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Abstract:

The paper discusses the prospects for capital inflows to the Czech Republic before Eco-
nomic and Monetary Union accession. It reviews the potential costs and benefits of capital
flows and the history of capital flows to the Czech Republic, before turning to future capital
inflows. It notes that different theoretical models provide different predictions about future
capital inflows. To get further insight, the paper discusses the future capital inflows from
the perspective of nonresidents’ supply of external savings and residents’ demand for ex-
ternal borrowing and from the perspective of external vulnerability related to large foreign
direct investment (FDI) inflow. It concludes that FDI is likely to decline somewhat in the fu-
ture, but increasing sovereign borrowing needs could lead to higher inflow of portfolio ca-
pital. The final section discusses the potential for capital inflows resulting from the so-cal-
led convergence plays and concludes that there is presently little incentive for convergen-
ce-play related capital inflows.
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1. Introduction

In 2004, the Czech Republic is scheduled to become a member of the European
Union (EU) and subsequently Economic and Monetary Union (EMU). In early 2003,
the exact timing of the eurozone accession remains yet uncertain. However, the ex-
pectation of the eventual membership and the introduction of the euro are likely to
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have a significant effect on investors’ expectations, on capital flows and economic
performance.

The main purpose of this paper is to discuss the issues of capital flows to the
Czech Republic in the period before the EMU accession. First | briefly review the
potential costs and benefits of capital flows in light of the recent financial crises in
a number of emerging market countries and the history of capital flows to the Czech
Republic and | discuss how their size and structure has evolved. In the next part, |
turn to the question of potential capital inflows in the period ahead of the EMU ac-
cession. | discuss the different predictions that follow for future of capital inflows from
different theoretical models — neoclassical model of declining marginal product of
capital and model of increasing returns/economies to scale. We also look at the
possible developments of future capital inflows from the perspective of nonresidents’
supply of external savings and residents’ demand for external borrowing. Next | turn
to the problem of capital inflows and external vulnerability, with special focus on
foreign direct investment inflows. In the final section, | discuss the potential for ca-
pital inflows as a result of activities in the secondary market — the so-called conver-
gence plays.

2. Capital Inflows: Possible Benefits and Risks

In the aftermath of devastating financial crises of the 1990s, there appeared
numerous studies about the potential benefits and risks of large and volatile capital
flows. It is not the purpose of this article to discuss this issue in detail. However, for
the subsequent discussion of implications of capital flows to the Czech Republic in
the run-up to EMU accession, it is useful to bear in mind several important facts.

First, during the 1990s, the thinking of both official financial community and aca-
demicians about the costs and benefits of capital inflows to emerging market coun-
tries underwent some important changes.” Before the Asian crisis erupted, there
had been a widespread support for the view that emerging market countries should
move quickly with liberalization of capital flows. It was argued that free flow of capi-
tal would bring many benefits, including the possibility of better diversification of in-
vestment and protection from idiosyncratic shocks, augmentation of domestic sa-
vings by foreign savings that would support higher investment and economic growth,
and faster development of domestic financial systems and financial intermediation,
also conducive to faster growth. At that time, relatively little attention was paid to
the risk that large capital inflows could bring, particularly in connection with fixed
exchange rates.

Financial crises that started with the Mexican crisis in 1994/1995, but especially
with the Asian crisis in 1997, stroke a heavy blow on this benign view about the ca-
pital flows to emerging market countries. It turned out that the combination of wrong
incentives (to an important extent related to fixed exchange rate), institutional we-
aknesses, lack of crucial economic information and laid-back attitude of foreign in-
vestors have created dangerous vulnerabilities that began to feed on each other
once the economy was hit by a negative shock. Large capital inflows induced often
by fixed exchange rates created dangerous dependence on external financing, pro-
duced large open foreign exchange positions as foreign-currency borrowing finan-

1) Most of the discussion about the costs and benefits of free capital flows revolved around the mid-
dle-income emerging market countries. Less developed countries usually do not enjoy access to internati-
onal capital market and the problem of capital flows is not very relevant to them. On the other side, advan-
ced economies usually do not experience large volatility of capital flows and do not suffer from the same
degree of external vulnerability.
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ced domestic currency lending, and reversal of capital inflows in combination with
large currency depreciation wreaked havoc on firms’ and banks’ balance sheets.
Large official financial assistance, in combination with drastic domestic adjustment
including significant compression of imports and domestic demand, were required
to deal with these crises. The lesson from this experience was clear: large capital
inflows are not an unqualified blessing. It could be not only a good servant, but also
a bad master.

