GDP growth of around 5 %.
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Czech Republic

Population (m)

GDP (US$ bn)

GDP per capita (US$)

GDP change in % (real)

Inflation in % (annual average)

Budget balance as % of GDP

Merchandise exports (US$ bn)

Merchandise imports (US$ bn)

Current account balance (US$ bn)

Current account balance as % of GDP

Net foreign direct investment (US$ bn)

Foreign direct investment as % of GDP

Gross foreign debt (US$ bn)

Foreign debt as % of exports*

Foreign exchange reserves year-end excl. gold (US$ bn)

Import cover (months)*

Exchange rate year-end (Czech koruna per EUR)

Exchange rate annual average (Czech koruna per EUR)

*Goods, services and income. e = Estimate. f = Forecast.
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Inflation continues to fall, in 2003 we expect the inflation rate to average
less than 3 %.
The government is pursuing a sound fiscal policy with modest budget sur-
pluses.
The banking sector is stable and dominated by Scandinavian banks.
A bancassurance regulator for financial and capital markets was set up
two years ago.
The economy is dominated by the services sector (share of GDP about 65 %),
with transport and warehousing (16 %) and the distributive trades (15 %)
leading the way.

External sector
Weak export performance combined with brisk import demand pushed
up the current account deficit sharply in 2002. This year, too, we are
looking for a similarly high deficit owing to very low growth in the EU.
The inflow of foreign direct investment is nowhere near enough to cover
the financing gap.
In merchandise trade and capital transactions Estonia benefits from its
geographical proximity to Scandinavia as well as from the prospect of EU
membership.
The exchange rate peg to the euro remains stable. The government has
signaled that it intends to stick with the currency board until EU accession
and introduction of the euro.

5.1.3 HUNGARY

Political situation
Since April 2002 a socialist-liberal coalition government under Prime
Minister Medgyessy has been in power.
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Estonia

Population (m)

GDP (US$ bn)

GDP per capita (US$)

GDP change in % (real)

Inflation in % (annual average)

Budget balance as % of GDP

Merchandise exports (US$ bn)

Merchandise imports (US$ bn)

Current account balance (US$ bn)

Current account balance as % of GDP

Net foreign direct investment (US$ bn)

Foreign direct investment as % of GDP

Gross foreign debt (US$ bn)

Foreign debt as % of exports*

Foreign exchange reserves year-end excl. gold (US$ bn)

Import cover (months)*

Exchange rate year-end (Estonian kroon per EUR)

Exchange rate annual average (Estonian kroon per EUR)

*Goods, services and income. e = Estimate. f = Forecast.



Domestic economy
Economic growth remains dynamic, with the main boost coming from
consumer spending, as the lackluster EU economy is still preventing
exports from generating any marked growth impetus. We expect average
real GDP growth of 4 % in the medium term.
Inflation is beating a retreat, although given buoyant domestic demand
the rate of increase in 2003 will be only slightly lower than last year.
The government’s hesitant consolidation efforts mean that no clear inroads
can be made into the budget deficit. We expect a shortfall in 2003 equivalent
to 6 % of GDP. Financing gaps on this scale are not sustainable in the long run.
Privatization is almost complete.

External sector
Exports, which make up 45 % of GDP, are registering moderate growth.
The EU is Hungary’s major export market, accounting for 63 % of its total
foreign trade. Germany is the most important trade partner.
Robust domestic demand and the anemic EU economy should mean that
imports expand more swiftly than exports. We therefore expect the current
account deficit to widen in 2003. Just under 14 % of the shortfall is covered
by foreign direct investment.
Exchange rate: The forint fluctuates 15 % above or below the central rate of
its anchor currency, the euro. In the first half of 2003, exchange rate volatility
increased as a result of the withdrawal of portfolio investment by foreign
investors, following a loss of confidence in Hungary’s economic policy.
Foreign debt is moderate in relation to exports of goods and services.
The liquidity situation is relatively comfortable with import cover of almost
3 months.
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Population (m)

GDP (US$ bn)

GDP per capita (US$)

GDP change in % (real)

Inflation in % (annual average)

Budget balance as % of GDP

Merchandise exports (US$ bn)
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Current account balance as % of GDP

Net foreign direct investment (US$ bn)

Foreign direct investment as % of GDP
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*Goods, services and income. e = Estimate. f = Forecast.
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5.1.4 LATVIA

Political situation
Since the parliamentary elections in autumn 2002 a conservative coalition
under Prime Minister Repse has been in power. The market-oriented
economic policy is being continued. At the end of September 2003 the
government was plunged into deep crisis.

Domestic economy
In the last three years real GDP has notched up strong growth averaging
almost 7%, driven mainly by domestic investment and private consumption.
In the medium term, we expect real GDP growth of about 5 %.
The monetary backdrop is favorable. Despite hikes in administered prices
and rising energy prices, on average inflation has remained below 3 % in
recent years.
Restructuring of the economy is well advanced. However, delays are
occurring in the privatization of several big companies. The banking sector
is almost completely privatized, with foreign institutions controlling more
than 70 % of the banking market. An independent watchdog for financial
and capital markets was set up two years ago.
The service sector dominates the economy. Latvia is an important transit
country between Russia and western Europe. The value of exports to
Russia in 2002 increased by more than 20 % on a year earlier; imports
from Russia expanded by 8 %.

External sector
More than 60 % of total exports are destined for the EU. Germany is the
leading importer of Latvian products.
The current account has been deeply in the red for years. In 2002, the deficit
amounted to almost 8 % of GDP. Although the deficit will narrow slightly
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GDP (US$ bn)
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Budget balance as % of GDP
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Current account balance as % of GDP

Net foreign direct investment (US$ bn)
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*Goods, services and income. e = Estimate. f = Forecast.



this year relative to GDP, there is still no question of a turnaround. The
inflow of foreign direct investment suffices to cover a good half of the shortfall.
The lats is pegged to the IMF special drawing right at a rate of 1:1.25. The
authorities intend to keep the peg in place at least until Latvia joins the EU.

5.1.5 LITHUANIA

Political situation
Despite the frequent changes of government there is broad consensus
on reform. Since 2001 Prime Minister Brazauskas has ruled a coalition
consisting of social democrats, liberals and independents.

Domestic economy
Following real GDP growth of 6.7% in 2002 driven by buoyant domestic
demand and exports, the economy is likely to slow only marginally
this year. Over the medium term we expect expansion in the region of
around 5 %.
The low inflation rates seen in recent years were helped partly by nominal
appreciation of the national currency, which was pegged to the US dollar
until the beginning of 2002. On average for 2003 we expect inflation of
0.3 %, in line with the previous year’s reading.
The government pursues a sound fiscal policy with relatively small budget
deficits.
Progress has been made on structural reform, although the government
has been unable to achieve its ambitious targets for privatization proceeds.
It is also likely to miss this year’s goals, with privatization in the transport
and services sector in particular still outstanding. For example, in a first
step it is planned to reduce the government’s share in Lithuanian Airlines
to 66 %. The banks are already fully privatized.
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External sector
The EU share of foreign trade has slipped to just under 50 %. At the same
time, the volume of trade with Russia has increased sharply in the last
two years. The current account deficit in relation to GDP has decreased
significantly in latter years. For 2003, we expect a deficit of 4.8 %, com-
pared with more than 11% four years ago. The shortfall is almost com-
pletely covered by foreign direct investment.
Last year, the reserve currency within the currency board was switched
from the US dollar to the euro. Since then the litas has been pegged to
the euro at a rate of 3.4528:1.

5.1.6 POLAND

Political situation
In March 2003, the Peasants Party PSL left the government coalition with
the Democratic Left Alliance SLD and the Union Party UP. Since then,
Prime Minister Miller (SLD) has led a minority government. Friction flares
up regularly within the government, for example on the question of urgently
needed fiscal reforms.

Domestic economy
After two years of slack economic growth, there are signs of a marked
recovery in business activity this year. Retail sales figures suggest a pick-
up in private consumption. The trend in industrial production is also
encouraging. We expect real GDP growth of 3 % in 2003.
Poland has enjoyed virtual price stability since the beginning of the year.
Both the rebound in the economy and the appreciable slide in the zloty
against the euro will push up inflation rates in the coming months.
The down-cycle in interest rates, now in its third year, will therefore soon
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come to an end. We expect the inflation rate to average a little under 1%
in 2003.
Obstinately high unemployment remains one of the country’s most pressing
problems. Having hit a record high of 18.8 % in February 2003, the jobless
rate has since eased a little to 17.8 %.
The national budget is running very high deficits. Next year we expect
a deficit of almost 9 % of GDP.
Privatization is nearly complete. Companies of strategic importance remain
in state hands.

External sector
External trade has perked up noticeably. Brisker domestic demand is not
yet reflected in a marked upturn in imports. The current account deficit is
therefore likely to ease below 3 % of GDP this year. The inflow of foreign
direct investment covers more than half of the shortfall. Given the com-
fortable level of foreign currency reserves and moderate short-term foreign
debt, the foreign currency liquidity situation is good.
Poland has a flexible exchange rate system. The zloty floats and is subject
to substantial volatility.

5.1.7 SLOVAK REPUBLIC

Political situation
The Dzurinda government was re-elected in autumn 2002. The center-
right coalition is following through on reforms.

Domestic economy
Following slightly weaker performance in 2003 due to a budget squeeze,
economic growth should pick up again next year. In the medium term,
we see real GDP growth of 4 %.

