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It is a great pleasure to welcome you to the European Central Bank. This conference comes at 

a time when emerging Europe is gradually recovering from a sharp economic contraction in 

the region as a whole. A turning point in the business cycle seems to have been reached, so 

the time has come to discuss some of the economic and financial stability aspects common to 

most of the countries in the region in recent years, and to draw some lessons for economic 

policies. 

Central, eastern and south-eastern Europe has been an outlier among emerging markets 

during the past few years. It recorded the sharpest economic contraction during the crisis. 

Regional averages, even if they mask important country differences, tell a clear story: in 

2009, real GDP fell by around 3½% in central and eastern Europe. By contrast, it fell by only 

1.7% in Latin America, while in emerging Asia it grew by more than 7%.3  

Although there has been no general meltdown in emerging Europe and no ‘twin crisis’ 

involving banking and balance of payments,4 the relative underperformance of the region has 

triggered a lively debate on its future growth model, the prospects for further convergence 

and the lessons for economic policy-makers. Many observers have called for a fundamental 

rethinking of the growth model and of economic policies. These issues will be, I believe, the 

key themes in the five sessions of the conference. 

Non-lessons for convergence 

Let me start off by considering what we should not do as a result of this experience. There are 

two things: Europe should not adopt an Asian-style growth model. Although a re-orientation 

towards more export-led growth is certainly needed and desirable, it would be unrealistic to 

expect a new ‘China’ to emerge from among the euro area’s eastern neighbours. Without a 

doubt, export capacities need to improve in the region. Yet, with the exception of some 

specific countries, the region is not likely to become a large net exporter in the short term. 

Emerging Europe is a region that, in my view, still fits the neoclassical growth paradigm, 

according to which catching-up countries experience faster economic growth and record 

                                                
3  Data and country groupings based on IMF World Economic Outlook Update, June 2011. 
4  Twin banking and balance of payments crises were observed mainly during the Asian and Latin 
American crises of the late-1990s and early-2000s, as documented in Kaminsky and Reinhart, 1999, “The Twin 
Crises: The Causes of Banking and Balance-of-Payments Problems”, American Economic Review, vol. 89(3), 
pages 473-500. 
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current account deficits. Capital flows downhill, and can be expected to continue to flow 

downhill, even if in lower volumes, to that region. A change to that pattern − as experienced 

by some emerging Asian countries − would require a different macroeconomic framework, 

based on partly flawed policy choices, in particular in terms of exchange rate policies. But 

such frameworks are not advisable, as they tend to generate distortions, lead to sub-optimal 

allocation decisions, and may create possible overheating and bubbles. 

The second thing we should not do is to assume that Europe’s integration model is flawed. 

Some observers have said that the continent’s integration did not shield central and eastern 

Europe from the crisis but rather exposed the region to it. As a result, they argue, the EU and 

the euro area have become much less attractive to central and eastern Europeans. 

I disagree. Of course, close international economic and financial links help to explain how the 

crisis spread so quickly and powerfully from the United States via the euro area to the region. 

But the EU integration model itself is not at fault. Some of the roots of the crisis in emerging 

Europe lay with the policy choices of the countries themselves. Countries with weaker 

fundamentals were hit far more severely. Economic and financial integration remains a fully 

valid paradigm, underpinned by the institutional commitments of the Single Market and by 

the economic benefits of such integration. Moreover, the prospect of euro adoption remains 

an anchor for medium-term-oriented policies. For countries outside the European Union, 

closer integration with the EU and, in some cases, EU accession remain a guide and policy 

anchor.  

Lessons for convergence 

That said, what lessons should we draw from the crisis? There are several. They apply to 

emerging Europe, but some also have a broader validity, and some of them relate, mutatis 

mutandis, to individual euro area countries. 

First, convergence takes time – longer in fact than some people initially thought. After more 

than 20 years of economic transition, some parts of emerging Europe still lag significantly in 

respect of income levels. And the gap in real income remains large: in 2010, output per capita 

was around 44% of that of the euro area.5 The crisis also reminds us that convergence is not 

necessarily and always a linear process. In some countries, the recent contraction represented 

                                                
5  Data based on the IMF’s World Economic Outlook, expressed in purchasing power parity terms. 
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the third major crisis in the transition era – the first one came in the early 1990s and was 

followed by a second wave of crises in the mid to late-1990s.  

