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The biggest to date enlargement in the history of the European Union is due to
be completed in May 2004 when, after having accepted the conditions of the
enlargement and after the ratification of the accession treaties, ten accession countries
(AC) will formally become members of the Union. The AC’s, joining the European Union,
are supposed to join the Exchange Rate Mechanism (ERM-II) before their expected
adoption of the euro. This, lasting at least two years, ‘probation’ at the ERM-I1 will
constitute a period of an extremely high vulnerability to financial instability for the
AC'’s that simultaneously will have to cope with the burden of numerous convergence
tasks. With limited exchange rate flexibility resulting from the ERM-II participation,
disinflationary conditions resulting from attempts to meet the Maastricht criteria, and
no exemptions from full capital mobility, the AC’s are likely to experience large capital
inflows that alarmingly resemble the characteristics of virtually every financial crisis of
the 1990s.

It is argued here that a widespread informal euroization will be one of the
likely outcomes of the participation in the ERM-II. Risk averse EU enterprises and
individuals, in order to reduce negative effects of the financial turbulence resulting from
the dangerous combination of high capital mobility and an intermediate exchange rate
peg, will prefer transactions in euro and avoid rather dealing in local currencies. This,
combined with deeply rooted distrust towards local currencies among the AC's
population (partly resulting from the hyperinflation experienced at the beginning of the
market reforms in the formerly centrally planned economies) and domination of the
euro area financial institutions at the AC’s domestic markets, will greatly impair the
AC’s abilities to perform optimal monetary policies at the early stages of the EU
membershipl. Moreover, because this informal euroization will not be approved by the
ECB, the AC’s will not receive any assistance to address the problem of euroization and

will have to bear themselves all the resulting costs (the loss of seigniorage and so on).

1 The merits of being able to perform independent monetary policies reducing the
burden of convergence with the EU are one of the main arguments raised by the EU and
ECB officials against an early adoption of the euro in the AC’s.



Needless to say, the resources could be better used for other convergence policies.

The danger of financial crisis and high costs associated with the informal
euroization could be avoided if the AC's were allowed either to adopt the euro
unilaterally before becoming full members of the euro area or to join the euro area on

each country’s individual pace without obligatory ERM-I1 probation period.

Accession Countries



Professor Akagawa's comments to my paper have touched many serious
problems | could not answer in the paper due to its size and other limitations. These are
however very important issues. Although certainly it is impossible to answer all
questions I would like to discuss some of them.

First, | would like to address the issue of the foreign direct investment in the
AC. Indeed, there has been an enormous increase in the FDI. This, in my opinion, can
be attributed partly to the limited mobility of labour force between the EU and the AC.

Looking for protecting own labour markets from the Eastern European competition, the



EU countries have tried to limit the freedom of movement between the AC and the
“core” of the EU. It has resulted in increased investment in the AC even after the
privatisation of state owned enterprises had been largely completed. Regarding the
problem of data reliability, it seems that differences in accounting standards, corporate
culture etc. are to blame for the original build-up of discrepancies. Once the AC join the
common standards that prevail in the EU, the discrepancies could be eliminated.

The second problem raised by professor Akagawa is the issue of the financial
sector weakness. As | have already shown in my other paper (Krawczyk, 2003), the
development of financial sector immediately after the market reforms began is mainly
to blame for its current weaknesses. The experience from some AC seems to indicate
that series of mergers and acquisitions may take place immediately after the accession
is completed. The process is well under way in some countries (e.g. Poland) while other
managed to avoid it until now but they are likely to experience it from now on. The
already substantial presence of the financial institutions from the EU countries will
then increase and the process of merging the AC financial markets into the EU
structures will be relatively quick one, weathering down the negative effects | have
mentioned in my paper.

Finally, as | have mentioned in my paper the enlargement process, as many of
the EU undertakings, is basically politically motivated. As the experience of the Growth
and Stability Pact shows, the European institutions seem to have accepted a very
flexible interpretation of what is permitted and which rules can be broken with face
saving excuses. Facing the reality of informal euroization the EU authorities will
probably adopt measures permitting the use of the euro without calling it the EMU
enlargement. Providing the AC with the stock of the euro before formal adopting the
common currency, as suggested in my paper, may be one of such face saving steps.
Equally important is the question whether the EU is not reaching limits of its own
enlargement by accepting the former Soviet satellites. Where are the rational
boundaries of the economic integration on the continent? Although the benefits of the
EU membership seem to be obvious for the new members, there are also costs to the
process, both for the AC and for the EU itself, which cannot be easily calculated at

current point.
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