Economic Trend ReportT H E E A S T E U R O P E A N A C C E S S I O N C O U N T R I E S

34

2004 f

5.4

37.3

6,913

4.3

5.5

- 4.0

24.0

26.0

- 1.6

- 4.3

2.0

5.4

15.8

56

10.8

4.3

42.00

42.50

2003 e

5.4

31.5

5,836

4.0

8.7

- 5.1

20.5

22.0

- 1.2

- 3.8

1.3

4.1

15.5

64

10.5

4.9

41.40

42.00

2002

5.4

23.3

4,307

4.4

3.3

- 7.2

14.5

16.6

- 2.0

- 8.6

3.8

16.3

13.2

86

8.8

5.4

41.50

42.70

2001

5.4

20.0

3,710

3.3

7.3

- 7.0

12.6

14.8

- 1.8

- 9.0

2.3

11.5

11.3

73

4.1

2.8

42.78

43.30

2000

5.4

19.7

3,656

2.7

12.0

- 6.8

11.9

12.8

- 0.7

- 3.5

2.1

10.6

10.8

75

4.0

3.2

42.80

43.10

Slovak Republic

Population (m)

GDP (US$ bn)

GDP per capita (US$)

GDP change in % (real)

Inflation in % (annual average)

Budget balance as % of GDP

Merchandise exports (US$ bn)

Merchandise imports (US$ bn)

Current account balance (US$ bn)

Current account balance as % of GDP

Net foreign direct investment (US$ bn)

Foreign direct investment as % of GDP

Gross foreign debt (US$ bn)

Foreign debt as % of exports*

Foreign exchange reserves year-end excl. gold (US$ bn)

Import cover (months)*

Exchange rate year-end (Slovak koruna per EUR)

Exchange rate annual average (Slovak koruna per EUR)

*Goods, services and income. e = Estimate. f = Forecast.



Economic Trend Report T H E E A S T E U R O P E A N A C C E S S I O N C O U N T R I E S

The yawning budget deficit is not sustainable in the long term. Government
aims to trim the shortfall in the current year to 5.1% of GDP by reducing
public spending and hiking consumer taxes. Important reforms in the areas
of health and pensions are yet to come.
The increase in administered prices has fueled upward price pressures,
with the result that inflation is likely to top 8 % this year.
Restructuring in the banking and corporate sector is making evident
progress. The sale of large energy concerns has begun. The stage has been
set for privatization of the railway company, which is still state-owned.
Foreign credit institutions control 80 % of the banking market.

External sector
The EU is the main market for Slovak products, with Germany the most
important merchandise trade partner.
One of the chief reasons for the country’s high current account deficits
is strong demand for capital goods in the wake of ongoing privatization.
The shortfall is more than covered by foreign direct investment inflows.
On the back of an economic rebound in the EU we expect US$-based
exports to move up by an average of 7% a year in the medium term.
The major exports are motor vehicles, metal products and machinery.
Exchange rate: managed floating.
Foreign debt and debt service are moderate in relation to exports of goods
and services. With import cover of just under 5 months, the liquidity
position is comfortable.

5.1.8 SLOVENIA

Political situation
The country enjoys political stability, and the government is pursuing
a consistent and reform-oriented economic policy.

Domestic economy
Slovenia can boast the highest per capita income in central and eastern
Europe. Owing to its relatively small domestic market, the key impetus
to demand comes from exports; in the medium term we expect annual
growth of 3.5 – 4 % on the back of more dynamic EU economic activity.
Slovenia already fulfils two of the five Maastricht criteria. The budget
deficit is below 3 % of GDP, and government debt, at 40 % of GDP, is
below the prescribed 60 % ceiling.
The privatization of big enterprises is under way, with the sale of Slovenia’s
largest pharmaceuticals producer already wrapped up. The restructuring
of small and medium-sized firms is complete. But privatization in the bank-
ing sector is making slow progress, with foreign investors not allowed
to acquire majority holdings. Last year, 34 % of the shares in the biggest
Slovenian bank, Nova Ljubljanska Banka, were sold.
The economy is dominated by the service sector, which generates 60 % of
GDP.

External sector
The EU is Slovenia’s major merchandise export market. Germany absorbs
by far the greatest share of exports and is also the most important
supplier.
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The current account deficit is moderate; with demand from abroad picking
up, in the medium term US$-based exports should be able to notch up
annual growth rates of 8 %. Machinery, metal goods and chemical products
are the main exports.
The foreign currency liquidity situation is benign and foreign debt low in
relation to exports of goods and services. Import cover of over 6 months
is comfortable.
Slovenia’s upcoming EU accession and sound economic framework are
encouraging higher foreign direct investment.
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5 . 2 S T R U C T U R A L A D J U S T M E N T A N D T H E PA R T P L AY E D
B Y T H E E U

Poland is by far the biggest economy of the accession countries, in terms of
both its population and economic prowess. About 50 % of GDP in the accession
countries making up the first round of enlargement is generated in Poland,
followed by the Czech Republic at 16 % and Hungary at 15 %. Each of the
other countries contributes a share of less than 6 %. In terms of the accession
countries’ total population, the ratios are roughly the same as for GDP.
Given the size of the Polish economy, the eight new east European EU
members’ aggregate macroeconomic data are thus clearly dominated by
economic developments in Poland.

5.2 .1 T H E D R I V E R S O F E C O N O M I C G R O W T H
I N T H E 19 9 0 s

In respect of their GDP components the east European accession countries
present a familiar picture, with private consumption making a comparatively
constant contribution to economic growth. In contrast, there too the share
generated by investment is normally liable to considerably stronger cyclical
fluctuation, given that the propensity to invest naturally correlates very closely
with the current business situation. This makes the exceptionally buoyant
rates of increase notched up in the east European countries towards the end
of the last decade in particular all the more impressive. Foreign direct invest-
ment played a special part. Although this has no direct impact on economic
growth, it usually attracts physical investment in its wake, so that an indirect
link does exist after all.

Driven by the privatization process in eastern Europe and in anticipation of EU
enlargement, west European companies committed to this region at a very early
stage. The inflow of foreign direct investment in recent years sufficed to finance

S T E A D Y C O N T R I B U T I O N
F R O M P R I V A T E C O N S U M P T I O N ,
I N V E S T M E N T S U B J E C T
T O C Y C L I C A L S W I N G S
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a large part of the current account deficits. Indeed, in the case of the Czech
Republic the net inflow was almost twice as high on average as the shortfall
on current account, reaching the record level of almost 13 % of GDP last year.
To highlight the scale of this influx, it may help to compare it with China,
indisputably the emerging market with the highest inflows of foreign direct
investment in absolute terms. Last year, China registered a net inflow of no
less than US$ 34bn. But in relation to that country’s economic capacity this
was just 3.7% of GDP – only a fraction of the proportion in the Czech Republic.
A recent Eurostat study puts Poland and the Czech Republic clearly to the
forefront of foreign investors’ interest in eastern Europe. Those two countries
have captured almost 80 % of the present total foreign direct investment stock
in the ten accession countries.

The global economic lull in the past two years has, of course, not bypassed the
east European countries either. As a result, they have seen a marked slowing in
investment. Poland is a particularly striking example, suffering an average drop
in investment of close to 8 % during that period. One consequence of economic
stagnation in the EU was that west European companies were less willing to
commit themselves to the new accession countries. Hence most of the entrant
states saw the influx of foreign direct investment fall off, albeit on a very
different scale from country to country. While inflows into the Czech Republic
actually continued to increase, their decline was particularly steep in the case
of Poland. This was undoubtedly partly due to the latter country’s very modest
progress with privatization and the government’s foot-dragging on reform.

In most countries the privatization process will have been wrapped up by and large
in a few years’ time. Most of the companies that are then still state-owned will
presumably be those that as a rule simply fail to find a buyer or that the
government is holding on to for strategic reasons. This is very common in
the energy sector, for instance. At any rate, it will cause the influx of future
foreign direct investment to dwindle on previous levels. Accordingly, the
impetus to growth of the east European countries’ domestic economies from
foreign direct investment is likely to be less powerful in future. But the recipient
countries themselves can be instrumental in keeping FDI inflows high by con-
tinuing to improve investment conditions and thus setting the scene for inter-
national investors to plough back the profits from their foreign commitments
into the respective countries.

Another latter-year driver of growth in eastern Europe, besides foreign direct
investment, has been the export industry. Following the collapse of the former
Eastern bloc and with the beginning of transformation in the early 1990s,
the east European export industry focused more and more on the west.
Double-digit growth rates in real export volumes were the rule rather than
the exception at that time. This breakneck growth was fostered by favorable
exchange rates, low labor costs and a well-trained workforce. Even at times
when the global economic environment was muted, real exports nudged up
steadily. Meanwhile, the EU is the biggest market for east European products.
The proportion of exports shipped directly to the old EU member states works
out at around 60 % on average for all the accession countries.

D I R E C T I N V E S T M E N T P L U G G E D
B U L K O F C U R R E N T A C C O U N T
D E F I C I T S

D I R E C T I N V E S T M E N T I N F L O W S
T O E B B A S P R I V A T I Z A T I O N
P R O C E S S D R A W S  T O A C L O S E

E X P O R T  I N D U S T R Y  A S  S E C O N D
G R O W T H D R I V E R . . .
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Last year, however, export performance was undermined by slack demand
from the EU. In an attempt to boost export volumes and maintain market
share, east European exporters were therefore compelled to make extensive
price concessions and accept palpably lower profit margins. Export prices in
the Czech Republic, for example, plummeted in 2002 by an average of almost
7% on a year earlier.

How will the export industry develop in the years to come? With the exception
of Poland, all east European accession countries are small, open economies
in which exports meanwhile account for between 60 and 80 % of GDP. This
leaves them little potential for further development. In the case of Poland, which
constitutes an exception in this respect, exports make up only just over 30 %.
All in all, while we still expect export activity to be ratcheted up further, the
buoyant growth rates of the 1990s will presumably have to be consigned to
history. As with foreign direct investment, we therefore expect to see exports
providing less impetus to economic growth in eastern Europe in the medium term.

