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DIRECTORATE-GENERAL INTERNAL POLICIES OF THE UNION 

- DIRECTORATE A - 
ECONOMIC AND SCIENTIFIC POLICIES 

 
Programme 

Workshop on the Impact of the Crisis on New Member States  
 

European Parliament, Brussels 
Monday 1 March 

15.30-18.30  
Room JAN 6Q2 

Interpretation available 

Chair: Ms Iliana Ivanova (CRIS-Vice Chair) 

15.30 - 15.35 Introductory remarks by the Chair 

15.35 - 17.30  Session I - Macroeconomic Impact -  
  Monetary and Financial Policies 
  
Topics to be discussed:   
 
 The impact of the crisis on New Member States (NMS), including the impact on euro 

area vs. non-euro-area.  
 What were the reasons that certain NMS have been particularly hard hit by the 

financial crisis and others less?  
 Did the crisis affect NMS and Member States (MS) who are part of the euro area to a 

different degree than those who are not part?  
 What is the implication of the dominant Western European ownership of banks in the 

NMS to crisis management and future financial sector development? 
 Should the ECB envisage any kind of monetary cooperation with NMS outside the 

euro area?  
 To what extent will the crisis postpone euro zone membership for the NMS? 
 
Experts: 
 
Mr Filip Keereman Head of Unit, Monitoring of national financial developments and 

external funding, DG ECFIN, European Commission  
  
Ms Kateřina Šmídková   Executive Director, Economic Research and Financial Stability 

Department, Czech National Bank 
 
Mr Zsolt Darvas  Research Fellow, Bruegel 
 
(*Mr Stanisław Gomułka   Chief Advisor of the Polish Business Association (BCC), former 

Reader in Economics at the London School of Economics.) 
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17.30 - 18.30  Session II - Structural Impact -  
  The Role of Cohesion Policy in the Exit Strategy 
 
 
Topics to be discussed:   
 
 European cohesion policy has become a major element of the crisis exit policy.  
 What role can cohesion instruments play in New Member States hit by the crisis? 
 How can we ensure linking cohesion policy instruments with long term growth and 

structural change? 
 
 
Experts: 
 
Mr Péter Heil Prime Minister's Office, Hungary, former Deputy Director of the 

Hungarian National Development Agency 
 
Mr Fabian Zuleeg Senior Policy Analyst, European Policy Centre 
 

 

 
* Mr Stanislaw Gomulka could not make it to the workshop due to last minute travel 
difficulties. However, his briefing paper is included in this compilation.  
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Curricula Vitae of Speakers 
 
Filip Keereman, Head of Unit, Monitoring of national financial developments and external 
funding, DG ECFIN, European Commission 
 
Stanislaw Gomulka, retired in 2005 from the London School of Economics, Department of 
Economics 
 
Educated in Poland (M.Sc in physics and PhD in economics, both from Warsaw University), 
Stanislaw Gomulka was a member of the Economics Department at the London School of 
Economics since 1970 until 2005.  During this period he also held senior professorial and 
research fellowship appointments at a number of academic institutions in the USA and in 
Europe. Most of his research and teaching has been in the areas of economic growth, 
macroeconomics, the economics of transition and comparative economic systems.   
 
Stanislaw Gomulka has been a consultant to the International Monetary Fund (IMF), the 
OECD and the European Commission. He has also been adviser to the Polish Government, 
and a member of the team which designed Poland’s reform plans and policies during the 
crucial phase of transformation. In the years 1989-95, he was also Poland’s official 
negotiator with the IMF on all macroeconomic programmes and, in the years 1990-1992, 
with the Paris and London Clubs on Poland’s debt reduction.  From July 2002 until January 
2007 Stanislaw Gomulka was the Chief Economist of the PZU Group in Poland, the largest 
insurance company in Central Europe. In the period January-April 2008 he served in the 
Tusk government as deputy finance minister, and since July 2008 has been the Chief 
Economist of the BCC, an organization of enterprises and businessman in Poland. Stanislaw 
Gomulka has an entry in Who’s Who in Economics (2nd edition, 1986 and 3rd edition 1999), 
biographical dictionary of the worlds’s major (most frequently cited) economists. 
 
Kateřina Šmídková, Director, Economic Research and Financial Stability Department, 
Czech National Bank 
 
Ms Šmídková is Director of the Economic Research and Financial Stability Department at 
the Czech National Bank, where she has worked since 1994. She held the posts of Director 
of the Macroeconomic Modelling Division, Adviser to a Bank Board Member and Adviser to 
the Bank Board of the Czech National Bank and Deputy Director in the Economic Research 
Department. 
 
Kateřina Šmídková graduated from the Faculty of Mathematics and Physics of the Charles 
University, the Central European University and the University of New York, and the Faculty 
of Social Sciences of the Charles University. The focus of her research is above all central 
banking and European integration. Her works are published in Czech and foreign 
professional journals. She co-operates with international institutions (Bank of England, 
National Institute for Economic and Social Research, European Central Bank, World Bank). 
She teaches monetary economics  and european economic policies  at the Faculty of Social 
Sciences of the Charles University, is a member of the Managing Board of the Czech 
Economic Society and a member of the Board of Editors of the journal Finance a úvěr 
(Finance and credit). Her profile was published in the American publication 'Who's Who in 
the World 2004" and she was awarded the prize 'Outstanding Intellectual of the 21st 
Century" by the Cambridge International Bibliographic Centre.  
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Zsolt Darvas, Senior Fellow, Bruegel 

Zsolt Darvas, a Hungarian citizen, joined Bruegel (Brussels European and Global Economic 
Laboratory) as a visiting research fellow in September 2008. He is also research fellow at 
the Institute of Economics of the Hungarian Academy of Sciences. From 2005 to 2008, he 
was the Research Advisor of the Argenta Financial Research Group in Budapest. Before 
that, he worked at the research unit of the Central Bank of Hungary (1994-2005) where he 
served as Deputy Head during 2001-2005. In addition to Bruegel, he had visiting 
researcher positions at the Bank of Finland, Deutsche Bundesbank, De Nederlandsche Bank 
and Stockholm School of Economics. Zsolt holds a Ph.D. in Economics from Corvinus 
University of Budapest where he teaches courses in Econometrics and but also in other 
institutions since 1994. His research interests include macroeconomics, international 
economics, central banking and time series analysis. 

 
Fabian Zuleeg, Senior Policy Analyst, European Policy Centre 
 
Dr. Fabian Zuleeg is the Senior Policy Analyst responsible for the Programme on Europe’s 
Political Economy at the European Policy Centre, an independent, Brussels-based think 
tank. His work at the EPC includes activities on European economic policy, especially the 
sustainability of Europe’s social models, innovation, lifestyle risks, better regulation, 
energy, the EU budget review, the Single Market, economic governance and 
competitiveness. 
 
Fabian is a professional economist with a background in academia, the public and the 
private sector. He holds an M.A. in Economics and International Relations, an M.Sc. in 
Economics and a PhD on the Political Economy of EU Accession from Edinburgh University.  
 
Péter Heil, Head of Minister’s Cabinet, Prime Minister’s Office, Hungary 
 
Péter Heil is the Head of the Minister’s Cabinet at the Prime Minister’s Office, 
Hungary. He graduated and obtained a Ph.D. at the Budapest University of Economic 
Sciences. He studied EU integration at the Universities of Heidelberg and Oxford, before 
starting a civil service career in 1995. From 1998 to 2002 he headed the Assistance Co-
ordination Secretariat of the Prime Minister’s Office, responsible for the Phare and ISPA 
programmes. From 2002 to 2007 he worked as vice president of the National Development 
Agency, responsible for the use of the EU structural and cohesion funds, from where he 
moved into the Ministry of Local Government and Regional Development as head of the 
Minister’s Cabinet, until May 2008. He then worked at the Ministry of National Development 
and Economy as deputy state secretary, afterwards moved to the Ministry of Energy and 
Transport to become head of the Minister’s Cabinet. He is also the head of the Cohesion 
Policy Sub-Committee of the Inter-ministerial Committee for European Integration. 
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Summary of Discussions 
The two sessions of the workshop covered the Macroeconomic Impact of the crisis and 
Monetary and Financial Policies (p. 5) and Structural Impact including the Role of Cohesion 
Policy in the Exit Strategy (p. 7). The workshop was chaired by Ms Iliana Ivanova (EPP, 
CRIS Vice Chairwoman). Experts from the European Commission, academia, national 
governments and central banks, research centres and the private sector attended the 
meeting.  

The programme of the event including a list of experts can be found in the compilation 
document of the workshop. The following is a brief summary of the proceedings, containing 
the main messages conveyed by the experts. Please note that this summary serves purely 
informational purposes and has not been endorsed by the experts.  

 
1. Session I - Macroeconomic Impact - Monetary and Financial 
Policies (15.30-17.30) 
 
The workshop was opened by the Ms Iliana Ivanova (CRIS Vice Chairwoman) thanking the 
experts and attendees. Topics on the agenda discussed included:  

 The impact of the crisis on New Member States (NMS), including the impact on euro 
area vs. non-euro-area.  

 What were the reasons that certain NMS have been particularly hard hit by the 
financial crisis and others less?  

 Did the crisis affect NMS and Member States (MS) who are part of the euro area to a 
different degree than those who are not part?  

 What is the implication of the dominant Western European ownership of banks in the 
NMS to crisis management and future financial sector development? 

 Should the ECB envisage any kind of monetary cooperation with NMS outside the 
euro area?  

 To what extent will the crisis postpone euro zone membership for the NMS? 
 
In the beginning, Mr Filip Keereman (European Commission, Head of Unit, 
Monitoring of national financial developments and external funding, DG ECFIN) 
delivered a presentation on the different impacts of the crisis on new vs. old MS, EU 
initiatives to alleviate the crisis and future policy challenges.  