In recent years, institutions like International Monetary Fund (IMF), Financial
Stability Forum (FSF) and others have paid a lot of attention to the analysis of opti-
mal policies toward capital flows. It is now generally accepted that capital inflows to
emerging market countries are not an unqualified blessing, and that if benefits are
to be enjoyed and risks minimized, a number of conditions needs to be put in place.
It is recognized that fixed exchange rates can provide the wrong kind of incentives
to capital inflows, by leading domestic borrowers to rely too much on external finan-
cing that may appear cheaper than domestic financing — as long as exchange rate
does not depreciate. It is also recognized that domestic financial sector that often
intermediates a significant part of capital inflows has to be up to the task, some-
thing that cannot be always taken for granted in emerging market economies. And
everyone now understands that both domestic policy makers and foreign investors
have to pay closer attention to the developments of borrowing countries’ external
vulnerability indicators, in order to monitor whether a country does not become too
dependent on external financing and thus too vulnerable to external shocks.

What all this development implies for the Czech Republic? Is it possible that the
upcoming EU/EMU membership will attract large capital inflows to the Czech Re-
public? And is there a risk that these inflows will increase the vulnerability of the
Czech economy and the risk of subsequent financial turbulence? This risk cannot
be dismissed, but in our view, it should not be exaggerated either.

It can be expected that the EU accession and the expectations of EMU accessi-
on should make the Czech Republic an attractive destination for capital inflows. Al-
ready now, the Czech Republic has practically completed the liberalization of capi-
tal movements, and the door for capital inflows is wide open. Moreover, Czech
Republic’s EU/EMU accession will take place in a different global environment than
previous expansions. In the course of the 1990s, global financial system has under-
gone significant changes and capital flows to emerging market countries have pic-
ked up significantly. In the aftermath of recent financial crises, private capital inflows
to most emerging market countries dried out, but it continued to flow without signi-
ficant dent to transition economies (see Table 1). At the same time, volatility of ca-
pital flows has increased, the composition has changed and so did the structure of
recipients in the borrowing countries: foreign direct investment and portfolio invest-
ment replaced bank loans, and private borrowers replaced sovereign borrowers.
More recently, even portfolio investment fell, but foreign direct investment remained
relatively robust.

Table 1
Net Capital Inflows to Emerging Market Countries (EMC) and Transition Economies (TE)
(in USD bill.)

1990 | 1993 1995 1996 1997 1998 1999 2000 2001

EMC 30 182 193 228 102 62 85 29 25

TE 3 20 48 22 1 15 13 10 27

Source: IMF: World Economic Outlook; IMF: International Capital Markets.
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The implication is that potentially large capital inflows can have a correspondin-
gly larger impact on economic performance, and thus on the speed and even dire-
ction of economic convergence. Sustained capital inflows can increase funds avai-
lable for investment and thus support faster economic growth. However, as | have
noted, sudden large reversal of capital flows could have drastic negative impact on
economic growth and could inflict serious damage to the economy.? Therefore, we
need to pay a close attention to capital flows and their effects on economic perfor-
mance and on the vulnerability of the economy to adverse shocks.

The Czech economy is very open to trade and capital flows which puts a large
premium on a skilful policy management, both in terms of pursuing a properly ba-
lanced macroeconomic policy mix and in terms of ensuring a proper supervision of
corporate and financial sectors so that these can handle well the potential shocks
to which they will be exposed in the course of the accession process. If these con-
ditions are in place, foreign capital can play an important role in accelerating eco-
nomic convergence with the more developed countries of Europe. But policies that
would be at odds with the maintenance of domestic and external equilibrium, or
structural weaknesses in financial sector, would increase the risk that capital inflows
reverse, with adverse implications for economic performance.