Even if we do not reckon on an export-induced boom in the new EU member
states, we do at least expect the structure of exports in these countries to change
in the medium term. Experience in southeast Asia and Mexico shows that
over time the depth of production increases. Up to now, the east European
economies have been integrated into the EU division of labor as locations with
lower wage costs. At present, for instance, the average gross monthly pay for
a Polish worker is only about 25 % that of his EU counterparts’ average wage.

. . .  B U T I M P E T U S T O W A N E
I N M E D I U M T E R M
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We assume that eastern Europe will gradually be able to disengage from its role
as a vertically integrated commission processor. But to do so, it must push
ahead uncompromisingly with structural change. With the flow of capital from
the west and the development of local management structures, the reform
countries should succeed in producing a steadily growing proportion of finished
articles locally, constantly enhancing their production depth in the process.

5.2 .2 THE SOURCES OF FUTURE GROW TH

We have seen that extremely dynamic investment and the development of a com-
petitive export industry were pivotal in recent years to strong economic growth
and the impressive catch-up process in the east European countries. But it
has also become evident that in the medium term precisely these two driving
forces are likely to lose considerable steam. This gives rise to the question
of the sustainability of growth. What medium and long-range growth prospects
can eastern Europe look forward to once it has joined the European Union?
And most importantly, where will its growth come from?

The answer to the second part of the question in particular is really quite
obvious. More growth must come from the domestic economy. Until now
– due in no small measure to the targeted inflow of foreign direct investment –
the export sector has generally been at the center of development. It therefore
comes as no great surprise that this sector of industry has already reached a
comparatively advanced technological level, whereas that part of local industry
geared mainly to the domestic economy is still clearly underdeveloped in most
of the accession countries, often still leading a rather shadowy existence.
But if the east European countries wish to generate notable economic growth
in the long range, too, it is vital that they reduce these disparities in their
economic structure. The EU has a vital part to play in this effort, in the context
of its structural policy. This aims to reduce regional divergence and strengthen
economic and social cohesion in the EU.

F U T U R E G R O W T H W I L L
I N C R E A S I N G LY  N E E D T O S T E M
F R O M D O M E S T I C E C O N O M Y

Broadening of industrial base needed.
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Admission to the EU will have immediate financial consequences for the new
member states. On the one hand, as from the time of enlargement they must
of course pay their contribution to the EU budget, and the pre-accession aid
granted ahead of their joining the Union will naturally be terminated. But on
the other hand, the east European countries will then participate in the system
of financial aid for agriculture and structurally underdeveloped regions.

The following table shows the agricultural and structural development aid that
the eight east European countries can reckon on in the coming three years.
But it also highlights the own resources, in other words the contribution to
the EU budget, that these countries must put up. Essentially, the contribution
level is linked to a country’s GDP. For the sake of simplicity, in our calculations
we have assumed that each country must pay own resources equivalent to
1% of GDP a year. This roughly corresponds to the average percentage that
the present EU countries currently pay into the Community budget each year.
At the bottom of the table the individual countries’ own resources are netted
against the total agricultural subsidies and structural assistance they receive.
It is possible for a country to pay more into the EU budget than it receives from
the various EU funds. This would be conceivable if, for example, assistance
from the Structural Fund was not drawn down in full. To prevent a country
becoming a net contributor in such cases, the EU has set up a system of com-
pensatory payments.

AGR ICULTUR AL SUBS IDIES

The amount a country can expect to receive from the Agricultural Fund depends
mainly on the importance of the farm sector, both in that country and in com-
parison to the region. In absolute terms Poland, whose agricultural output alone
makes up more than 50 % of total farm produce in the east European accession
countries, will garner the bulk of the subsidies in absolute terms. In 2005,
the first full year of EU membership and hence the first in which the EU new-
comers are entitled to full EU support, EU farm subsidies will kick in at just
over € 4bn or not quite 1% of the acceding countries’ joint GDP. But this
is the average figure. Depending on the country, support will range between
0.6 and 1.8 % of GDP.

All told, the farm subsidies will rise appreciably in subsequent years, basically
because the direct agricultural payments are initially capped at 25 % of the
EU support level. Thereafter annual adjustments will gradually ratchet up this
ceiling until, in 2013, it reaches 100 % of the support level then applicable to
the old EU member states. Particularly in countries with very high agricultural
production – on which the volume of direct aid depends – farm subsidies will
escalate significantly up to 2013. Foremost among these are Poland, the Czech
Republic and Hungary, whose share of direct payments in total farm subsidies
in 2006 will total between 34 and 48 %.

Relative to the size of the farm sector, the subsidies are very substantial. Depending
on the country, in 2005 they will reach between 14 and 30 % of current
agricultural output, hitting almost 38 % in the case of Latvia. And this does
not even allow for the gradual increase in direct payments. The subsidies are
not conducive to the creation of incentives to modernize. What is more,
guarantee prices which are generally higher than those that can be obtained
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€ million

AGR ICULTUR AL FUND – at current prices –

% of GDP
2004

0.6

1.3

0.9

1.8

1.7

1.0

0.8

0.6

494.9

107.5

671.4

162.6

304.1

1,982.6

269.6

167.8

€ million % of GDP
2005

0.6

1.3

0.9

1.9

1.8

1.1

0.9

0.6

558.3

118.9

754.4

181.6

341.4

2,244.3

301.3

184.2

€ million % of GDP
2006

Czech Republic

Estonia

Hungary

Latvia

Lithuania

Poland

Slovak Republic

Slovenia

0.9

2.5

1.2

4.2

2.6

1.9

1.6

0.5

728.2

199.6

872.9

359.3

431.7

3,447.8

482.7

128.9

€ million
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1.0

2.5

1.3

4.3

2.7

2.1

1.7

0.5

826.2

214.4

1,013.1

391.8

491.6

4,062.1

557.5

142.8

€ million % of GDP
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1.2

3.1

1.6

4.3

3.2

2.6

2.1

0.6

1,072.2

282.9

1,327.7

416.3

618.0

5,323.0

720.4

185.8
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Czech Republic
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Latvia
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Slovak Republic
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1.0

1.0

1.0

1.0

1.0

1.0

1.0

1.0

803.7

79.7

737.9

85.9

168.1

1,825.9

305.4

261.7

€ million

CONTR IBUTION EU BUDGET – at current prices –

% of GDP
2004

1.0

1.0

1.0

1.0

1.0

1.0

1.0

1.0

856.7

85.8

781.9

91.2

180.1

1,927.1

323.8

274.8

€ million % of GDP
2005

1.0

1.0

1.0

1.0

1.0

1.0

1.0

1.0

913.2

92.4

828.4

96.8

192.9

2,033.8

341.7

287.1

€ million % of GDP
2006

Czech Republic

Estonia

Hungary

Latvia

Lithuania

Poland

Slovak Republic

Slovenia

0.2

2.3

0.5

4.5

2.6

1.4

1.0

-0.1

138.0

180.4

387.2

382.3

437.1

2,636.6

315.8

-31.4

€ million

NET – at current prices –

% of GDP
2004

0.5

2.8

1.2

5.1

3.4

2.1

1.6

0.1

464.5

236.1

902.6

463.2

615.6

4,117.6

503.3

35.8

€ million % of GDP
2005

0.8

3.3

1.5

5.2

4.0

2.7

2.0

0.3

717.4

309.4

1,253.7

501.2

766.5

5,533.5

680.0

82.8

€ million % of GDP
2006

Source: Own calculations on the basis of European Commission statistics.
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locally enable farmers to boost their output in a market already swamped by
surplus production. The EU subsidization policy has the effect of delaying rather
than speeding up the process of agricultural restructuring so urgently needed.
Yet most particularly in Poland, where almost 20 % of the working population
are employed in agriculture – a sector that generates a meager 3.4 % of overall
output – farm reform is absolutely imperative.

F INANCIAL ASS ISTANCE FROM STRUCTUR AL AND
COHES ION FUNDS

Whereas the long-range growth effects triggered by farm subsidies can arguably
be considered negligible, various studies have repeatedly identified positive
economic stimuli from EU structural aid. Research conducted last year, for example,
concluded that without Objective 1 promotion Spain’s GDP would have grown
by only 2.4 % in 2000, whereas in point of fact it expanded by 4.1%8. The results
are even more emphatic in the case of Portugal. Of course it is generally difficult
to separate entirely the impetus to growth triggered by a structural measure
from other determinants. But given the structure and scale of the aid in this
case, there can be no question of its positive economic repercussions.

In comparison to the farm subsidies, the financial support from the Structural
and Cohesion Funds is considerably higher in relation to GDP. Average per
capita income, which is pivotal to determining the level of aid from the Structural
and Cohesion Funds, is appreciably lower in eastern Europe than in the old
member states. In many cases, the inflows that the new entrants can expect
will be more than twice as high as the agricultural subsidies. Relative to their
GDP, the Baltic states can look forward to the highest appropriations. Latvia
would receive support amounting to more than 4 % of GDP. But what dimen-
sion should capital inflows actually be allowed to reach if they are still to be
efficiently absorbed by an economy? A level of more than 4 % is commonly con-
sidered critical. In none of the old EU countries has aid surpassed this limit.
Of the big east European countries Poland is the one that can look forward
to the highest structural assistance relative to GDP; on average for all the
acceding countries, maximum aid is likely to be well above 2 % in the coming
years. Given the scale of this financial assistance, is there not a risk that the
mistakes made with German reunification are repeated? We do not share this view.
The payments to eastern Europe will be nowhere near as high as the sums
transferred from west Germany to the new German states in the years following
1990. At that time financial aid totaled more than 50 % of east German GDP.

An integral element of EU structural policy is that all countries must contribute
towards structural operations. Co-financing of Objective 1 promotion will
probably amount to between 15 and 20 % of the total project costs. Given the
extremely precarious budget situation in some east European countries, we do
not expect them to utilize in full the promotion funds available to them.
And indeed, in view of their limited absorption capacity, this is to be welcomed.