Filip Keereman started by highlighting differences in the impact of the crisis on new and old 
members such as:  

 An initial delay of the effects in NMS then followed by sharper decline when 
compared to the euro area (e.g. moving from higher growth rates than OMS before 
the crisis to lower growth rates than OMS after the crisis); 

 Ballooning of CDS spreads in NMS due to sharply increased risk perceptions and risk 
averseness of the market;  

 Very strong real estate value correction; and 
 The limited scope for monetary easing and fiscal stimulus given large imbalances. 
 
He highlighted in particular that the countries hardest hit were those with the largest 
external imbalances such as excessive reliance on foreign capital flows. Hungary, Latvia 
and Romania faced external funding gaps.  
 
He then moved to discuss two EU responses in further detail. Firstly, the EU in cooperation 
with other international institutions, in particular the IMF, and individual countries 
responded by raising the amount pledged for external financial assistance (Balance of 
Payments (BoP) support) to EUR 50 billion thus helping to restore market confidence. Mr 
Keereman drew attention to the fact that some countries such as Poland pledged funds to 
the support scheme to signal their own financial soundness.  
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Secondly, due to the fact that foreign banks play a pivotal role in capital provision in new 
countries, the EU initiated an active dialogue with banks to alleviate the collective action 
problem (whereby it is individually rational for each to exit a given market but not 
collectively as that would cause the market to fail). The idea is to avoid a "run to the exit" 
and the expatriation of donor capital. To this end Mr Keereman does not consider capital 
controls effective nor useful. The actual evolution of balance exposure showed, he 
highlighted, that through the recapitalisation of foreign subsidiaries by their respective 
mother institutions less public money was needed for banks in NMS than in OMS. Thus 
foreign ownership was in this way beneficial in providing liquidity. 
 
In conclusion, he highlighted that the EU contributed in a positive way. 
 
Mr Keereman was followed by Ms Karina Smidkova (Czech National Bank, Executive 
Director, Economic Research and Financial Stability Department), who opened by 
emphasising that the distinction between OMS and NMS is unlikely to be analytically helpful 
given the large heterogeneity in between new (and old) Member States both in effects and 
causes of the crisis. Further she noted that the population weighted average loss in growth 
was roughly comparable across OMS and NMS. She stressed additionally that, given the 
complexity of the issues involved in the emergence of the crisis, it is unlikely that there are 
easy policy responses. 
 
Rather than focussing on any distinction between OMS and NMS Ms Smidkova proposes 
instead to look for a separate set of macroeconomic and financial factors which made 
countries either more vulnerable to the crisis or shielded from its effects. On the 
macroeconomic side, she focussed on: 
 
 Large external debts increasing vulnerability (especially for countries with hard 

currency pegs such as Latvia, Estonia and Bulgaria which more frequently than the 
inflation targeters breached the "safety limit" of 60% of GDP of NFA); and  

 Large housing bubbles which increased the risk for NMS and OMS alike. 
 
Financial factors mentioned were the following: 
 
 Large domestic savings helped avoiding the crisis; 
 Countries with more credible currencies are better off;  
 Large foreign currency denominated debts by households are destabilising thus 

countries such as Slovakia or the Czech Republic fare better; and 
 Foreign ownership of banks does not seem to have a meaningful impact.   
 
In conclusion, Ms Smidkova highlighted that it does not matter whether a country is a new 
or old member, rather sound macroeconomic policies and the sound management of the 
financial sector matter. One of the challenges for the future is to increase overall credibility 
in the system by introducing macro liquidity contingency planning. 
 
After Ms Smidkova, Mr Zsolt Darvas (Research Fellow, Bruegel) delivered his 
presentation. He highlighted that NMS are among the worst hit regions of the world but 
have so far avoided some of the worst symptoms (bank runs, banking system collapse, 
etc.). The comparisons of GDP growth forecast revisions shows no clear explicatory pattern, 
neither in NMS vs. OMS nor in large vs. small countries, highlighting the heterogeneity of 
the effects and causes of the crisis. Potential explanations for the large impact on NMS 
nonetheless include: 
 
 Strong reliance on capital flows with EU integration being one of the largest factors 

in the increase of capital inflows;  
 Strong reliance on foreign trade;  
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 Fall in remittances received from immigrants (making it harder to finance the 
current account deficit); and   

 Foreign exchange policy (through hard pegs) keeping real interest rates effectively 
negative.   

 
Some Central European economies such as Slovakia which used capital inflows to finance 
the build up of a more competitive local economy fared better compared to countries in 
which the capital inflows fuelled private sector borrowing and housing bubbles, such as was 
the case in the Baltic. Countries in which more deleveraging is necessary may face further 
problems. 
 
Lastly, Mr Darvas highlighted that the current problems faced by Greece could pose a 
serious threat to the further expansion of the euro area. 
 
The presentations of the experts were followed by a Q&A Session with Members. Issues 
raised and discussed were:  
 
 The need for more regulatory supervision but also for financial education of the 

public;  
 The case for and against capital controls in the face of massive build-up in short 

term foreign debt; 
 Regulatory instruments such as higher reserve requirements and the trade-off faced 

by the regulator between more safety and lower economic activity through reduced 
lending;  

 The state of banks' balance sheets;  
 The role of floating vs. pegged exchange rates and labour market flexibility, 
 The positive example of Poland (tight fiscal policy, reasonably closed economy); and 
 The potential role of and political appetite for a further expansion of the euro area.  
 
2. Session II - Structural Impact - Role of Cohesion Policy in the Exit 
Strategy (17.30-18.30) 
 
Ms Iliana Ivanova (EPP, CRIS Vice Chairwoman) continued chairing the workshop and 
introduced the experts. 

Mr Peter Heil (Prime Minister's Office, Hungary, former Deputy Director of the 
Hungarian, National Development Agency) argued that cohesion policy should be 
retained, adjusted and strengthened. First he introduced the starting situation arguing that 
the crisis and its effects are in effect territorially much differentiated. There still are 
however common concerns for many MS such as the credit crunch, shrinking of markets, 
job losses and budget imbalances. NMS as a group suffer specifically from less competitive 
economic structures, infrastructure deficits, less investment resources and uncertainty 
about energy security. In the case of Hungary very high initial levels of debt and a 
vulnerable exchange rate must be added to the list. 

The EU responded by a mobilisation of available funds (frontloading, increase of advances) 
and the introduction of new measures for individual countries. Cohesion policy in particular 
responded by new eligibility options and an easing of the rules on state aid. However, 
according to Mr Heil there remain important limitations within the cohesion policy 
framework concerning energy efficiency, using ESF to support non-wage labour costs and 
the speed of accreditation. In summary, governments increased spending trying to ease 
liquidity problems through cohesion policy means, especially for the SME sector.  

Cohesion policy is more than an instrument of solidarity, according to Mr Heil, namely also 
a tool that can increase competitiveness. In particular, cohesion policy is useful as it can be 
territorially differentiated.  
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He concluded that Europe as a whole needs a public intervention tool for efficient 
intervention allowing for territorial differentiation but avoiding the pitfalls of sectorisation 
and renationalisation. He suggested a focus on partnership and subsidiarity allowing the 
participation of local and regional players whilst sharing best practices.  

Mr Zeil was followed by Mr Fabian Zuleeg (Senior Policy Analyst, European Policy 
Centre). Mr Zuleeg focus was on the role that cohesion policy can and should play in 
increasing long term growth potential and in facilitating structural change addressing 
problems such as climate change, low demand and low employment. He asked whether 
cohesion policy really is the appropriate tool for these challenges whilst also pointing out 
that cohesion policy really is the only instrument currently on offer for NMS.  
 
To be an effective policy instrument cohesion policy needs: 
 Scale (currently only 0.4% of EU GDP but proportionally more important in NMS, 

balance the bigger impact of front loading with the lower availability of funds later in 
the period, still insufficient on its own to deal with some large challenges); 

 Speed, structure and flexibility (currently it still is too slow and to bureaucratic not 
only on the EU level but also on the local level, tied up in the 2007 - 2013 budget 
framework, lack of possibility to relocate spending); 

 Additionality (the crisis really requires additional funding, current problems with 
unavailability of match funding), and 

 Consistency (funding should focus and enhance on long-term reforms such as labour 
market, green economy and public services) 

 
The focus should really be beyond the immediate crisis on long term sustainable growth. 
According to Mr Zuleeg, cohesion policy could serve as link from the current crisis to long 
term growth goals becoming the main delivery mechanism for EU 2020. Thus cohesion 
policy should still be strong focus and priority.    
  
After the experts' presentations a Q&A Session with Members. Themes discussed were:  

 Whether current instruments are sufficient, what additional instruments would be 
needed for increased cohesion and what the new focus of cohesion policy should be 
(reprogramming); 

 Front-loading vs. the lower availability of funds later in the period; 
 Role of the EU social fund; 
 The block of the introduction of lower co-financing rates by the Council;  
 The importance of instruments taking into account territorial differentiation and thus 

the importance of local experience and effective local execution;  
 The role of and potential further support for SMEs; and the 
 Linkages of cohesion policy to both Lisbon and EU 2020 goals.  
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Presentation by 
Filip Keereman 

Head of Unit, Monitoring of national financial developments and external 
funding, DG ECFIN, European Commission 
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Understanding the Impact of the Crisis on New Member 
States 

by Stanislaw Gomulka 

Chief Advisor of the Polish Business Association (BCC), former Reader in 
Economics at the London School of Economics 

 

1. The questions 
 
The purpose of this paper presentation is to discuss, possibly answer, the following three 
questions: 
 

 What were the reasons that certain New Member States (NMS) have been 
particularly hard hit by the financial crisis and others less? 

 Did the crisis affect NMS and Member States (MS) who are part of the euro area to a 
different degree than those who are not part? 

 Were domestic policy responses constrained to follow responses in old MS? 
 