Second, the quality and sustainability of convergence is key. This dimension is not new, and 

European institutions, including the ECB, have consistently emphasised it. The notion of 

sustainable convergence is actually embedded in the Treaty as the principle underlying the 

criteria for entry to the euro area. The basic idea is that, in line with standard models of 

international and inter-temporal trade, convergence and expectations of higher future income 

lead to earlier consumption, translating into domestic savings-investment imbalances, current 

account deficits and capital inflows. However, such imbalances and increases in domestic 

demand growth should be matched by improvements on the domestic supply side, reflected 

by productivity gains and an expansion of productive capacities.6 

Maintaining a sustainable convergence path is challenging. In fact, a majority of eastern 

European countries failed to achieve sustainability: economic growth was very strongly 

demand-driven, and excessively concentrated in the non-tradable sector, including 

construction. Current account deficits in the region averaged 8% of GDP, and were in double 

digits in almost ten countries when the crisis broke out. At times wage increases exceeded 

productivity gains, especially in the non-tradable sector.7 In order to support sustainable 

convergence in the future, productivity and exports should be increased. Yet, a strong shift 

from the non-tradable to the tradable sector cannot occur in the short term, as this requires 

important structural changes that are likely to take time. 

The third lesson is that the imbalanced growth on the real side was accompanied by, and 

reinforced by, imbalances on the financial side. The phenomenon of ‘bad’ convergence8 was 

not just a real economy phenomenon, but it was fuelling, and was fuelled by, financial 

developments: 

• On the one hand, bad convergence intensifies financial excesses, as the expectations 

of future income growth lead to over-optimism, lower risk premia and stimulate 

                                                
6  See J. Brůha and J. Podpiera (2007), “Transition economy convergence in a two-country model: 
implications for monetary integration”, ECB Working Papers No 740, for a discussion of transition and 
convergence characteristics in a macroeconomic model setting. 
7  Sustainability was maintained in some central European countries, but not in the Baltic and Balkan 
regions, according to Becker et al. (2010), “Whither growth in central and eastern Europe? Policy lessons for an 
integrated Europe”, Bruegel Blueprint Series Vol XI, Brussels. 
8  See L. Bini Smaghi (2011), “Addressing imbalances in the euro area”, speech at the Halle Institute for 
Economic Research, 14 February. 
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lending. This is especially true if convergence is expected to be an uninterrupted 

linear process. 

• And on the other hand, financial excesses amplify bad convergence, as low interest 

rates may induce excessive risk-taking, reduce savings and lead to over-investment 

– especially to the non-tradable sector – which in turn may exacerbate imbalances. 

One simple, but reasonably good, indicator of the pre-crisis financial excesses was the 

development in credit growth. Recent economic analysis suggests that credit growth has good 

leading indicator properties for financial crises globally and over long time spans.9 The 

analysis indeed holds true for central and eastern Europe, where countries with the highest 

credit growth before the crisis were, by and large, those most affected by that very same 

crisis. Indeed, average annual credit growth approached or exceeded 50% between 2005 and 

2007 in Albania, Montenegro, Romania and the Baltic countries and, with the exception of 

Albania, they all went through a severe recession.  

Financial excesses also appeared in the balance of payments. While foreign direct investment 

is usually thought to be the most stable source of external funding, emerging European 

countries could also draw on loans from euro area parent banks which were mostly rolled 

over during the crisis because the banks took a long-term view of their engagement in the 

region. Nevertheless, at the macro level, parent banks may have contributed to unsustainable 

lending booms, current account deficits and currency mismatches in the private sector’s 

balance sheet. 

One specific aspect of financial risks in emerging Europe – lending in foreign currency to 

borrowers with no income in that currency – can also be seen through the lens of convergence 

expectations: why should borrowers in emerging Europe not take advantage of lower interest 

rates in euro if their local exchange rates are expected to appreciate for structural reasons? 

However, since convergence is not a linear process and is subject to setbacks, currency 

depreciations can occur before the euro is finally adopted. Hence, under prudent risk 

                                                
9  See e.g. M. Schularick and A. Taylor (2009), “Credit Booms Gone Bust: Monetary Policy, Leverage 
Cycles and Financial Crises, 1870-2008,” CEPR Discussion Papers 7570. 
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management such lending should be discouraged by regulators – even if that implies catching 

up at a slower pace, as recent research suggests.10 

 

And the policy lessons? 