Efficient use of the funds provided will be determined to a large extent by their
allocation. In addition to the infrastructure projects that will certainly still be

P O S I T I V E E C O N O M I C S T I M U L I
F R O M E U S T R U C T U R A L A I Y
Spain and Portugal benefited substantially
in the past.

T H E F I S C A L S I T U AT I O N I S D E A LT
W I T H I N D E P T H I N S E C T I O N 5.2.3
“ P U B L I C F I N A N C E S I N E A S T E R N
E U R O P E U N D E R P R E S S U R E ”
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8 The study by Prof. Jörg Beutel, Konstanz University, entitled “The economic impact of objective 1 interventions for the period 2000 – 2006”
was published in May 2002.



necessary, attention should focus here on small and medium-sized enterprises
(SMEs). Targeted strengthening of the SME sector is sure to broaden the basis
for growth of the economy as a whole. If, however, the development aid were
used chiefly to keep alive already moribund branches of industry, the growth
effects would be in danger of fizzling out in the long run. Particularly in
eastern Europe, where many countries still have nothing resembling a healthy
SME sector, deliberate and broadscale promotion of small and medium-sized
businesses could prove to be the definitive growth engine. In countries like
Poland, with unemployment running at almost 18 %, financial support for
SMEs in conjunction with start-up initiatives could be instrumental in reducing
joblessness. This would considerably broaden the scope for structural change
and ease the social pressures attendant on the transformation process.

5.2.3 PUBLIC FINANCES IN EASTERN EUROPE UNDER PRESSURE

Public finances in many east European countries are anything but comfortable
at the moment. Poland, the Czech Republic and Hungary in particular are
running hefty budget deficits this year, in the order of between 7 and 9 % of GDP.
While the two latter countries look set to trim their shortfalls next year,
in Poland the financing gap will widen again quite considerably as public
spending continues to climb and the tax take contracts. For 2004 Poland
plans, among other measures, to lower the rate of corporation tax and raise
personal tax allowances.

All three countries urgently need to consolidate their budgets in the years
ahead. Whereas the Czech parliament approved a program of tax reforms
in September 2003 designed gradually to roll back the budget deficit to 4 % of
GDP by 2006, Poland’s attempts to sort out its fiscal woes have so far proved
rather half-hearted. This is undoubtedly due to its highly fragmented internal
political structure, which stands in the way of trenchant measures. Ultimately,
though, the new EU countries have no choice but to put their public finances
in order – at least, not if they want to set the stage for speedy introduction of
the euro. Indeed, the presidency conclusions of the 1993 Copenhagen European
Council commit them to put in place the prerequisites for replacing their own
national currencies by the euro as soon as possible after their accession to the
EU. These preconditions are set out in the Maastricht criteria, which include
among others the budget criterion demanding a fiscal deficit below 3 % of GDP.
But it is not international treaties alone that are exerting an element of pressure
to economize on the east European governments. In the coming years Poland’s
national debt also threatens to breach certain ceilings which its national con-
stitution binds it to observe, and in the event of an overrun the government
must take corrective measures.

Budget consolidation in itself will initially have the effect of damping growth
in the years ahead. Cutbacks in government consumption and public invest-
ment cannot fail to have an impact on the economy, as illustrated by the
following example. If in 2002 the increase in public consumption in the
Czech Republic had been just one percentage point lower than was actually
the case, the Czech economy would have turned in real growth of only
1.8 % instead of the 2 % realized. In the long term, however, the positive effects
of a sound fiscal policy on economic development can be expected clearly
to outweigh the downside.

V I TA L T O P U T P U B L I C F I N A N C E S
I N O R D E R
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5.2 .4 THE ROLE OF THE BANKS

In recent years, the east European accession countries have made remarkable
progress with the consolidation of their banking systems and development of their
financial markets. With just a few exceptions, privatization of the banking
sector is complete. On average, more than 85 % of all bank assets are now
held by commercial banks, the majority of which are privately owned.
The strategy of bringing foreign expertise and capital into the country has
resulted in foreign investors occupying a prominent position among the new
shareholders. Much of the east European banking sector has now passed into
foreign hands. Due not least to the commitment of these investors, the increase
in efficiency of the banking system attendant on the privatization process has
been quite outstanding.

Yet in comparison to the existing EU countries there is still much ground to
be made up. While the commercial banks occupy a very dominant position
within the financial sector, their financial intermediation is still not comparable
to that of the EU area. Many east European banks still shy away from lending
to domestic business, daunted by high default costs at private companies.
Although insolvency legislation is now broadly in place, it is not yet consistently
applied, and the practical liquidation of collateral is scant. Moreover, in many
countries a substantial proportion of domestic savings is absorbed by the state
to finance its budget deficits, some of which are hefty indeed. This means that
companies unable to access foreign loan finance or direct investment are left
empty-handed, obliging them to fund investment mainly from retained profits.
This is presumably still the norm with small and medium-sized businesses
in particular. All in all, the shortcomings in financial intermediation impose not
insignificant restrictions on investment financing and hence on the economy’s
growth potential.

5.3 CONCLUS ION: CATCH-UP PROCESS
WILL GATHER SPEED

We began by asking ourselves what the medium and long-range growth prospects
look like for the new EU members and what forces might power their economic
development. To summarize, the following aspects have emerged from our
review:

The new EU member states are likely to benefit in particular from the
economic recovery now emerging in the euro area.

We expect the CEEC to push ahead with structural reform in the coming
years. This will be accompanied by more competition and greater market
efficiency. The new EU members have no choice but to put their public
finances in order, even if this does check growth in the short term.

Increasing financial intermediation by the banks should make it easier for
smaller and midsize businesses in particular to fund their investment.
More efficient risk management systems will ensure that loans are granted
for the investment that promises the greatest benefit. Increased com-
petition in the banking sector will work to the advantage of depositors
and borrowers through better interest rates. An efficient banking system
will encourage saving and boost the economy’s potential for growth.

P R I V A T I Z A T I O N O F B A N K I N G
S E C T O R L A R G E LY C O M P L E T E
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An export boom in the east European countries is unlikely in the coming
years, although their export structure will alter. The depth of production
will increase and the differences in technical features between domestically
oriented business sectors and those geared more to exports will narrow.

It will no longer be possible to match the extremely high inflows of foreign
direct investment achieved in the past, chiefly because the process of privat-
ization in eastern Europe is gradually tapering off. That said, the region
will nevertheless remain attractive to direct investment.

Once the east European countries join the EU in May 2004 they will have
access to the subsidies from the agriculture budget and the Structural and
Cohesion Funds. Possible influxes from these EU appropriations will reach
a scale of altogether more than 6 % of GDP for some countries. One of the
biggest challenges will therefore be to use the funds in such a way that they
do not overtax the country’s ability to absorb them.

The resources that will accrue to the new EU member states in the coming
years are substantial. The inflows of foreign direct investment, together with
the monies from the EU structural and agricultural funds, will total between
5 and 10 % of GDP, depending on the country concerned. If this is used for
investment, it should generate real growth rates of around 4 % over the next ten
years. Greater fluctuation in growth and setbacks cannot, of course, be ruled
out. With these rates of expansion the east European countries will easily out-
strip economic momentum in the old EU member states. The catch-up process
will thus gather pace. However, it will still take a long time for the standard of
living to level. We calculate that by 2013 per capita incomes in the new member
states will have nudged up from presently 23 % of the “old” EU countries to
a scant 29 %.
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REAL GDP GROW TH IN %

FORECASTS FOR 2003 TO 2013

2002 2003 2005 – 2013
Average

2004

Czech Republic

Estonia

Hungary

Latvia

Lithuania

Poland

Slovak Republic

Slovenia

EU-15 average

2.0

6.0

3.3

6.1

6.7

1.4

4.4

3.2

1.1

2.5

5.0

2.6

6.0

6.3

3.0

4.0

3.0

0.8

2.8

5.5

3.1

6.0

6.0

3.8

4.3

3.6

2.1

3.5

4.0

3.5

4.0

4.0

3.5

3.5

3.0

2.2

GDP IN € BILLION

GDP PER CAP ITA IN EUROS

2002 2003 20132007

Czech Republic

Estonia

Hungary

Latvia

Lithuania

Poland

Slovak Republic

Slovenia

Total

EU-15

Grand total

Acceding countries’ share

72.3

6.8

66.9

8.9

14.6

193.3

24.6

22.5

410.0

9,145.7

9,555.7

4.3

75.6

7.5

69.8

8.6

16.1

176.3

27.4

24.0

405.4

9,264.8

9,670.2

4.2

97.3

9.9

87.8

10.3

20.7

214.7

35.9

30.2

506.7

10,622.3

11,129.0

4.6

145.6

15.5

130.8

15.3

31.2

314.8

52.1

41.5

746.9

13,427.0

14,173.9

5.3

2002 2003 20132007

Czech Republic

Estonia

Hungary

Latvia

Lithuania

Poland

Slovak Republic

Slovenia

EU-15 average

7,019

4,857

6,559

3,708

4,171

4,995

4,556

11,250

24,093

7,340

5,357

6,843

3,583

4,600

4,556

5,074

12,000

24,407

9,447

7,071

8,608

4,292

5,914

5,548

6,648

15,100

27,983

14,136

11,071

12,824

6,375

8,914

8,134

9,648

20,750

35,372
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For most of the former Comecon member countries the fall of the Iron Curtain
at the beginning of the 1990s brought with it a fundamental realignment.
In all the central and east European countries (CEEC) the Soviet Union was
replaced as the leading political and economic power by the European Union,
as the role model to which they aspired to belong. In all those countries
the transformation from a planned economy to a free market system was
accompanied by setbacks and, on the whole, great economic insecurity for
the populace. This led to a marked drop in fertility. Up to the end of the 1980s
the birth rate was approximately two children per woman and enough to hold
population figures steady. Just five years later fertility had plummeted to around
1.5 children per woman, a level leading in time to a permanent decline in population
numbers. Even before that, birth rates in the CEECs had generally been heading
down, and with life expectancy rising the EU accession countries find them-
selves faced with comparable demographic challenges to the EU-15.