In my response to these questions I shall discuss developments in 10 NMS, that is in all 
NMS except Cyprus and Malta. 
 
The world financial crisis affected NMS mainly through 3 channels:  
 
(a) a large fall of exports to old MS,  
(b) large depreciations of currencies in some NMS, and  
(c) large falls of energy and row material prices. 
 
 
2. The question of large variation in GDP falls among the NMS 

 
Factor (a) was stronger in the economies dependent more on export markets. Typically, 
these were small economies. Poland is by far the largest among the NMS, so suffered 
somewhat less. Factor (b) reduced both the financial strain on exporters and the volume of 
imports, with the implication that employment and investment fell less than would have 
otherwise. But this shock absorber was absent in the 5 countries with fixed exchange rate 
to the euro. One of them was Slovakia, a new member of the eurozone. The others were 
the 3 Baltic States and Bulgaria. Of these, Bulgaria, Estonia and Lithuania operate for many 
years formal currency board-like systems, while Latvia informally and roughly follows 
currency board-type rules. Finally, factor (c) was possibly the main cause of large GDP falls 
in Russia and Ukraine, which affected negatively exports to those countries. On the other 
hand, lower cost of energy and raw material imports was helpful to NMS. But the balance of 
costs and benefits of this factor varied considerably, from evidently positive for Poland (low 
exports to Russia and Ukraine anyway, large imports of energy and row materials) to 
probably negative for Baltic States, Romania and possibly Bulgaria. 
 
However, my main point is that in 6 NM States there were also powerful internal causes of 
the large GDP falls which occurred in 2009. These are the Group A countries in my Tables I 
and II. For several years before 2009 there were taking place, in those countries, 
developments of the boom-bust category. The bust phase, by accident, more or less 
coincided with the negative impact of the external shock. The two destabilizing  
mechanisms reinforced each other in the 2nd half of 2008 and the 1st half of 2009, 
producing exceptionally large output falls in the Baltic States, and quite large  also in 
Bulgaria, Hungary and Romania. 
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In the 4 countries with currency board rules, as the charts 1-4 show (S. Hanke, Globe Asia, 
1 March 2010), and as Professor Hanke noted “changes in a country’s monetary base move 
in approximately a one-to-one correspondence with changes in foreign reserves” (op. cit., 
p. 22). In the years 2004-2008 capital inflows to those 4 countries were exceptionally 
large, igniting a credit-driven boom in investment and consumption. This boom was 
unsustainable, as it led to exceptionally large increases in the current account (CA) deficit 
and huge foreign debts. 
 
Governments of those 4 countries responded by reducing public debt to almost zero. 
However, public debt was small to begin with. To maintain macroeconomic stability in the 
years 2002-2007, a much more restrictive fiscal policy was required, namely a large – not 
small - general government (GG) fiscal surplus.  
 
Developments in those 4 countries can be compared to those which happened in South-
East Asia in the autumn 1997, where and when the combination of fixed exchange rates to 
the US Dollar and negative domestic real interest rates induced large CA deficits and large 
private sector foreign debts. The resulting falls in GDP in 1998 were in some economies in 
excess of 10 %. 
 
The case of Hungary is different. In that country it was not a monetary policy, but an 
expansionary fiscal policy of the government, conducted over several years before 2008, 
which was a key destabilizing factor. The policy led to a sharp increase in the cost of 
servicing public debt, which in turn forced the government to reduce significantly, by some 
4% of GDP, the GG budget deficit in 2008, just when a more relaxed fiscal policy would be 
helpful. This restrictive fiscal stance was maintained also in 2009, which therefore 
reinforced the negative impact of the external shock. A comparison between Hungary 
(Table II) and the 4 countries of Group B (Table IV) is instructive. Particularly striking is 
Hungary’s large total external debt. By the standards of emerging economies, the GG public 
debt has also become quite large. It is therefore not surprising that financial markets 
reacted in the way that they did, by demanding significantly higher interest on Hungary’s 
new public debt. This market discipline proved effective, though quite costly to Hungarians. 
 
Romania is the 6th member of the Group A. In that country there took place, in the 4 years 
2005-2008, the fastest growth of domestic credit among all NMS. The result was a very 
rapid, unsustainable, growth of domestic demand, including a 2-digit growth of private 
consumption. This impressively expansionary monetary policy was taking place despite a 
relatively high inflation rate and a high CA deficit. Again, a needed correction of that policy 
coincided with the external shock. 
 
 
3. The role of the euro membership 
 
The comparison between the Czech Republic and the Slovak Republic, the countries 
dependent on external markets to about the same extent, may indicate a limited role of the 
exchange rate policy in explaining the size of the GDP contraction. However, in the export 
sector of the Slovak Republic and the Czech Republic a dominant role is played by large 
foreign firms. Such firms are more immune (less responsive) to the variation of the 
exchange rate than are other firms, al least so in the short term. The Slovak Republic has 
gained from membership the benefits of lower interest rates on private and public debt, 
and this should help the country in the recovery and subsequent growth. 
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4. Old Member States and domestic policy responses 
 
The discussion above shows a quite large differentiation in monetary and fiscal policies that 
NMS have conducted so far. This indicates a rather limited role of old MS in the formation 
of policy by NMS. The main channel of influence remains the Maastricht Treaty. The NMS 
generally intend to enter the eurozone “as soon as possible”. The financial crisis confirmed 
the earlier evaluation that macroeconomic credibility of the NMS is significantly lower than 
that of old MS. Moreover, as judged by changes in interest spreads and currency rates, 
post-crisis this credibility gap has widened. 
 
In some countries, notably in Poland, public investment has been increased thanks to the 
increasing participation of EU financing in infrastructure and environmental projects. Also 
helpful has been the response of the financial institutions. In particular, parent commercial 
banks located in old MS acted in the critical 2nd half of 2008 to provide more liquidity to 
their affiliates in NMS. There has been also helpful activity by the European Central Bank, 
and by the old MS directly and through the IMF. 
 
 
5. Variation among the countries of  the Group B category  
 
Tables III and IV show a significant difference between Poland and the 3 other countries of 
the Group in the GDP response to the crisis. This is despite the fact of a substantial 
similarity of their solid macroeconomic foundations in the few years before the crisis. All 4 
countries experienced a recession in industry in 2009, but in Poland total industrial output 
fall was comparatively small, and in some branches – notably in chemical and electric 
products, computers, electronic and optical products, there were large increases in output. 
Domestic demand declined by 1%, but mainly as a result of destocking. Gross fixed capital 
formation remained virtually unchanged and private consumption increased by 2.3%. While 
exports declined sharply, imports declined even more, so net exports lifted Poland’s GDP by 
2.7 pp to 1.7% above the 2008 level. 
 
The relatively much better performance of the Polish economy remains somewhat of a 
puzzle. Several differences between Poland and the 3 other countries of the Group should 
be noted: 
 

- Poland is a  much larger country and therefore less dependent on exports; 
- Polish financial sector is, relatively, a much smaller part of the economy, and both 

households and firms rely much  less on bank credits; 
- Taxes (including insurance contributions) were reduced significantly in the years 

2007-2009, just before the crisis started , helping to maintain positive outlook of 
households  during the crisis; 

- Pension and other social transfers were also increased in real terms; 
- A relatively large depreciation of the zloty exchange rate helped to keep profit 

margins high, which reduced the pressure on firms to freeze investment projects or 
to reduce employment. 

 
However, the highly expansionary fiscal policy of Poland, adopted in the years 2008 and 
2009, increased the GG deficit to 7.2% in 2009, with potentially costly implications in the 
medium term. 
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6. The  right measure of the impact of the world financial crisis 
 
The economies of NMS were affected by the world financial crisis somewhat later than old 
MS. Moreover, the trend growth rates vary between countries, being generally higher in 
NMS by some 2-4 pp. In order to take these two factors into account, we should compare 
the departures of the two groups of economies from their trend growth paths, and we 
should do this comparison over a period of time longer than the year 2009.  I suggest to 
take 1.5% as the trend growth rate for the old MS. In case of Poland, for example, the 
trend growth rate is 4.5%. From the middle of 2008 until the end of 2010, the cumulative 
departure from the 1.5 % trend for the old MS may be estimated at some 6-7 pp. Such a 
departure was much bigger for the 6 NMS of the Group A, but essentially of similar size for 
the 4 NMS of the Group B. Even in Poland such a departure from the middle of 2008 until 
the end of 2010, assuming the GDP growth in 2010 at 2.5%, will have been some 6 pp. 
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Group A: countries where crisis partly in response to internal causes (EBRD’s 
Transition Report 2009 and EUROSTAT for  2005-2008, and estimates or forecasts reported  by
EUROSTAT for 2009 as of 19. 02.2010)1 
                

Table I: Macroeconomic performance 2005 – 2009     

 
GDP growth 

Private 
consumption 

growth 
Investment growth Inflation rate 

   

 
2005-
2007 

2008 2009 
2005-
2007 

2008 2009
2005-
2007 

2008
200
9 

2005-
2007 

2008 2009
   

                
Estonia 8.9 -3.6 -13.7 10.7 -4.8  14.3 -12.1  5      
Lithuania 8.5 2.8 -18.1 11.8 3.6  3.5 7.9  4.1      
Latvia 11 -4.6 -18.0 15.7 -5.4  15.8 -4.6  7.8 15.4     
Bulgaria 6.2 6 -5.9 6.4 6  19.9 20.4  7      
Romania 6 7.3 -8.0 11.1 10.8  20.3 8.3  7.1 7.9     
Hungary 3 0.6 -6.5 1.9 -0.5  1.4 -2.6  5.2 6.1     
                 
                