These lessons – and non-lessons – imply that macroeconomic policies have a crucial role in 

guiding private sector behaviour and ensuring the sustainability of convergence. 

For monetary policy, there is a growing consensus that pure inflation targeting may need to 

be supplemented with some elements of “leaning-against-the-wind” to prevent the build-up 

of asset price bubbles. The ECB’s monetary policy, based on two pillars, already contains 

elements of such an approach. In particular, the prominent role assigned to monetary analysis 

ensures that money, credit and liquidity conditions, which are empirically associated with the 

evolution of asset prices, are duly factored into the conduct of monetary policy. At the ECB, 

we take a medium-term view of price stability, which allows us to take asset price 

misalignments and potential deflationary risks into account. These considerations are relevant 

for converging economies in central and eastern Europe. One additional challenge for these 

economies is that the convergence process may entail a significant appreciation of the real 

exchange rate. In fully pegged exchange rate regimes, the closing-down of the exchange rate 

adjustment channel implies that such an appreciation has to take place through the nominal 

price adjustment channel. At the same time, during a crisis, downward adjustment of nominal 

wages and prices becomes crucial. The crisis has not changed this need for nominal wage and 

price flexibility in pegged regimes. On the contrary, it has forcefully illustrated the 

importance of such flexibility. Some countries with pegged exchange rates, especially in the 

Baltic region, had no choice but to significantly adjust wages and prices downwards. In 

countries with pegged exchange rates but with limited nominal wage flexibility until now, for 

example, in a few Balkan countries, the remaining adjustment is still potentially large. These 

countries face the risk of protracted slow growth if deeper adjustment is unduly postponed. 

For fiscal policy, the crisis reinforces the case for a more medium-term-oriented and rules-

based fiscal framework as well as large fiscal buffers – certainly larger buffers than we would 

generally have anticipated before the crisis. At the same time, the experience in the euro area 

                                                
10  See R. Ranciere, A. Tornell and A. Vamvakidis (2010), “Currency Mismatch, Systemic Risk and 
Growth in Emerging Europe”, IMF Working Paper 10/263. 
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suggests that a rigorous surveillance of fiscal policies should go beyond the monitoring of 

traditional fiscal performance indicators, such as the fiscal balance and government debt 

ratios. As the example of Ireland shows, contingent liabilities stemming e.g. from an 

overlarge banking sector can lead to a rapid increase of public debt even in the absence of 

fiscal slippage. 

Such considerations lie also at the heart of macroprudential policy. The interconnections 

between the financial, public and real sectors have underscored the importance of 

macroprudential policies not just at global level, but also, and particularly so, in emerging 

Europe. While financial developments did not become excessive in most countries in the 

region, the self-reinforcing nexus of ‘bad’ economic convergence and pockets of financial 

excesses calls for a carefully crafted set of prudential policy measures. The region has 

actually had considerable experience with prudential measures, but sometimes with mixed 

results, because measures, such as tighter reserve requirements and stricter prudential 

standards, have proved to have only limited or transient effects on credit growth. Still, 

supervisory policies have a key role in counteracting excessive credit growth. Clearly, the 

start of the work of the European Systemic Risk Board offers an opportunity here, as it allows 

macroprudential policies to be aligned at EU level, thereby preventing national 

macroprudential policies from being undermined by arbitrage. 

One final policy area, and perhaps the most important one, is structural policy. The growth 

model and growth path in the region will mainly be a function of the underlying structural 

characteristics of the economy. Innovation, research and development, and labour and 

product market flexibility, will be key to enhancing the productive and exporting capacity of 

economies in central and eastern Europe and to avoid a renewed build-up of imbalances. This 

will take time, in the same way that the convergence process, if properly understood as a 

sustainable process, may take more time than some observers thought ten or 20 years ago. 

Conclusions 

To conclude, after more than 20 years of transition, continued economic convergence and 

institutional integration will and should remain a driver of economic growth in central, 

eastern and south-eastern Europe. At the same time, the crisis has shown that it is important, 

and also challenging, to ensure that this convergence remains sustainable. This conference 

will certainly give us a chance to discuss these economic, financial and policy issues in more 

detail. 
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I thank you for your attention and look forward to our discussions. 

Let me now hand over to Frank Moss, who will chair the first session. 

 