As in every planned economy the social security systems in the EU accession
countries were pay-as-you-go (PAYG) systems. To prevent unemployment, the
pension systems also served as a catch basin for older workers no longer fully
employable. With the system change in the 1990s, however, the social security
systems also had to be revamped. A dwindling labor force participation rate and
high jobless figures were jeopardizing the viability of the existing pension systems.
It was a choice of drastically lowering pensions sooner or later, substantially
increasing state subsidies or launching a fundamental reform of retirement
provisioning. The fact that pension levels were already comparatively low ruled
out pension cuts in most cases. Moves to join the EU, and EMU too in the
medium term, and the need to observe the restrictions on government borrowing
inherent in this process lent little charm to the option of higher state subsidies
for the pension systems. Given the comparatively unfavorable demographic
trend and early retirement age, without radical reform the national budgets
would have faced deep problems. There was thus no alternative to reform of
the pension systems in all candidate countries, as the political powers-that-be
were only too aware. Yet for all their insight, the reform process did not go
smoothly everywhere. Such fundamental and far-reaching reforms as the
reorganization of retirement provision bring a host of different interest groups
onto the scene. This can delay the reform process or lead to inconsistencies
in its outcome. Poland found it especially difficult to craft a consistent concept,

6 Pension systems
in the central and
east European
accession countries
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with the result that in the mid-1990s the World Bank came to its aid as a
mediator. With the help of further advisors and by engaging major interest
groups such as the trade unions, employers and the government, a coherent
blueprint for reform was approved.

The reforms introduced in the eight central and east European accession
countries varied quite considerably, even though they started out from broadly
similar situations. One common element was the changes to the PAYG system
designed to ease the burdens on pension insurance funds and national budgets.
To the forefront of the overhaul were measures to raise the retirement age
and make early retirement more difficult, such as have already been adopted,
or are at least planned, in many of the EU-15 countries. The picture was more
mixed with regard to determination of the part that would be played in future
by the PAYG state pension scheme – the so-called first pillar of retirement
provision – and of the benefits that were to be provided by occupational and
private pension schemes, the second and third pillars. Whereas some countries
do at least establish occupational pensions by law, others do not provide for
them at all, or only on a limited scale.

6 .1 T H E R E F O R M S I N T H E F I R S T P I L L A R

There is no generally accepted ideal blueprint for a state pension scheme, although
a trend has emerged in recent years toward systems that implicitly take demogra-
phic change into account. In particular the recommendations by the OECD and
EU Commission on pension reforms, designed to head off dangers to the long-
range equilibrium in government finances, helped encourage this reform drive.
A rather elegant approach is the introduction of so-called “notional accounts”.
The contributions paid by each contributor under the PAYG system are credited
to a hypothetical account and – as a rule – earn interest at the rate of the
development in wages. Then on retirement, the monthly pension payments
are calculated on the basis of the accumulated capital in the account. The
remaining life expectancy at retirement plays an important part in the calcula-
tion, with rising life expectancy leading to lower pension payments under this
system. Besides Latvia and Poland, Sweden has also introduced this form of
pension computation, and Italy is in the process of doing so. Other accession
countries have split pension benefits into a basic pension, intended to provide
people in lower income brackets in particular with a modicum of security, and
an income-related benefit. Systems of this kind are to be found in Estonia,
Lithuania and the Czech Republic. Most countries have chosen a combination
of price and wage indexation for the adjustment of pension payments. This means
that pensioners do not participate fully in productivity gains, as a result of
which pension payments fall relative to average incomes in the long term.
However, pensioners’ standard of living does improve over time, particularly
in comparison to a system of strictly price indexing.

In almost all countries the retirement age has been raised to 62 years for men
and women. Further increases will presumably be inevitable in the longer term
to keep the systems solvent. Contribution rates currently range from just under
20 % of gross income in Poland to 34 % in Lithuania, although in the latter
these contributions also cover other risks such as illness and unemployment.
On the whole, pension payments from the first pillar tend to be low. As a rule 40 %
of an average net income is reached as a pension after 35 contribution years. At
present Hungary still achieves 74 %, but as from 2013 this will be lowered to 69 %.



S T A T E P E N S I O N N E E D S T O B E
S U P P L E M E N T E D W I T H P R I V A T E
P R O V I S I O N
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6 . 2 G R O W I N G I M P O R T A N C E  O F F U N D E D  P E N S I O N
P I L L A R S

As a rule, benefits under the first pillar are not such as to enable pensioners
in the accession countries to maintain the standard of living to which they
are accustomed. This makes additional forms of provision very important.
In four countries parts of the pension contribution rate are paid directly into funded
plans, as a rule pension funds. Employees have the choice of different funds. In
Slovenia occupational pensions exist only for workers in dangerous professions,
which are defined by the state. In Slovakia occupational pension schemes can
be set up once the employer has concluded a framework agreement with the
responsible agency. The following table gives an overview of the incidence of
compulsory funded systems. (Further details on the regulations are to be found
in the overviews at the end of this chapter.)

Assuming that roughly 70 % of previous earnings are required to maintain
the standard of living in retirement, further provision needs to be made in
addition to the state pension and the payments from compulsory fully-funded
systems. Demand will presumably be satisfied first and foremost by life assurers
and investment fund managers. In contrast to the old EU member states,
there are no statistics on monetary wealth in the accession countries, making
it impossible to calculate the need for provision with sufficient accuracy.
But some rough estimates can help here. On the assumption that roughly 45 %
of the average income is replaced by the PAYG pillar and that 70 % is aimed
for as the target pension, the following amounts must be saved, depending on
the return on the funds invested and the savings time horizon:

On the basis of a six percent return on investment and a time horizon of 30 years,
roughly 8.5 % of annual income would need to be saved. In Latvia, Hungary,
Estonia and Poland between 2 % and 7.3 % of annual income is already paid
into funded systems on a mandatory basis. The 2 % share in Latvia will be
stepped up to 10 % in the coming years. Where, as in Estonia and Hungary,
compulsory contributions are already set at 6 %, on the aforementioned
assumptions a gap of around 2 1/2% remains. This would have to be financed
additionally to attain pension payments equivalent to 70 % in old age. If the
return on the funds invested is lower, correspondingly more has to be saved;
however, with a time horizon of longer than 30 years lower contributions will
suffice. Assuming additional provision amounting to 2 % of the gross payroll

Compulsory contributions to funded systems No area-wide funded provision

Latvia, Estonia, Poland, Hungary Lithuania, Slovakia, Czech Republic, Slovenia
(only for employees in dangerous professions)

Return on capital Capital required as a multiple of the
annual net income before retirement

Necessary savings ratios, depending
on the time horizon

20 30 40

4% 7.6 32.0% 19.8% 13.8%

5% 5.6 21.10% 12.36% 8.12%

6% 4.5 15.40% 8.48% 5.24%

Assumptions: Pension increase 2.25% p.a., income increase 2.5% p.a.
25% of the last net income stems from private provision, 45% from the state pension system.
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were made for all wage and salary earners, in Poland, for example, a pension
top-up of approximately € 1.2bn a year would have to be found. In the other
countries the comparable amounts would as a rule be lower, given that they
have smaller populations or more generous state pension systems.

With the exception of the Czech Republic, which is only now considering the intro-
duction of company pension schemes, and Lithuania, where voluntary occupational
schemes are to be permitted as from 2004, virtually all candidate countries have built
up funded pension pillars to ease the pressure on the PAYG system. A substantial
part of the funding accumulated has a very long investment horizon, because
funded schemes are frequently compulsory only for young workers. This means
that the funds are available long-term for investment in modernization of the
capital stock, making the countries concerned less reliant on imported capital.
Economic modernization is thus closely linked with retirement nestegging.
The countries that have not yet decided on occupational pension schemes are
very likely to do so in the near future. What parts of their income people are
able to save for their retirement will also depend on the development in incomes
and hence on economic progress as a whole. We expect demand for additional
third-pillar private provision in the accession countries to pick up appreciably
in the coming ten years in the context of a positive incomes trend.

P E N S I O N P R O V I S I O N R E D U C E S
R E L I A N C E O N I M P O R T E D  C A P I TA L
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Country 1st pillar 2nd pillar 3rd pillar
and compulsory funding

OVERVIEW OF THE PENSION SYSTEMS IN THE ACCESSION
COUNTRIES

Czech Rep. Reforms 1992-97. Contribution rate:
employer pays 19.5% of gross wage,
employee 6.5%. Retirement age is being
increased to 62 for men, 61 for childless
women by 2007, subsequent increase
to 63 for men/women. Pensions can be
drawn early after 25 contribution years,
with reductions. Pension level: basic pen-
sion (€41/month [2002]) and pension
depending on income and length of con-
tributions (per contribution year, basis for
pension calculation average income in the
last 15 years’ employment (from 2015 last
30 years). Average replacement ratio 2000:
57% of an average net income. Indexing
based on the development in prices. 

No statutory basis. Introduction of incentivised private pension
in 1994. Contributions are tax-deductible
to a limited extent. The state contributes
€ 5 a month if private investment totals at
least € 16. Employer can also pay into the
scheme.

Estonia Pension consisting of basic pension (€37),
income-related pension (by contribution
years and variable pension value) and
an individual insurance component.
Average pension amounts to 40% of
the average income. Retirement age for
men 63, women 58 (from 2016 also 63),
contribution rate 20% of gross wage,
payable by the employer.