Table II: Macroeconomic (in)stability indicators 2005 - 2009 

 
Domestic credit 

growth 
CA balance, %GDP

GG fiscal balance, 
%GDP 

GG debt, %GDP 
Total external 
debt, %GDP 

 
2005-
2007 

2008 2009 
2005-
2007 

2008 
20
09

2005-
2007 

2008 2009 2005 2008 2009 2005 2008 2009

Estonia 36.1 8.1  -14.9 -9.5  2.2 -2.7  4.6 4.6  80.9 114.1  
Lithuania 43.9 17.4  -10.7 -12.3  -0.6 -3.2  18.4 15.6  47.6 68.9  
Latvia 51 17.9  -19.1 -13.2  -0.4 -4.1  12.4 19.5  94.7 124  
Bulgaria 35.7 33  -18.5 -25.2  1.7 1.8  29.2 14.1  70 104  
Romania 53.4 33  -12.1 -12.2  -2 -5.5  15.8 13.6  38.9 49  
Hungary 15.9 18.5  -7.4 -7.7  -7.9 -3.8  61.8 72.9  111 140.5  

                                                 
1 CA current account,  GG general government,  GDP gross domestic product 
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Group B: countries with strong initial fundamentals, growth slowdown or mild 
recession in response to the external shock only (sources the same as for Group A) 
                
                

Table III: Macroeconomic performance 2005 - 2009    
                

 
GDP growth 

Private 
consumption 

growth 
Investment growth Inflation rate 

   

 
2005-
2007 

2008 2009
2005-
2007 

2008 2009
2005-
2007 

2008 2009
2005-
2007 

2008 2009
   

                
Czech Republic 6.4 2.5 -4.8 3.4 2.8     2.4      
Poland 5.5 5 1.7 4 5.9 2.3 13 8.2 -0.3 1.9 4.2     
Slovak Republic 8.5 6.2 -5.8 6.4 6.1  11.9 6.8  3.3 4.6     
Slovenia 5.7 3.5 -7. 4 3 3  8.4 7.7  2.9 5.7     
                
                

Table IV: Macroeconomic stability indicators 2005 - 2009 
                

 

Domestic credit 
growth 

CA balance, %GDP
GG fiscal balance, 

%GDP 
GG debt, %GDP 

Total external 
debt, %GDP 

 
2005-
2007 

2008 2009
2005-
2007 

2008 2009
2005-
2007 

2008 2009 2005 2008 2009 2005 2008 2009

                
Czech Republic 16.7   -2.8 -3  -2.3 -2.1  29.7 30     
Poland 21.3 32.5 5.6 -2.8 -5.1 -0.8 -3.2 -3.6 -7.2 47.1 47.2 50.7 43.7 54.8 46.2
Slovak Republic 19.5   -5.8 -6.3  -2.7 -2.3  34.2 27.7  43.4 53.3  
Slovenia    -3 -6.2  -0.9 -1.8  27 22.5     
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Background notes to the presentation 
by Kateřina Šmídková 

Executive Director, Economic Research and Financial Stability Department, 
Czech National Bank 

 

At first glance, the so-called New Member States (NMS) were hit harder by the financial 
crisis than the so-called Old Member States (OMS). In 2009, the average growth rate for 
the OMS was -4% (-2% for the euro area members (EA) and -3% for the rest (non-EA)), 
while that for the NMS was -8% (-5% for the EA group and -9% for the non-EA group) – 
see Figure 1. 
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However, at second glance, the populations in all groups (NMS, OMS, EA, non-EA) were 
burdened with comparable costs in terms of lost GDP growth. This is well illustrated with 
population-weighted average growth rates. In this case, we observe comparable rates for 
the OMS (-4%) and NMS (-4%) in 2009 (see Figure 2). In this context, it is worth noting 
that the only EU member with a positive growth rate was Poland from the NMS group.  
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-6.0
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-3.0
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-1.0
0.0

NMS NMS nonEA NMS EA OMS OMS nonEA OMS EA

2009 Weighted average growth rates 2009 Average growth rates 
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This more detailed analysis of growth rates indicates that the impact of the crisis should be 
considered on a country-by-country basis. The two groups (OMS, NMS) are too 
heterogeneous to allow for a more aggregated analysis. Also, it might suggest that the 
terminology of “groups” rooted in history is now perhaps obsolete. It is important to note 
that – if used too often – this terminology can mislead markets into reacting to bad news in 
one NMS with a change in their investment decisions in all NMS. Due to this, there has 
been a growing risk of contagion.  

We need to dig deeper into the facts to see the country differences that mattered during 
the financial crisis. Firstly, certain macroeconomic factors increased the vulnerability of 
various countries in both groups (NMS and OMS). For example, large debtors were 
vulnerable, as were hard-peggers in comparison to some countries with floating exchange 
rate regimes. Secondly, certain characteristics of the financial system increased the 
vulnerability of various EU member states. Specifically, countries that save less and/or in 
which households are willing to take loans in foreign currency were hit by the crisis more 
severely.  

Among the NMS, the net external position (NFA) demonstrates clearly how heterogeneous 
the group we analyze is (see Figure 3). In several countries with hard pegs, the ratio of 
NFA to GDP exceeds -60%, which is considered to be the safe limit. Other countries, 
especially from the group of inflation targeters, weathered the crisis better due to a 
sustainable level of foreign debt.  

Currency board, hard peg

Bulgaria 

Estonia 

Latvia 
Lithuania 

-125

-100

-75

-50

-25

0

25

50

1995 1997 1999 2001 2003 2005 2007
-125

-115

-105

-95

-85

-75

-65

-55

-45

-35

-25

-15

-5

5

15

25

35

45
Inflation targeting

Czech 
Republic

Hungary 

Poland 

Romania

Slovak 
Republic 

-125

-100

-75

-50

-25

0

25

50

1995 1997 1999 2001 2003 2005 2007
-125

-100

-75

-50

-25

0

25

50

 
 

Another macroeconomic indicator that is worth considering is growth in housing prices. 
Despite the data limitations we face here, Figure 4 illustrates that the growth rates differed 
significantly across the NMS prior to the crisis. Again, countries with hard pegs seem to be 
more prone to housing price bubbles, while countries with floating exchange rates did not 
face such a risk.  
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Currency board, hard peg
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The NMS were not alone in exhibiting these patterns. Some OMS also faced large debt as 
well as housing price bubbles (see Figure 5, housing prices left, foreign debt right). To sum 
up, certain macroeconomic factors increased vulnerability during the financial crisis in 
various EU members, no matter when they joined the EU. 

 

Among financial sector characteristics, the ability of the banking sector to attract enough 
local deposits (in comparison to loans) seems crucial. Figure 6 compares the loan-to-
deposit ratio in the NMS with the benchmark constructed from the quartiles for the EA 
group (and with the EA average). It is immediately obvious that some NMS were able to 
attract more deposits than many EA members. This ability made them less dependent on 
foreign financial flows during the crisis, although it took the markets some time to realize 
that. It is not easy to determine why some countries were more successful than others in 
attracting local deposits. There is certainly a combination of reasons, such as credible 
monetary policy, no history of high inflation or devaluations, and financially aware 
households.  

Greece

Portugal

Spain

0.0

0.2

0.4

0.6

0.8

1.0

1.2

1.4

1.6

1.8

2.0

1

Greece

Portugal

Spain

-125

-100

-75

-50

-25

0

25

50

1995 1997 1999 2001 2003 2005 2007

61 



Workshop: the impact of the crisis on new Member States   
___________________________________________________________________________________________ 

 
 

Data source: BIS, IMF
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Similar observations can be made about foreign currency loans (in % of GDP – see Figure 
7). Relatively large NMS from Central Europe such as the Czech Republic, Slovakia and 
Poland have roughly the same, or an even lower, share of foreign currency loans as some 
OMS, while other NMS were vulnerable during the crisis due to their exposure to foreign 
currency loans.  

Source: BIS, ECB, national central banks

Note: EA = euro area. SI - data as of February 2008; BE - households 
include only housing loans, corporates include all client loans excluding 
housing loans. 
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During 2009, the international investment community focused on the role of international 
banks in the NMS, using the BIS consolidated banking statistics. The argument was that 
the NMS were prone to the risk of a “sudden stop” in external financing. However, the data 
across all EU countries reveal that the involvement of foreign banks in national EU 
economies is also large in a number of OMS, such as Ireland, the Netherlands, the UK and 
Belgium. Figure 8 shows the ratio of BIS-defined foreign claims to GDP, with the exception 
of Luxembourg (ratio around 1300%). From the BIS data, we can conclude that foreign 
ownership of the banking sector is not necessarily associated with large cross-border 
claims. 
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Source: BIS, IMF, Eurostat, CNB calculation
Note: Calculation based on BIS data using both available bases. The data for the EU and euro area (EA) are not consolidated.
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Similarly, foreign ownership of the banking sector is not necessarily associated with large 
net negative external positions of domestic banking sectors (see Figure 9). The banking 
sectors in some NMS in which foreign ownership clearly dominates have very small 
negative or even positive external net positions. 

 

Data source: BIS, IMF
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Several banking sectors in the NMS passed through the global financial turmoil without any 
major difficulties and the national authorities in a number of countries were not forced to 
apply any measures to support their banking sectors (for example in the Czech Republic, 
Slovakia and Poland and, maybe surprisingly, even in Estonia and Bulgaria). As far as the 
long-term factors behind stability are concerned, the banks’ focus on the traditional 
conservative business model, which has so far generated sufficient income for foreign 
owners on these countries’ relatively unsaturated financial markets, was of prime 
importance. The banks’ balance sheets mainly comprise loans to households and corporates 
plus some exposure to the government and central banks. The banks generally avoided 
investing in risky and complex securities. With this strategy, these banking sectors 
generated relatively high return on equity. This helped to keep capital adequacy at 
relatively high levels without supportive injections from the government. The main source 
of profits for most banks was growing income from financial activities (in particular, net 
interest income and net fee income), despite an increase in asset impairment due to a rise 
in non-performing loans. 
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The lessons are not trivial. We can state that sound and credible macroeconomic policies 
prior to the crisis reduced the vulnerabilities of EU members to the impact of the financial 
crisis. They contributed to lower exposure to and lower dependence on foreign funds as 
well as to reduced risks of housing price bubbles. We can also state that sound, systemic-
risk-aware management of the banking sector and sound supervision helped. Countries 
with traditional banking sectors not burdened with complex products were not hit so hard 
by the crisis.  