Mandatory since 2002 for all workers
up to age 18, voluntary for the rest. Four
percentage points of the 20% social tax
go to the funded tier, employee pays 2%.

Pension plans, life policies, payments into
pension funds are tax-deductible up to
15% of gross income. 

Hungary Reform 1998, combined wage-price-related
indexing, from 2013 pensions according to
the new system only. Retirement age men
62, women 62 from 2009. Employer pays
16% of gross income, employee 8%.
Under the new pension system 6 percent-
age points of this will go towards manda-
tory occupational pension plans. Pension
amount depends on average net income
since 1988 and number of years worked.
After 15 contribution years entitlement to
pension equivalent to 43% of the average
income, after 36 years to 74%. From 2013,
pension calculation based on gross in-
comes and replacement ratio lowered
to 69% after 36 contribution years.

Mandatory for workers who took up
employment after July 1998, others had
to decide by 2002 whether they wanted
to pay into a funded system. Funded by
mandatory contributions equaling 6% of
gross income, funds invested in privately
organized pension funds which the
employees are at liberty to choose.

Voluntary supplementary provision possible
in Voluntary Third Pillar Pension Funds
(VPF). Employers may also pay into these
funds if an appropriate agreement has
been made with the employee and the
fund.

Latvia Reform 1995, introduction of notional
defined contribution system. Contribution
rate 20% (of which at present 2% for 2nd

pillar) shared between employee and
employer. Pension consisting of basic pen-
sion and income-related pension, indexed
to developments in wages and prices.
Pension level of a 60 year-old with 36
contribution years 40% of average income.
Retirement age officially 60, actually 64.

Since 2001 compulsory for all workers
under 30, voluntary for all between
30 und 49. Contributions 2% of income,
rising to 10% at the expense of the
1st pillar.

Since 1998 primarily bank deposits and
government bonds.
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Country 1st pillar 2nd pillar 3rd pillar
and compulsory funding

Lithuania Reform 1995. Contribution rate 31%
of gross wage paid by employer, 3% by
employee (6 percentage points for
maternity, unemployment and sickness
benefits). System also mandatory
for civil servants and self-employed.
Retirement age rising to 62.5/60
for men/women by 2009. Pension breaks
down into basic amount (price indexed,
at least 110% of subsistence wage)
and income-dependent part. Pension
level on average 36% of gross income.
Pensions are tax-free.

Planned for 2004 on a voluntary basis. Since 2000 pension funds and life policies
for private provision. Contributions up to
25% of annual income are tax-deductible.
Pension benefits are taxed. Life insurance
contributions and payments are tax-free.

Poland Reform 1999, introduction of notional
accounts (interest rate pegged to wage
increases). Joining new system optional
from birth-year 1949, compulsory from
birth-year 1969. Contribution rate 19.52%
of gross wage (up to 250% of average
wage), 11.22% of which towards 1st pillar,
7.3% 2nd pillar, 1% reserve fund. Retire-
ment age men/women 65/60, from birth-
year 1949 possible from age 62 after 25
contribution years. Pension level from 1st

and 2nd pillar at age 62 roughly 62% of
average income. Minimum pension after
25 contribution years 28 % of average
income. Pensions are price-indexed.

Fully funded, contribution 7.3% of gross
income. Compulsory membership.
Employees choose between fund
managers, balances are paid out as
lifelong pensions and are inheritable.
Pension benefits are taxed (EET system).
Roughly 50% of retirement income is
to come from this pillar in the long run.

Variety of investment vehicles, investment
funds, insurance contracts or conversion
of employee’s earnings into direct or
group insurance, pension or investment
funds. A priori taxation (pension-related
expenditure being considered part of
taxable income), pension benefits tax-free.

Slovak Rep. Reform 1994, wage-indexed pension with
strong redistribution component, since only
incomes up to SKK 10,000 (€180/month)
are taken into account. Pension replace-
ment ratio approx. 90% of wages for low
earners but only about 20% of higher
incomes. Contributions 21.6% of gross in-
come for employers, 6.4% for employees.
Retirement age for men rising to 62 by
2006 (for women by 2020). Reduction for
early retirement 0.5% per month. 2004
reform moving towards basic pension.

Since 1996 voluntary pension system
for employees whose employer has
concluded a master agreement with
a Supplementary Pension Insurance
Company. Tax-privileged contributions
for both (employees up to 3% of income).
Rate of taxation on private pensions was
lowered in 2001, around 10% of workforce
covered. Further development of 2nd pillar
planned from 2004.

Slovenia Reform 1999. Retirement age will be raised
to 63/61 for men/women by 2008/2022.
Reductions for early retirement. A full
pension amounts to 72.5% of the average
income.

Binding only for workers in dangerous
professions.

Voluntary supplementary provision pos-
sible. This can be organized by employer.
Minimum rate of return prescribed. 
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The 2004 accession of the new member states to the EU does not mean that they
will simultaneously join European Monetary Union (EMU). To do this, they must
meet other criteria. Nonetheless, enlargement will bring the prospect of intro-
ducing the euro closer, particularly given that the new EU member states are
legally obliged to join EMU as soon as they fulfill the necessary conditions.
Unlike the UK and Denmark, the countries of central and eastern Europe can-
not choose to opt out.

Why is the prospect of EMU so important ? Basically, there are two reasons. First,
because it will play a key role in both the economic policy of the acceding countries
and in their economic growth prior to entry into EMU. Remember the first time
when EMU membership became a tangible prospect? Back then, a trend
emerged whereby many EU members, who were known for having relatively
high budget deficits, inflation rates and interest rates, converged towards
lower levels. This did not happen automatically, but rather resulted from the
ambitious economic policy these states pursued in order to meet the conditions
for EMU membership, the Maastricht criteria. Secondly, the exchange rate is
a critical factor when investing in any of these countries. In recent years, it is
mainly long-term capital that has been flowing into eastern Europe, especially
in the form of direct investment. Western European parent companies see
substantial fluctuations in exchange rates as a risk that could deter them from
making any further commitment to these countries. Once EMU membership
appears on the horizon, however, exchange rate volatility will gradually fall,
increasing visibility and smoothing the way for closer capital ties.

The prestige of introducing the euro as early as possible is also a reason why,
despite their mixed signals, the accession countries have set extremely
ambitious economic targets. The most ambitious is the Slovak Republic,
where there are calls for koruna to be exchanged for euros as early as 2006.
Then comes Slovenia, which plans to follow suit in 2007. Poland, Hungary
and the Czech Republic are obviously less ambitious in this regard and are
looking at a possible entry as late as 2009. The Baltic states, on the other
hand, are likely to want to join as soon as possible. However,  political aims
can change quickly, not least because the achievable and the desirable are
not always easy to reconcile.

7 The road to
monetary union

P R O S P E C T O F E M U M E M B E R S H I P  
S P U R S A M B I T I O U S  E C O N O M I C
P O L I C Y
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7.1 EVERYONE A WINNER ?

But is the desirable really what everyone wants? First, some good news for the
euro area: Eastern enlargement will not cause a collapse of confidence in the euro,
nor make it into a soft currency. The economic clout of these candidate countries
is simply too low in comparison to that of the current EMU members. Aggregate
GDP of the EU-newcomers amounts to a mere 6 % of that of the current euro
area. Moreover, the stability-driven monetary policy pursued by the central
banks of our eastern European neighbors has led to inflation rates in most
accession countries that are no longer significantly higher than those of the
EMU countries.

Everyone knows, however, that an enlarged Union would lead to increased
integration, something very characteristic of a single currency area and from
which East and West could benefit in equal measure. For example, trade and
capital flows could grow without being disrupted by exchange rate fluctuations,
and western European firms would no longer have anything to fear from eastern
competition whose competitiveness stemmed from hefty depreciation.

But how would things weigh up for the individual accession countries them-
selves? One positive aspect would be the disappearance of currency crises, which
have left deep scars in the financial and real economies of other emerging countries.
Yet a crisis of confidence, along with a flight of capital, would of course still
be possible in a single currency area. The accompanying dearth of liquidity
would then manifest itself in higher insolvency rates and declining investment.

The economic performance of Spain and Ireland is certainly increasing the
accession countries’ interest in monetary union. The combination of low euro-
area interest rates and above-average inflation rates is driving up investment
and with it economic growth. The new EU member states are expecting to
see a similar development. But if inflation constantly tops that of the other
states, international competitiveness will suffer. As such, the price of a short-
term economic boom would be long-term structural problems – as a rule
a heavy price to pay and something that could also threaten current EMU
member states.

Not surprisingly, given their short history as market economies, all the acceding
countries are still plagued by major structural problems. The larger among
these states have had particular difficulty in fulfilling the EU accession criteria.
In these circumstances, is it possible to simply forgo a key economic policy
tool, namely the exchange rate? The exchange rate is obviously not a panacea
for remedying structural problems, which have to be resolved at some point
or another by political or economic measures. However, in the event of economic
upheaval, swelling up within the country or encroaching from outside, a devaluation
can help win time and adjust to the new environment.

Whatever decision is made, EMU entry must be carefully considered because
there is no turning back.

E A S T A N D W E S T C O U L D B E N E F I T
I N E Q U A L M E A S U R E F R O M
E X P A N D E D E M U

E X C H A N G E R A T E N O P A N A C E A
F O R S T R U C T U R A L P R O B L E M S
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7.2 EXCHANGE R ATE SYSTEMS :
DIFFERENT STARTING POINTS

The road to monetary union will differ from country to country. The exchange
rate systems of these states, which vary tremendously at present, are a key
determinant of this road map.