 

The challenges ahead are enormous. Firstly, hard-peggers need to find a policy mix that 
will prevent large balance-of-payments imbalances from accumulating. It seems that 
floaters adjust faster, although they have more volatile exchange rates. With a fixed 
exchange rate or in the EA, the balance-of-payments constraints do not disappear. 
Secondly, it is important to improve ways of internalizing systemic risks into risk 
management. For example, we need a mechanism via which parent banks can be forced to 
compromise their profit ambitions if the authorities in host countries identify major risks of 
a macroprudential/systemic nature. Thirdly, due to the extensive use of the euro in some 
countries outside the euro area, proper macro liquidity contingency planning should be 
established. National policy tools are not always sufficient. The use of the euro outside the 
EA inevitably means that if a crisis strikes, there will be some negative impact on the EA 
too – immediate liquidity facilities for countries that are obviously solvent though just hit by 
the outbreak of a global liquidity crisis should be viewed as helpful. Fourthly, it is too early 
to fully evaluate the impact of fiscal rescue packages on the euro adoption process. At first 
glance, if the rules stay the same, it may well be that increased fiscal deficits and debts 
may slow down the process.  
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The Impact of the Crisis on New Member States 
by Zsolt Darvas 

Research Fellow, Bruegel and Institute of Economics of the Hungarian 
Academy of Sciences and Corvinus University of Budapest 

 
 
1. Introduction 
 
Before the crisis, the European Union's new member states (NMS) and other countries in 
central and eastern Europe (CEE), seemed to be making fast and reasonably smooth 
economic progress. The crisis, however, strongly affected these economies, though with 
varying impacts. Most CEE countries have been hit harder than the EU15 average. Looking 
beyond the current shock, a fundamental question is if the crisis will have a lasting impact 
on the economic models of the NMS and on their prospects of catching-up economically 
with their western European counterparts. These issues are discussed in detail, with related 
policy suggestions drawn out, by the Central European Expert Group (2010). 
 
This briefing paper discusses the following aspects of the crisis in the NMS: 
 

 Why were certain NMS hit particularly hard by the financial crisis, while others were 
less affected?  

 What were the implications of financial integration for the emergence and 
transmission of the crisis?  

 Was the EU’s response towards the region, including the European Central Bank’s 
response, adequate? 

 What are the implications of the crisis for NMS euro-area membership? 
 
Before addressing these questions, it is useful to recall the key features of the NMS 
development model.  
 
 
2. The pre-crisis development model of NMS 
 
NMS, EU candidate countries and some other CEE countries have pursued a distinctive 
model of transition and development during the last decade. Their approach has been 
based on integration into the EU, including political integration and institutional 
development, trade integration, financial integration and labour mobility. While these 
factors were also present to various extents in old EU member states, it must be 
emphasised that most CEE countries have reached very high levels of integration. In 
particular,   
 

 there were huge inflows of capital (Figure 1), and most (in some countries all) of the 
banking systems became owned by western European banking groups, 

 the ratio of foreign trade to GDP is in general much higher in the NMS than in EU15 
countries (Table 1).  

 
Figure 1 shows that net private capital flows reached about 11 percent of the GDP of the 
whole of the central and eastern European region before the crisis. No other emerging or 
developing regions have experienced such a massive inflow of capital. 
 

65 



Workshop: the impact of the crisis on new Member States   
___________________________________________________________________________________________ 

 
 
Figure 1: Net private capital inflows to central and eastern Europe, 1989-2010 (% 
GDP) 
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Source: IMF. 
Note: Other flows mainly refer to cross-border loans. 
 
Table 1 highlights the strong dependence of NMS on foreign trade. 
 
Table 1: Exports plus import per GDP in 2007 (percent) 
Bulgaria 148.9 
Czech Republic 155.1 
Cyprus 104.0 
Estonia 156.8 
Hungary 159.3 
Latvia 104.6 
Lithuania 121.5 
Malta 182.1 
Poland 84.4 
Romania 75.2 
Slovakia 174.0 
Slovenia 140.8 
EU-15 
average 77.1 

Source: IMF. 
 
The very high level of financial and trade integration made the whole region vulnerable to a 
sudden stop or reversal of capital flows and the drop-off in foreign trade. The crisis, which 
originated in the financial systems of developed economies, led to disruptions to the 
functioning of financial markets and a huge fall in cross-border capital flows and global 
trade. 
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3. The impact of the crisis in NMS   
 
CEE countries (including EU NMS) were hit harder by the crisis than any other region of the 
world. Figure 2 shows the impact on all EU countries in comparison to selected other 
countries and regions. Only Ireland (from the EU15) and the CIS (among other country 
groupings) were hit harder than most NMS (with the exception of the Baltic states).2  
 
Figure 2: Impact of the crisis: downward revision of GDP level forecasts for 2010 
(Percentage difference between October 2009 and October 2007 forecast) 
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Source: Author’s calculations based on IMF and DG ECFIN data. 

Yet, the 'worst problems from past crises', such as currency overshoots, bank runs and 
banking system collapses, have (so far) been avoided. It is also important to emphasise 
that, although the overall impact was very significant, there is substantial variation in the 
impact on different countries. 
 
The following factors explain the substantial, but variable, impact: 

1. Strong reliance on capital inflows, to which there was a sudden stop (though not a 
withdrawal, on average, see Figure 1): net private capital inflows fell from about 11 
percent of GDP to close to zero; 

2. Strong reliance on foreign trade and the specific trade structures in some countries 
(eg automobiles in Slovakia): overall imports of EU15 countries, the NMS' main 
trading partners, fell by 12 percent in 2009 compared to 2008; 

3. Fall in remittances received from migrants; 
4. Vulnerabilities: 

a) Pre-crisis housing bubbles, funded (partly or fully) by foreign-currency loans 
b) Large and persistent current-account deficits  
c) Large (mainly private sector) external debts 

                                                 
2 The impact of the crisis should be assessed against a benchmark. The use of the actual fall in GDP assumes that 
the benchmark is zero, which is not a very intuitive assumption. A better benchmark is the average pre-crisis 
actual or potential growth. An even better measurement of the impact of the crisis is a comparison of how the 
GDP level at a certain future date looks now compared to how it looked before the crisis, as economic decisions 
before the crisis were aligned to the economic outlook of that time.  
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There are substantial differences between NMS in each of these four areas. For example, 
current-account deficits were around 20 percent of GDP in the Baltic states and in Bulgaria 
in the years before the crisis, and consequently external debt expanded rapidly. In the 
Baltic countries, the adjustment of large current account deficits had already started before 
the crisis, but the crisis significantly magnified the adjustment (for a detailed account of the 
crisis in the Baltic states and an analysis of policy options, see Darvas 2009c). 
 
Among the NMS, Cyprus, Malta and Poland have been less severely hit. Poland has in effect 
been protected by its lower level of openness (Table 1) and the fall in the exchange rate, 
while in Cyprus and Malta the low share of industrial production in the economy compared 
to other NMS likely played a role. All three countries had fiscal space to allow the automatic 
stabilisers to operate and to provide discretionary stimulus, which may have reduced the 
impact of the crisis. 
 
The Czech Republic, Slovenia and to a lesser extent Slovakia also introduced some 
discretionary fiscal measures to counterbalance the impact of the crisis, but the drop-off in 
foreign trade affected them severely and led to a sharp output fall. The other six countries 
(Bulgaria, Estonia, Hungary, Lithuania, Latvia and Romania) could not even allow the 
automatic stabilisers to operate; instead they had to implement substantial budget 
consolidation in the midst of the deep crisis, which worsened the situation (Darvas, 2009a). 
This was in sharp contrast to the fiscal response in western Europe and highlights an 
asymmetry: western European economies with generally high government-debt levels were 
able to rely on automatic stabilisers and used discretionary stimulus to tackle the crisis, 
while many NMS had to do the painful opposite, despite very low levels of government debt 
in five countries of the six countries mentioned above (ranging from four to 29 percent of 
GDP in 2007) and close to the Maastricht level in the sixth country, Hungary (66 percent of 
GDP in 2007). Institutional changes are needed to stop this asymmetry from happening 
again (see Section 4). 
 
Using econometric techniques, Berglöf et al (2009) studied the relationship between crisis 
response and a variety of possible explanatory variables, such as pre-crisis credit growth, 
FDI stock, foreign bank ownership, external debt, corruption perception (as a proxy for 
institutions) and the simultaneous fall in exports and lending, plus a dummy for hard pegs. 
They found that more than half of the cross-country variation in output decline can be 
explained by these variables, of which some relate to macroeconomic vulnerabilities (eg 
pre-crisis credit growth and external debt) and some to cushioning factors (eg foreign bank 
ownership). 
 
 
4. Vulnerability and financial integration 
 
Hence, a key conclusion is that in the crisis more vulnerable countries suffered more, but 
prudent countries also suffered. A crucial question is why some countries became 
vulnerable, for example, why pre-crisis credit expansion reached very high levels and why 
current-account balances deteriorated sharply. 
 
Some of the reasons for vulnerability relate to domestic policy. In the Baltic states and 
Bulgaria fiscal policy was rather prudent before the crisis, but the fixed exchange-rate 
regime led to high inflation. This was because, when a country is catching-up in terms of 
GDP per capita (as was the case in all NMS before the crisis), its price level also increases. 
When the exchange rate is fixed, the price-level increase translates into higher inflation3. 

 
3 In countries with a floating exchange rate, price-level convergence can also be accommodated by nominal 
exchange-rate appreciation, as happened for example in the Czech Republic, Poland and (before fixing the 
conversion rate of the Slovak koruna to the euro in the summer of 2008) in Slovakia. 
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High inflation and the credibility of the exchange rate peg leads to borrowing in foreign 
currency, which leads to low real interest rates (See Darvas and Szapáry (2008) for a 
detailed analysis of issues related to price-level convergence in the context of EU 
enlargement). 
 
Hungary is an outlier among the NMS because it pursued a highly irresponsible fiscal policy 
during the ‘good years’ before the crisis and inflation remained reasonably high, leading to 
high domestic interest rates which stimulated the demand for foreign-currency loans. 
Romania exhibited a quite similar pattern, though fiscal policy was not as irresponsible as in 
Hungary, but inflation was even higher in every year during the past decade except 2007. 
 
Thus, there were domestic reasons for the build-up of vulnerable structures. But domestic 
factors alone cannot be blamed. For example, it is frequently argued that fiscal policy 
should have counterbalanced excess domestic demand, but fiscal policy cannot 
counterbalance a current-account deficit in the order of magnitude of 20 percent of GDP. 
Similarly, banking regulation and supervision cannot effectively cool credit growth when it 
is predominantly foreign banks that are granting credit excessively. In a financially 
integrated Europe, direct borrowing, eg from the foreign parent of domestic banks, can 
circumvent domestic regulations. 
 
Consequently, the complete openness of capital markets, which was a key condition of EU 
membership, has also indirectly contributed to the build-up of domestic vulnerabilities. 
Financial integration therefore had various impacts on the NMS (see Darvas and Szapáry 
(2008) for details): 
 

 It contributed to pre-crisis potential economic growth by increasing the efficiency of 
the banking sector, by increasing FDI and by transferring knowledge through FDI; 

 It fuelled pre-crisis actual economic growth by increasing domestic demand through 
substantial capital inflows and by lowering real interest rates; 

 It contributed to the pre-crisis build-up of vulnerabilities (aggressive bank lending; 
inadequate risk management); 

 It cushioned capital outflows during the crisis because of the ownership of banks by 
foreign banks (EBRD, 2009). 

 
Foreign ownership of the banking systems in the NMS has worrying implications for the 
future. The exposure of some banking groups in CEE countries has increased sharply and 
has reached high levels. These banking groups may wish to decrease their exposure in the 
region. Deleveraging processes that must be done at banking group level are an additional 
incentive for this. Furthermore, some banks may wish to roll over existing dubious loans in 
their regional subsidiaries and branches instead of assuming the losses and cleaning up 
their balance sheet, further implying that credit growth may be negligible in some CEE 
countries in the next few years. As economic growth in the region depends heavily on credit 
growth, withheld credit growth could hamper post-crisis economic growth. Domestic policy 
measures, including bank regulation, supervision and monetary policy, can do little to 
change the behaviour of the subsidiaries and branches of European banking groups. 
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5. The EU’s support to the region 
 
As mentioned, despite the deep impact of the crisis on the region, 'the worst problems from 
past crises', such as uncontrolled exchange-rate depreciations and banking system 
collapses, have been avoided. The EU played an important role in this. In particular, the 
following measures benefited NMS and some other CEE countries (see Darvas (2009d) for 
details and other channels through which the EU supported CEE countries): 
 

 Coordinated multilateral response (EU/IMF loans, frontloading of disbursement from 
structural and cohesion funds, expansion of European Investment Bank and 
European Bank for Reconstruction and Development activities), 

 Pre-crisis, the region's financial sectors were relatively sound (compared to the 
Asian countries in the 1990s, for example), 

 Dominant presence of foreign banks and their continuing committed to the region 
(the 'Vienna initiative', ECB support for parent banks; the EU’s political commitment 
to supporting subsidiaries). 

 
But there have also been shortcomings in the EU's support to CEE countries. Among these, 
the non-establishment of a ‘mega-fund’ is controversial. This would have been a fund of 
several hundred billion euros for purposes such as replacing the shortfall in private-capital 
flows to the region and supporting local banks. Such a fund is probably feasible, but the 
risk of moral hazard, lack of clarity in the various proposals, existing facilities and the 
standard (non-crisis) EU support for NMS and neighbourhood countries, made EU and 
western-European policymakers understandably reluctant. 
 
However, in the longer term, a stabilisation fund or a guarantee scheme to help responsible 
countries cope with volatile capital flows should be set up. This would help alleviate the 
asymmetry of letting automatic stabilisers operate and of implementing discretionary fiscal 
stimulus in euro-area countries (some of which have high government-debt levels), but 
doing the opposite in countries outside the euro area (despite low government-debt levels.) 
For example, the IMF now has a so-called ‘Flexible Credit Line’, which is granted to prudent 
countries based on pre-qualification and with very minor conditionality (Poland, Mexico and 
Columbia have applied for this facility and have received it). It is notable that the EU lacks 
a similar facility, which should be automatic within the EU, but also could and should be 
extended to EU candidate and neighbourhood countries4. 
 
Another shortcoming in the EU’s response relates to euro liquidity provision. Before the 
crisis, banks in the region (including subsidiaries and branches of western European banks) 
relied heavily on the euro-area money markets. But the near-paralysis of the euro-area 
interbank money market after the collapse of Lehman Brothers meant that (especially non-
foreign bank owned) commercial banks in central and eastern Europe were largely cut off 
from euro liquidity. The more the ECB (rightly) moved into new territory to remedy the 
shortage of liquidity in the euro area, the more it was inadvertently putting the region’s 
banks – at least those without access to a parent bank’s liquidity – at a disadvantage, while 
making their government bonds unattractive. 
 

 
4 Currently, the Greek government is seeking financing from other euro-area countries, or from the EU, on the 
basis that cheap credit would facilitate its fiscal adjustment programme. It is not yet sure if the EU will provide 
such funding, but Greece should not receive special treatment: there are many NMS paying similar or even higher 
prices than Greece for borrowing, and these countries have followed much more responsible policies in the past 
and have not manipulated the figures. If an ad hoc facility is to set up for Greece, it should also be extended to 
other EU countries. 
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The ECB should have gone further in recognising the extent of its regional responsibilities 
by temporarily extending currency-swap agreements5 to at least some central- and 
eastern-European central banks. It could have also done this by accepting as collateral 
government bonds denominated in the currencies of non-euro area EU countries, and, even 
more radically, by offering to banks from non-euro area EU countries access to its euro-
refinancing facilities. When accompanied with proper risk management, this would not have 
exposed the ECB to more risk than that presented by its other operations, such as the risk 
inherent in the expanded set of lower-quality and US dollar, British pound and Japanese 
yen securities (issued in the euro area) that became eligible for ECB refinancing in response 
to the crisis. 
 
Such action would have helped directly and boosted market sentiment. The ECB did offer 
swaps to Denmark and Sweden, and it is difficult to understand why Poland, for example, 
was treated differently. The ECB may have wanted political backing before extending 
swaps, but it was not forthcoming. It is correct in normal times that the European 
Commission, Council and individual euro-area governments do not comment on the ECB’s 
monetary-policy decisions. But the possible political support for extending swaps and other 
possible operations beyond Denmark and Sweden at a time of extraordinary circumstances 
is a completely different matter. 
 
 
6. Impact of the crisis on euro-area enlargement 
 
6.1 Desirability of euro-area enlargement 
 
During the first phases of the crisis, the euro gained in prestige, despite the great 
variability in euro-area members' crisis response efforts. The increased prestige was largely 
down to the decisive and prompt response of the ECB. Even in countries that were reluctant 
to join before the crisis, such as Denmark, the Czech Republic and Poland, policymakers 
expressed renewed interest in joining the euro area. However, market sentiment 
completely changed in early 2010 because of the Greek debt crisis, which has tested the 
coherence of the euro area in the eyes of many analysts. Euro outsiders (apart from the 
countries with exchange rates fixed to the euro) became more ambiguous about joining the 
euro area. 
 
In our view the Greek debt crisis, which is primarily a fiscal crisis, does not threaten the 
long run viability of the euro area. The persistently low growth performance of Portugal and 
Italy during the first decade of the euro is more worrying and more difficult to address, as it 
is extremely tough to regain competitiveness inside the euro area. Spain has also lost 
competitiveness and will likely face challenges similar to Italy and Portugal in the coming 
decade. (See Darvas (2010) for an analysis of these issues.) 
 
In response to the Greek debt crisis, current euro-area members may prefer to concentrate 
on the current problems within the euro area, and on institutional reform, which would 
urgently be needed to ensure a better functioning of the euro area. Unfortunately, 
however, the Greek debt crisis, but also problems with Italy, Portugal, and Spain may 
substantially reduce the tendency of current euro-area members to favour enlargement. 
This would be unfortunate because the NMS are worlds apart from these four 
Mediterranean countries. For example, most NMS have very low government debt and their 
economies are much more flexible. A more careful reading of the euro area's first twelve 
years suggests that it is not impossible to manage economic catching-up within the euro 
area, especially if the policy lessons from current members are drawn and followed 
(Darvas, 2010). 
                                                 
5 The ECB provided euro repo to Hungary and Poland: these two countries got euro liquidity in exchange for their 
foreign exchange reserves. This facility was not a swap, but is frequently confused with a swap by journalists and 
also by some academics. As this facility did not provide additional access to euros (as euro liquidity was provided 
against euro-denominated securities), it was much less helpful than a swap would had been. 
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It is another question, however, if it is wise for countries currently outside to join, or if they 
should wait and opt for a floating exchange rate until a higher level of real convergence is 
achieved. Although most of the NMS comply with the optimum currency area (OCA) 
criteria, inflation targeting with floating rates is better suited than hard pegs to manage the 
economic catching-up process (Darvas and Szapáry, 2008). This is because, as mentioned 
in Section 4, the necessary structural price-level convergence can be absorbed by the 
nominal exchange rate and not (or to a lesser extent) by inflation, hence all distortions 
(including low real interest rates) caused by inflation could be eliminated. However, the 
difficulties of managing the convergence process under inflation targeting with floating 
exchange rates should not be underestimated either. 
 