The currency boards in Estonia, Latvia and Lithuania represent the strictest exchange
rate systems. Central to these systems is the pegging of the exchange rate to
an anchor currency, the euro for Estonia and Lithuania, and the IMF’s Special
Drawing Right (SDR) for Latvia, although the latter is expected to switch its
anchor currency to the euro in the foreseeable future. In principle, monetary
policy in these countries is based solely on international capital flows, i. e. the
respective central bank’s currency market interventions.

The fixed exchange rate against the euro and the fact that they have dispensed
with their own monetary policy instruments mean that, from an economic point
of view, Estonia and Lithuania are already almost a part of EMU. However, as
demonstrated in Argentina, currency boards can also collapse, and so their
survival, even in the Baltic states, can never be guaranteed. The advantage of
currency boards is not only that the economy and the population quickly gain
confidence in the currency but also that the fixed exchange rate encourages
international integration – certainly no small argument given the modest scale
of these economies. Nevertheless, the inflation gap that builds up over the
years against the anchor currency area erodes international competitiveness.
This results in high current account deficits, a phenomenon that has since
manifested itself in Estonia. Last year’s deficit, for example, was a whole 13 %
of gross domestic product.

K E Y E M U P A S S A G E F R O M T H E M A A S T R I C H T T R E A T Y :

... The report shall also examine the achievement of a high degree of sustainable convergence by reference
to the fulfillment by each member state of the following criteria:

the achievement of a high degree of price stability; this will be apparent from a rate of inflation which is
close to that of, at most, the three best performing member states in terms of price stability (difference
of not more than 1.5 percentage points);

the sustainability of the government financial position; this will be apparent from having achieved a govern-
ment budgetary position without a deficit that is excessive as determined in accordance with Article 104c(6)
(budget deficit and public debt must not exceed 3 % and 60 % of GDP respectively);

the observance of the normal fluctuation margins provided for by the Exchange Rate Mechanism of the
European Monetary System, for at least two years, without devaluing against the currency of any other
member state (standard fluctuation band +/– 15 %);

the durability of convergence achieved by the member state and of its participation in the Exchange Rate
Mechanism of the European Monetary System being reflected in the long-term interest rate levels. ...

... The reports … shall also take account of the results of the integration of markets, the situation and devel-
opment of the balances of payments on current account and an examination of the development of unit labor
costs and other price indices. ...

Source: Official Journal of the European Union, Article 121, C325,85, 24.12.2002, passages in italics own explanations based on publications by
the European Central Bank.

W I T H F I X E D E X C H A N G E R A T E S ,
L O N G - T E R M I N F L A T I O N
G A P  E R O D E S C O M P E T I T I V E N E S S
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In Hungary limited exchange rate flexibility exists. The forint is allowed to
fluctuate within an exchange rate band of +/–15 % either side of a fixed (but
adjustable) parity rate with the euro. As recently as June 2003, the Hungarian
National Bank devalued the forint by 2 percentage points against the euro.
The exchange rates of the other accession countries are basically flexible,
although the central banks reserve the right to intervene (managed float).
Poland made a conscious decision in favor of exchange rate flexibility with
a view to joining EMU at a later date and leaving it to the markets themselves
to determine the exchange rate at which it enters monetary union. Hardly
any restrictions to currency and capital flows remain in any of these countries,
i. e. the currencies are, in essence, freely convertible9.

7.3 PRELIMINARY STAGE :  ERM I I

An important condition of the Maastricht Treaty is that the relevant country must
remain within ERM II10 without severe tensions for a minimum of 2 years, i.e.
there must be no devaluation during this period. Under this currency system,
the exchange rate against the euro is allowed to fluctuate within a range
of +/– 15 % around a central parity rate. At the margins of this range, the
respective central bank and the European Central Bank are obliged to inter-
vene. Of course, the candidate countries still have the option of narrowing
this range by intervening in the currency market themselves. The central rate
may also be adjusted (up or down) if there are particular tensions in the
exchange rate mechanism.

If the new EU member states were to join ERM II on the EU accession date
i. e. the beginning of May 2004, the earliest point at which the EU would
assess their compliance with the conditions for entry into EMU would be
two years later, i. e. mid-year 2006. If given the go-ahead, the member states
would then still have to meet the organizational requirements for membership
of the euro area, e. g. make the necessary arrangements for introducing euro
notes and coins, which would again take time. Therefore, the earliest possible
date for EMU membership would be 200711.

Is such a date realistic? Two questions must be answered:
1. Will the states enter ERM II immediately after accession to the EU, and if

so, under what criteria?
2. Will the accession countries be in a position to fulfill the remaining criteria

of the Maastricht Treaty after 2 years in ERM II?

The first question is certainly the easier to answer. There is much to recommend
early entry into ERM II. First, the exchange rate systems used by most of the
accession countries are little different from the ERM II mechanism, except
that in the latter the European Central Bank is obliged to intervene. Secondly,
some states, such as Hungary, have already expressed their desire to join the
exchange rate mechanism as soon as possible.

19 See Dresdner Bank: Investing in Central and Eastern Europe, July 2003.
10 Exchange Rate Mechanism II.
11 See Attlila Csajbók-Agnes Cermeli (ed.): Adopting the Euro in Hungary: expected costs, benefits and timing, in: Hungarian National Bank:

Occassional Papers 2002/24, especially pg. 149 & 152.

W I T H I N E R M I I  E X C H A N G E
R A T E S F L U C T U A T E B Y +/– 15 %
A G A I N S T T H E E U R O

E X C H A N G E R AT E S Y S T E M S
I N M O S T A C C E S S I O N C O U N T R I E S
L I T T L E D I F F E R E N T F R O M E R M I I
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But even early entry into ERM II is not a given. Boosted by heavy capital flows
from western Europe, eastern European currencies have tended to gain strength
against the euro in recent years. This uptrend has been supported by high inflows
of both direct investment and portfolio capital attracted by handsome yields
on the eastern European capital markets. The flip side of these capital inflows,
however, has been the erosion of international competitiveness in the accession
countries, as reflected in rising imports and only a moderate increase in exports.
This in turn has worsened a less than rosy employment situation and left
politicians far from happy.

Seen from this angle, lower exchange rates, i. e. currencies falling away from
current levels, would therefore be highly desirable, particularly with regard to
the ERM II entry rate. Yet although the ERM II parity rate does not necessarily
have to be identical to the conversion rate set for EMU entry, devaluation
within ERM II would postpone entry into monetary union to a point that may
no longer be politically desirable.

A lower entry rate would, to a certain extent, allow the states to conserve inter-
national competitiveness when, as is now the case for most acceding countries,
inflation levels exceed those of EMU members. With this strategy, the acceding
states would be following in Greece’s footsteps. The drachma entered EMU
at an extremely low rate in 1999. For one and a half years, the drachma then
floated almost without exception below its parity with the euro. In January
2000, in order to bring the subsequent conversion rate more into line with
the actual exchange rate, the Greek currency was actually revalued by 3.5 %
against the euro.

However, in the case of the eastern European countries, bringing down the exchange
rate is no easy task. The central banks of the future EU member states have
already drastically cut interest rates for all money-market operations, not least
in response to the substantial drop in inflation in almost all the countries over
recent years. The remaining option would be currency-market interventions
by the respective central banks against their own currencies. However, as
politically motivated currency interventions in western Europe have shown
over the last three decades, these have little influence on longer-term market
trends.

Moreover, such a step is not without risk. Once set in motion, expectations
of a currency’s depreciation tend to snowball, with the result that the
ultimate fall in value may be greater than originally intended, as Hungary
is currently finding out. Against a backdrop of rising budget and current
account deficits, high yields on Hungarian government bonds issued on
the domestic capital market, as well as the prospect of a relatively stable
exchange rate, have attracted a great deal of capital from western Europe
in recent years. Then, in May 2003, investor confidence suddenly collapsed,
resulting in substantial capital outflows. Since then, the forint has tended
to weaken and the central bank has been forced to raise interest rates
substantially. The volume of government bonds currently held by foreign
investors is worth more than € 8bn or almost 15 % of GDP. An additional
massive capital outflow could easily overstretch the foreign currency available
to the local currency market. This would probably force the central bank to
abandon its current exchange-rate model, which would cause the currency
to plummet.

H I G H E N T R Y R A T E D A M A G E S
I N T E R N A T I O N A L  C O M P E T I T I V E -
N E S S
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The road to ERM II is therefore not without its pitfalls. In principle, it may
well be better that any problems occur before entry into the monetary system
than afterwards. Should these difficulties prove extensive, however, it would
be entirely plausible to enter after the EU accession date. Nor does it necessarily
mean delayed entry into monetary union if it is assumed that the candidate
countries will not fulfill all the Maastricht criteria by 2007 anyway, forcing
them in any case to aim for a later EMU entry date.

7.4 NO PROBLEM: INFLATION AND INTEREST-R ATE CR ITER IA

Meeting the inflation criterion, by contrast, is not likely to be a problem.
As the chart shows, inflation rates in Poland, the Czech Republic and Hungary
have shown a strong convergence towards extremely low levels in recent
years. The Czech Republic and Poland already fulfill the inflation criterion
while Hungary will need a couple of years of careful economic management
before it manages to bring its inflation rate down to below the reference value.
In the Baltic states, consumer price increases have also remained below the
2.5 % mark. At 7.6 % and 5.5 % respectively, the only significantly higher inflation
rates recorded were in the Slovak Republic and Slovenia in June of this year.
But even in these last two cases, lower inflation rates in the future are a
distinct possibility. Poland, whose inflation rate in mid-2002 still ran into
double figures, may serve as a role model in this respect. Overall, the central
banks of these accession countries have made astounding progress in taming
inflation over the past few years. This is a particular achievement given that
the inflation rates of our eastern neighbors also reflect the lifting of price
controls and the relative lack of competition compared to the West.
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I N T E R E S T R A T E C R I T E R I O N
A S E A S Y T O M E E T
A S I N F L A T I O N C R I T E R I O N

The same can be said of long-term interest rates. These have followed the same
path as inflation rates, converging to a considerably lower level than in previous
years, with the slight increase over the last few months doing little damage.
In the other states, too, there is a downtrend in interest rates. Admittedly,
the small scale of the economies hardly allows for representative capital market
listings for government bonds. What is more, the prevailing budgetary surpluses
of the past few years, including Estonia’s, for example, have limited the supply
of longer-dated government paper.