Among the NMS with flexible exchange-rate regimes, the Czech Republic and Poland were 
quite successful in the pre-crisis period in containing inflation and the build-up of 
vulnerabilities. These two countries were able to follow counter-cyclical fiscal policy during 
the crisis. However, Hungary and Romania were much less successful before the crisis and 
paid a huge price. The crisis therefore has highlighted the crucial implications of 
macroeconomic policies and the devastating consequences of the loss of credibility. 
 
Consequently, those flexible exchange-rate NMS that did gain credibility may have an 
interest in maintaining their flexible exchange-rate systems for a while. But countries that 
found themselves a trap with high risk premiums and low credibility might be better 
advised to join sooner and adopt appropriate provisions to avoid the mistakes of Greece, 
Italy, Portugal and Spain. The same applies to fixed exchange rate countries, which became 
highly euroised, but these countries should select very carefully the conversion rate at the 
time of euro adoption in order not to enter the euro area at an overvalued exchange rate.  
 
From the perspective of current euro-area members, keeping countries outside the euro is 
not in their interest, because different monetary regimes allow for competitive 
devaluations, increase instability on the borders of the euro area (directly impacting all 
business relationships between countries inside and outside the euro area), increases 
migration into the euro area (Ahearne et al, 2009) and reduces the attractiveness of the EU 
(not to mention leaving crisis support for EU neighbourhood countries to international 
financial institutions and western European banks with subsidiaries there; see Darvas, 
2009b). 
 
6.2 Maastricht criteria 
 
The reasons for strict adherence to the euro-entry criteria are fundamentally flawed due to 
the many ‘flexible’ interpretations of the criteria for previous candidates, who were 
admitted to the euro area, and because of the continuous violation of the criteria by euro-
area members. Meanwhile, the EU's expansion to 27 members has made the criteria 
tougher for NMS to meet, because two criteria are benchmarked on the three best 
performer member states of the EU: the three best performers among 27 countries is 
expected to have a lower average than among 15 countries, according to the current 
interpretation of the ‘three best performers’ (see later). Strict adherence to the criteria is 
thus contrary to the principle of equal treatment. 
 
It is also highly unfavourable that a country's ability to meet the current criteria depends 
on the business cycle: most countries can join only in good times, which does not make 
sense and does not ensure sustainability in bad times. Estonia is the opposite: during the 
good times it had a very high inflation rate and hence could not join, while the crisis has 
created deflationary pressures thus in principle helping Estonia to meet the inflation 
criterion. Yet Estonia had to implement a very substantial budget consolidation in the midst 
of a GDP collapse of more than 20 percent in 2008-2009, in order to meet the three 
percent deficit criterion.  
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Because of this heroic effort, Estonia has a good chance of meeting all criteria by the spring 
2010 evaluation. However, the ECB's and the European Commission's convergence reports 
have to assess if the criteria have been met in a sustainable way. We just hope that the 
sustainability assessment will be as vague as it was for previous candidates that were 
admitted to the euro area, and thus will not be a barrier to Estonia joining in January 2011. 
Yet Estonia must seriously consider the selection of the conversion rate and should not 
stick to the current rate just because it prevailed in the past (see Darvas (2009c) for 
further details on the special situation of the Baltic states and on the entry criteria). 
 
During the crisis, European officials did nothing to adapt the entry criteria. This resistance 
to change has disadvantaged countries that were seeking the stability and credibility 
offered by eventual euro-area membership. A change in attitudes towards euro introduction 
would also have boosted confidence. 
 
The reform of the criteria could be done on three levels. First, the inflation and the interest-
rate criteria are benchmarked on the ‘three best-performing member states of the EU in 
terms of price stability’. This has been interpreted in a special way. The Treaty does not 
specify how to determine the ‘three best performers’, and in practice this been defined as 
the three EU countries with the lowest non-negative inflation rates. Nothing would prevent 
the Commission and the ECB from interpreting it differently, for example, by selecting the 
three countries that have inflation rates closest to the average of the euro area (as 
suggested by Darvas and Szapáry (2008) and Darvas (2009c)). Second, there is a way to 
reform the measurement of the four criteria within the framework of the current Treaty 
with a unanimous decision of the Council (Darvas, 2009c). Third, a formal Treaty change 
would enable a more fundamental revision6. 
 
Two decades after the criteria were designed and one decade since the euro was launched, 
it is time to reform the criteria and to strengthen their economic rationale. This should be 
done, of course, in parallel with enhanced surveillance and economic policy coordination, 
including the reform of the Stability and Growth Pact, to ensure the better functioning of 
the euro area. 
 
 
7. Summary 
 
The crisis, which originated in misbehaviour in the financial systems of developed countries, 
hit hard the NMS and other countries in central and eastern Europe, because of very high 
levels of financial and trade integration. More vulnerable countries suffered more. Better 
pre-crisis macroeconomic policies in some countries played a positive role in crisis 
response, but there are deeper reasons for vulnerabilities beyond domestic policy mistakes, 
which are related to the high level of integration. Also, with the notable exception of 
Poland, less-vulnerable countries also suffered significantly in the crisis. However, the worst 
problems of past crises have been avoided, with the EU playing an important role in this. 
Nevertheless, there were major shortcomings in EU support for CEE economies. The 
lessons from the crisis should be learned and both domestic and EU policies and institutions 
should be reformed accordingly. 
 
Beyond the current shock, a crucial issue is whether the CEE region’s growth model is 
sustainable. This is analysed in detail – along with the related policy issues – in Central 
European Expert Group (2010). 
 

                                                 
6 Ideally, the fiscal criterion should require fiscal sustainability by necessitating that the forecast path of 
government debt will remain below, eg 60 percent of GDP in the medium and long run. This would allow automatic 
stabilisers to operate, and discretionary fiscal stimulus during crisis, but would also necessitate counter-cyclical 
tightening during good years. It would also consider contingent liabilities of the public sector related to, eg aging. 
However, as such a criterion is difficult to formulate in simple terms and the forecasts can always be debated. 
Hence, a good and straightforward solution would be to relate all criteria to the euro-area average. 
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The role of cohesion policy in the exit from the crisis in the 
New Member States 

by Fabian Zuleeg 

Chief Economist, European Policy Centre7 

 
Introduction 
 
This paper has been written for the CRIS Committee of the European Parliament to assess 
what role cohesion policy should have in the exit from the crisis in the New Member States 
(NMS). The main cohesion policy instruments available are the European Regional 
Development Fund (ERDF), the European Social Fund (ESF) and the Cohesion Fund (CF), as 
well as the lending activities of  the European Investment Bank (EIB).8 The paper 
concentrates on the NMS, in particular the ten Central and Eastern European countries. 
 
The focus of this paper is on how these instruments should be used in future and whether 
they can form a useful component of the exit strategy from the crisis, both in the short and 
in the medium term. Consequently, the paper does not carry out a detailed assessment of 
how useful these instruments have been in addressing the immediate impact of the crisis or 
a critique of cohesion policy per se. Nevertheless, it touches on these issues where they 
illuminate the potential usefulness of cohesion policy for addressing the future impacts of 
the crisis. 
 
 
Exit from the crisis? 
 
To assess what role the cohesion instruments can have it is critically important to assess 
what stage of the crisis has now been reached and the likely developments going forward. 
The broad consensus position can be summarised as follows: 
 

 The financial sector crisis has abated but there are still significant risks and many 
structural issues which need to be addressed. Access to credit is likely to continue 
to be more limited than it was before the crisis; 
 

 The recession in the real economy which followed the financial crisis was very deep 
in Europe (with some of the NMS among the hardest hit globally) but government 
intervention helped to limit some of its worst impacts. A recovery is now under way 
but that recovery is weak and fragile; and 
 

 The negative impacts of the crisis will be with us for some time to come, 
particularly in labour markets and in public finances, as well as in the financial 
sector. 

 
It is important to recognise that the situation differs between different countries. Countries 
were affected differently by the crisis, depending on, for example, the exchange rate 
regime, policy choices and the level of external liabilities. Most NMS did not have high 
levels of government debt but deficits were/are very high in some countries. Overall, 
growth and employment has suffered in all NMS. 
 

                                                 
7 The author is writing here in a personal capacity. 
8 This paper does not consider the European rules on state aid or public procurement. While some consider a 
relaxation of these rules as being an essential component to enable regional and national authorities to respond to 
the crisis, others highlight the significant risk to the Single Market. Assessing these arguments is beyond the scope 
of this paper. 
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An area of significant uncertainty is the future growth performance of the European 
economies. The key question is whether, in addition to impacting on the level of GDP, the 
crisis has damaged the long run potential growth rate. If we expect the growth rate to 
recover to pre-crisis levels, ‘bridging’ the intervening period with higher government 
spending can be beneficial. If, however, the growth rate has been damaged more 
permanently, the focus should shift to increasing long run economic potential even if short 
run economic activity suffers. Boosting short term demand through, for example, debt-
financed tax cuts only make sense if it acts as a ‘bridge’ to longer run recovery. On the 
other hand, if the recovery is likely to be weak, the focus should shift to, for example, long 
run investment to increase the future growth rate. 
 
 
Cohesion funds as a response to the crisis 
 
When the crisis hit, many countries across Europe used debt-financed government 
spending to cushion the impact of the crisis. At the same time, at EU level consideration 
was given to how the EU could contribute. What was the cohesion fund component of the 
European Economic Recovery Plan (EERP)9? Much of the EU level response focused on the 
cohesion instruments and EIB lending as possible interventions to counter the crisis. In the 
end, it was agreed that the Structural Funds could be ‘frontloaded’, i.e. that more funding 
could be spent now than originally foreseen, reducing future payments. At the same time, 
regions were given more flexibility to allocate funding to activities which could counteract 
the impact of the crisis. The overall framework envelope for EIB lending was also increased 
significantly. 
 