In most cases, the difference between the capital market yields and the
corresponding euro-area benchmarks is greater than the inflation gap.
Yet this should not lead us to the conclusion that the accession countries will
find it more difficult to meet the minimum requirement for interest rates than
for inflation. In Poland capital market yields have in fact fallen more quickly
over time than the inflation rate. The first point to note is that interest rates
began at an initially higher level. Secondly, as EMU entry appears on the horizon,
long-term interest rates will experience “complete convergence”, mirroring
the trend during the run-up to EMU in the second half of the 90s.

7.5 CR ITICAL:  BUDGET DEF IC IT

For most of the accession countries, the budget deficit criterion of the Maastricht
Treaty will be a particular bugbear. Weak economic growth in western Europe
is weighing on exports from our eastern neighbors, thereby stunting their own
economic growth and tearing holes in their budgets. Domestic conditions are
also taking their toll. The banking crisis at the end of the 90s is still having
a negative effect in the Czech Republic, while in Poland and Hungary, new
governments coming to power in 2001 and 2002 have meant vast increases
in public spending.
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YA W N I N G B U D G E T D E F I C I T S
I N M A N Y A C C E S S I O N C O U N T R I E S

H O S T O F E M U M E M B E R S
C U R R E N T LY B R E A C H I N G  D E F I C I T
C R I T E R I O N

Structural changes are also far from complete and still stretching the budget. Poland’s
unemployment rate is almost 20 %, causing the government to shy away from
further privatization and instead subsidize state-owned enterprises to keep
them afloat. Including all local authorities, Hungary, Poland and the Czech
Republic have respective budget deficits of 9.6 %, 6.5 % and 7.3 % of GDP12. We
estimate that these deficits will grow in 2003, with the exception of Hungary,
whose deficit may well shrink but still miss the required target by a long shot.
The Slovak Republic is no exception to the rule either, recording a budgetary
gap of more than 7% of GDP for 2002. In contrast, Slovenia and the Baltic
states are already effortlessly fulfilling the Maastricht criterion, which requires
a budget deficit of 3 % or less.

In the few years remaining, will it be possible to reduce such budget deficits
as those of Hungary, Poland and the Czech and Slovak Republics to a level
that would satisfy the Maastricht criterion and allow a very early entry?
How stringently will this criterion be applied in the all-important assessment?
And in this respect, is it even fair to ask accession countries already having
to implement structural change at lightning speed to do something that a whole
host of EMU members are currently failing to achieve? Does the currently
witnessed relaxation of the stability pact not suggest that the criteria will be
applied more generously to the accession candidates than originally intended? 
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First, let’s step back to 1996, i. e. three years before EMU. Of the future
member states, only Ireland, Luxembourg and the Netherlands had public
sector deficits below the 3 % mark. Italy’s deficit ran to more than 7% of GDP.
Based on these figures, the following years bore witness to an unprecedented
budgetary consolidation that smoothed the path into the euro area.

Is similar success to be expected for eastern Europe? The parallels are
unmistakable. If economic policy is geared towards this goal, it can generally
be reached. The question is whether an EMU-driven deficit cull will justify the costs
it entails. This point becomes all the more pertinent if the circumstances in
which convergence took place before 1999 are compared with those that will
apply to the eastern European EU-states over the next few years. Two aspects
are particularly important :

First on the list is the strong economic growth that prevailed in the euro
area towards the end of the 90s, pumping tax revenues into the public coffers.
Real GDP, for example, grew by as much as 2.3 % in 1997 and 2.9 % in 1998.
Figures of this magnitude are not be expected for this, nor next year. As a
result of extensive trade with the EU, eastern Europe mirrors the economic cycle
of the West, albeit with a 6-month delay. Economic growth will firm up here
too, but certainly not domino into an economic boom. An additional windfall
in tax revenues is certainly not on the cards.
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Italy’s budgetary consolidation prior to 1999 profited considerably from
tumbling interest rates. Given the country’s high debt-to-GDP ratio, the
plummeting interest rate led to appreciable savings in public expenditure.
Public sector interest payments as a percentage of GDP, for example, fell
from almost 11% in 1996 to a good 6 % in 1999. When Greece entered EMU,
almost 2 years later than planned, similar circumstances prevailed.
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Given their late start as market economies, the public debt of our eastern
European neighbors is still far below levels seen in Greece and Italy. Moreover,
as already stated, interest rates have already fallen sharply in most of these
countries. The chart for the Czech Republic clearly illustrates that the bulk
of public sector borrowing can be attributed to the primary deficit, i. e. the
budget deficit excluding interest payments. The positive impact of falling interest
rates on budgetary consolidation will therefore not nearly be as strong in the acces-
sion countries as it was in Italy and Greece. Even the generous subsidies being
handed out by Brussels will not help in finding a solution to this budgetary
mess, since the additional support from the structural and cohesion funds
will be offset by correspondingly higher expenditure. In order to substantially
reduce the budget deficit, it would be essential to increase taxes and/or curb
spending. Since the former can only be achieved to a limited extent, budgetary
consolidation must rely on spending cuts.

Would this be politically acceptable? 2004 in Poland and Hungary and 2005
in the Czech and Slovak Republics are parliamentary election years, which, as
experience has shown, are not the ideal time for retrenchment. We therefore
harbor grave doubts as to whether the governments will take up the gauntlet
of budgetary consolidation in order to introduce the euro as early as possible.
On the contrary, there is a danger that politicians in the larger accession
countries will flinch from the important task of reducing budget deficits,
thereby pushing EMU entry further and further back. The best remedy for
this is to publish a binding and realistic entry date as soon as possible.

Unlike the budget criterion, the condition that public debt must not rise to above
60 % of GDP is one the states are more likely to be able to fulfill. Having only
adopted a market economy and corresponding accounting system some 13 years
ago, these states still have a relatively low level of national debt. Nevertheless,
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as a result of high budget deficits at a time of comparatively weak economic
growth, national debt in the larger accession countries is climbing rapidly.
In this respect, the future EU states are in a position diametrically opposed
to that of Italy and Belgium in the years leading up to EMU. National debt
may have been exorbitantly high in both these countries, but public sector
borrowing was abating.

Due to this downward trend, the European Council decided to accept both
countries despite their high debt levels. The greater emphasis this approach
places on the budget deficit strengthens our belief that those countries with
public sector deficits above the target will have to reduce these substantially
to be accepted into monetary union. Yet bearing in mind the questions raised
earlier, this does not necessarily mean that the deficit must be exactly 3 %
or less. But the trend in and intensity of budgetary consolidation will need
to fit the bill.

The Maastricht Treaty also stipulates that the convergence of each member
state must be sustainable. The Deutsche Bundesbank, however, does not
consider this to go far enough and considers a “real convergence” to be
necessary. This includes structural adjustment and reform13. These factors
certainly give greater scope for interpretation than the numerically based
and therefore “tougher” conditions set out above. In other words, it will be
impossible to exclude a country from EMU if it meets the conditions explicitly cited
in the treaty text, even if opinion is divided on the degree of convergence achieved.
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13 See Deutsche Bundesbank: Die Europäische Wirtschafts- und Währungsunion (Sonderveröffentlichung) (special publication on European
economic and monetary union), 2002, especially pg. 86/87. Additionally, Deutsche Bundesbank: Monthly Report, July 2003, p. 15 et seq.
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7.6 ENTRY DATES 2007 AND 2009

The Baltic states and Slovenia already fulfil almost all of the “tough” conditions
of the Maastricht Treaty. Entering into monetary union will change little for
those countries who already have currency boards, i.e. Estonia, Latvia and
Lithuania. Moreover, these are all smaller-scale and therefore extremely open
economies. Given the large proportion of GDP made up by foreign trade, the
euro is already playing a larger role in these as opposed to the other accession
countries. All four states will therefore attempt to enter EMU as soon as possible,
i.e. at the beginning of 2007. Malta and Cyprus will also be in the first wave.
This gives monetary policymakers in the euro area the advantage of gaining
important experience with a manageable number of new members before
the larger states join.

We assume that Poland, Hungary, and the Czech and Slovak Republics will not drag
their feet in reducing their budget deficits, but approach the task with verve. Shored
up by resurgent economic growth in both western and eastern Europe, budget
deficits will fall, allowing entry at the beginning of 2009.

It is unlikely that there will be more than two rounds of EMU enlargement,
as this would mean “permanent” institutional upheaval for the respective
boards of the ECB, something that would not bode well for a stable monetary
policy. There would also be more statistical gaps in data, further hampering the
monetary policy analysis that provides the basis for monetary policy measures. 

Will individual accession countries attempt to introduce the euro under their
own steam? Although this would theoretically be possible, it would be an
affront to the Maastricht Treaty and the European Central Bank. After all,
the euro should only make an appearance where the right conditions are met.
We therefore do not foresee any unilateral euroization. The euro is much
less widespread as a means of payment, a unit of account and a store of value
than is the case with the US dollar in many other emerging countries. In Croatia,
for example, the share of overall bank deposits denominated in euros is sub-
stantially higher than in either Estonia or Poland.

Nor do the accession countries really need to introduce the euro unilaterally
as i) they will be able to enter EMU soon enough and ii) they are already
reaping the benefits before the event. This is something that EMU enlargement
to the East will have in common with the very first round of monetary union.
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