Broadly speaking the EERP focused on four areas: support to businesses, labour market 
support, increasing domestic demand and infrastructure projects. The Structural Funds 
were more likely to be effective for active labour market policy (ESF) and infrastructure as 
well as aspects of business support, for example innovation support (ERDF). They are less 
likely to be useful in direct support to businesses, maintaining employment or boosting 
domestic demand. 
 
Data and evidence on the usage and impact of these provisions is still difficult to come by. 
A CoR survey10 seems to indicate that around half of the regions which responded to the 
survey had used the provisions and found them helpful to counteract the crisis: "Around 
55% of the respondents rated the contribution of the Structural Funds to counteracting the 
effects of the crisis as ‘high’ or ‘fairly high’" (CoR, 2010, p. 12). 
 
In relation to various questions about the contribution of targeted elements of the EERP, 
about 15% of respondents were unaware. This suggests that there is a problem of visibility, 
on the ground, of EU level support to address the crisis. This is important when considering 
the future potential of EU policy to support the exit from the crisis. 
 
Even if cohesion funding was used and was spent quickly, this does not mean the money 
was spent effectively. There is no evaluation evidence at this stage which assesses the 
effectiveness of the frontloaded spending. 
 
What also needs to be assessed is how quickly the money had an impact on the ground, 
i.e. was there a significant impact and, if yes, was the main impact in the period 2009-
2010. There are also ongoing concerns about the funds still being administered too 
bureaucratically even though there have been improvements. 

 
9 http://ec.europa.eu/commission_barroso/president/pdf/Comm_20081126.pdf 
10 Committee of the Regions; Survey - European Economic Recovery Plan in Regions & Cities: One Year On; 
January 2010. Please note that there are significant limitations to extrapolating from this survey to all regions as 
the response rate was quite low and the responses are not representative (for example, around 1/3 of the regions 
which responded are located in Latvia).  
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Limitations of cohesion policy 
 
The effectiveness, speed and responsiveness of cohesion instruments as well as the level of 
bureaucracy involved have been recurring issues in discussions on cohesion policy. In 
response to the crisis, more flexibility was introduced but overall, the funds remain too slow 
and bureaucratic to respond quickly to short term challenges. 
 
While more flexibility has been introduced, the ability to transfer funding to new priorities 
within a programme and especially between programmes is still limited and there is almost 
no possibility to reallocate funding between geographies. Many parameters are fixed by the 
multi-annual nature of the EU budget with the current period running from 2007-2013. 
While there might be more flexibility for the post 2014 period this would be too late to deal 
with the short term impacts of the current crisis. 
 
In part, this is intentional. Structural fund spending should be guided by long term 
strategies – the operational programmes. This means that the existing spending 
mechanisms are more suitable for long term investments rather than short term current 
spending. In many cases, changing the orientation of individual projects would also take 
time even if the orientation of the operational programme changes. 
 
 
The challenges 
 
So what are the future key challenges for the NMS economies? There is a mixture of inter-
related short, medium and long term challenges, in part due to impacts of the crisis but 
there are also challenges which pre-date the crisis. 
 
In the short term, low domestic demand is still affecting many countries and the crisis in 
the financial sector is not yet over, with availability of credit and capital still limited. In the 
medium term, the employment crisis is likely to affect many more countries and a number 
of countries will also struggle to achieve sustainable finances. Sources of investment might 
also be more difficult to come by, with, for example more competition for a smaller amount 
of Foreign Direct Investment. The longer term challenges include the loss of growth 
potential and the need to find new drivers for competitive advantage in the NMS. The NMS 
must also deal with the demographic challenge and the transformation necessary to deal 
with climate change. 
 
 
A role for cohesion policy? 
 
In how far can the cohesion instruments deal with these challenges? Crucially, this depends 
on three questions: 
 

 Is there sufficient scale within the instruments to deal with the challenge? 
 

 Will the funding be additional, i.e. will it finance actions which would otherwise not 
take place? 

 
 Does the timing of the cohesion funding fit with the timing of the challenge? 

 
In terms of scale, it is true that the cohesion instruments are only a very small part of 
public spending in the EU (around 0.4% of GNI). However, in the NMS they are more 
significant, given that these countries are the main recipients of EU funds and that their 
GNI is still significantly below EU average GDP. As the funding tends to be biased towards 
longer term investments, it is also a more important part of public investment rather than 
current spending.  
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In addition, there is also leverage with cohesion funding impacting on national public 
spending and some private sector spending. For the recipients, the funding comes with no 
pressures to match spending by increasing revenue through taxation. 
 
This means that overall the impact of the funds is significant in the NMS but, given the 
scale and scope of the challenge, they are insufficient, on their own, to deal with some of 
the large challenges. In addition, there is likely to be a lack of impact if spread too thinly. 
This can be mitigated to some extent if the NMS spend the money effectively, leveraging 
additional investments and funding. But even then, there are limitations on how many 
different objectives the funds can achieve. 
 
In terms of additionality, the crisis makes it more likely that the EU funding is additional as 
there will be a lack of domestic funding available and there will be a higher level of need 
which needs to be addressed. This does not necessarily mean that these funds deliver 
additional outcomes – that will depend on how effective and efficient the funding 
programmes are. 
 
Additional pressures on public funding could imply that funds need to move more 
mainstream, i.e. that they end up funding programmes which were previously provided 
through national funding but are no longer affordable. A future difficulty could be the 
availability of domestic match funding which is likely to be constrained by the crisis. Funds 
might also be needed to supply finances in less ‘traditional’ areas for example to meet the 
need for credit and investment funding for businesses. 
 
In terms of timing, it is unlikely that the cohesion funds can deal with the upcoming short 
term challenges. The EERP identifies the key need for additional economic activity driven by 
fiscal stimulus spending for 2009 and 2010. In most countries, the Commission suggests 
that it is time to start withdrawing the additional stimulus. While cohesion funding is not 
the same as debt-financed stimulus funding, it still represents an attempt to create 
additional economic activity in the short term (while at the same time reducing future 
availability of funding). The passing of the immediate crisis would also suggest that 
cohesion funding in the NMS should now reprioritise medium to long term challenges, 
especially since there will be a time lag between today’s policy choices and action on the 
ground. 
 
 
A longer term perspective 
 
While cohesion funding helped to address the immediate impact of the crisis in 2009-2010, 
there is now a need to look beyond immediate crisis towards the medium and long term 
challenges. This will not deliver immediate returns and thus it is probably politically more 
difficult. But the funds can help to deal with some of the longer term impacts of the crisis 
which will still be with us, including for example the employment crisis and the lack of 
available investment funding. 
 
But the key focus of the funds should be on lifting the long term growth potential of the 
NMS. In short, they should contribute to the transformation towards the smart, green and 
inclusive economy, the goals of the Europe 2020 strategy11. Cohesion funding can be the 
key ‘bridge’ from the current crisis to Europe 2020, aiming to achieve long term sustainable 
growth. But this implies that the funding is used to drive the transformation to the smart, 
green and inclusive economy rather than focusing simply on maintaining government 
expenditure. 
 

 
11 For the Commission’s Europe 2020 proposals please see http://ec.europa.eu/eu2020/ 
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Funding should help to develop new and innovative mechanisms to enhance growth. In 
some areas, the focus should shift beyond traditional funding, e.g. developing further the 
loan approach of the EIB and considering new sources of non-public investment. More 
action will be necessary on policies which were previously solely provided by the member 
state – but funding here must act as a catalyst for change and reform, in areas such as 
labour markets, social security/pensions, public finance, public services e.g. education/skills 
and the transformation to the green economy. 
 
 
Way forward 
 
What are the immediate choices going forward? It is unlikely that the overall EIB lending 
envelope could be significantly increased, but there is certainly an argument that more 
needs to be done to encourage take-up. In terms of the cohesion instruments, options are 
more limited: it is unlikely that the overall funding available in the 2007-2013 framework 
will be increased, so any further frontloading will make the reduction in funds even steeper 
in the coming years. 
 
Given the need to prioritise the long term sustainable growth challenge and the limited 
funds available, we should resist the temptation to use cohesion funding to deal with short 
term issues from now on. While the frontloading was necessary to help sustain economic 
activity in the midst of the crisis, by, for example, boosting public infrastructure spending, 
there is now a need to shift attention to the longer term. Investing smaller amounts of 
money into long term sustainable growth might not help to provide the economy with a 
short term boost in the recovery but this is a price which needs to be paid to achieve a 
more sustainable long run growth trajectory. 
 
If we started from a blank slate, we would reorient cohesion funding now to deliver the 
objectives of the Europe 2020 strategy. Given that much of this funding was already 
dedicated to implementing the Lisbon strategy, this will happen to some extent in any case. 
 
But to see significant changes to the funding, we will need to wait for the post 2014 period 
– at which point it is very clear that this funding is no longer appropriate as an immediate 
crisis response. But we should start the discussion for the next financial perspective now: 
 

 Where do we need the funding most? 
 What should be their main objective? Sustainable growth? 
 What are the cohesion funds for – redistribution or investment? 
 What should we use them for post 2014? 
 How can we maximise their impact? 

 
Whatever cohesion funds are spent on, we need to continue improving delivery 
mechanisms and delivering innovative policies – bridging the gap between the current 
scenario and the vision described by Europe 2020 is a key driver for this. But the key issue 
for the NMS is the future growth potential. Without sustainable growth, most of the other 
challenges become near impossible to deal with. If cohesion funding can help to address 
this long term issue, it would be money well spent. 
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