But even with reasonably sound policies, there is a risk that capital inflows could
reach proportions that would test the absorbing capacity of the economy and that
could eventually create problems. This risk is related to the fact that capital inflows
have a dual effect on the economy. First, as foreign capital flows to the economy
through the foreign exchange market, capital inflows affect the exchange rate. Se-
cond, capital inflows affect directly the real economy — investment, consumption,
trade balance and output growth.® The problem arises if there appear large discre-
pancies between these two effects, that is, if these two effects operate with a diffe-
rent strength and/or different speed. That is, capital inflows could have a much stron-
ger or much faster impact on the exchange rate than on real economy.” The degree
of such discrepancy will depend importantly on the form of capital inflows and | will
discuss some examples in more detail below.

Before we turn to the discussion of the future of capital inflows to the Czech
Republic, we should take note of a certain contradiction between the theory and
reality of capital flows.

3. Capital Flows: Theory and Reality

The financial crises in the 1990s brought to the fore concerns that capital inflows
to emerging market countries could be too large, could overwhelm absorption ca-
pacity of the recipient country and eventually lead to problems. Therefore, it may
appear paradoxical that from time to time, economists are also puzzled that actual
capital flow from more to less developed economies are less than would be predic-
ted by theoretical models.

In theory, capital should flow from rich countries with less profitable investment
opportunities to poorer countries with more profitable investment opportunities. This

2) Argentina serves as an extreme illustration. As a result of a virulent financial crisis and several ye-
ars of negative growth, Argentina’s dollar GDP shrank by about 70 per cent, and dollar GDP per capita is
now at the same level as 100 years ago.

3) This direct effect on real economy is different from the indirect effect via the changes in the exchan-
ge rate.

4) | have in mind a direct effect on real economy, not indirect effect via the change in the exchange
rate.
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prediction is based on the neoclassical model of declining marginal product of capi-
tal. If we assume two countries producing identical goods, and that production func-
tion exhibits constant returns to scale and relates output to homogenous input of
capital and labor, then differences in production per worker must reflect differences
in capital per worker. According to the law of diminishing marginal returns, marginal
product of capital will be higher in the less productive country. If there are no obsta-
cles to international capital flows, then capital should flow from richer countries with
relatively low marginal product of capital to poorer countries with relatively high
marginal product of capital. In the absence of costs and uncertainty, these flows
should continue until capital to labour ratios, marginal product of capital and wages
and rents become equalized across countries. As a result, investment in a given
country should depend more on investment opportunities and less on the level of
domestic savings.

This theory was first called into question by Feldstein and Horioka (1980). The
authors have analyzed a group of 23 industrialized countries in the 1960s and 1970s
and came to the surprising conclusion that domestic saving and investment rates
tend to move closely together, that means, that domestic investment is financed
mostly by domestic savings and less by foreign savings (capital inflows). To some
extent, the relatively high correlation between domestic savings and investment
could be explained by barriers to capital flows that existed even among the industri-
alized countries at that time. Subsequent research has shown that the correlation
has diminished somewhat as these barriers were reduced.

On the same vein, Lucas (1990) illustrates that the differences in capital to la-
bour ratio and marginal product of capital among countries are huge, and that capi-
tal flows are at the same time much less than what we should expect on basis of
the existing differences. Lucas discusses several explanations for this discrepancy,
including the differences in human capital between rich and poor countries (less hu-
man capital reduces marginal product of capital) and capital market imperfections
that inhibit the across the time exchange of capital flow from richer to poorer coun-
tries for a subsequent flow of goods and profits in the opposite direction.

More recently, Lipschitz and Lane (2001) have argued that capital flows to tran-
sition countries in Central and Eastern Europe are less than what should be expec-
ted. The authors argue that if investment decisions were guided by uncovered inte-
rest parity, we should see much larger capital flow to Czech Republic and other
transition economies. They note that in late 1990s, there were still large differences
in output per worker and in marginal product of capital between transition econo-
mies and Germany. They suggest that to the extent that large differences in output
per worker reflect differences in capital-labour ratios, there is potential for huge
capital flows. The authors offer several reasons why actual capital flows are less than
predicted by the model, including bottlenecks due to the presence of slowly adjusting
factors of production (land, skillful labour); institutional factors that increase the risk
for foreign investors (concerning the rules of game); externalities connected with
human capital accumulation; ability of financial system to channel their funds effe-
ctively; and concerns about macroeconomic instability, including the capacity to
service external debt that affects the perceived risk to repayment.

We may offer several additional factors explaning the difference between the
actual size of capital inflows to transition economies and inflows predicted by the
theoretical models.

First, the role of risk and uncertainty. At the beginning of transition, the differen-
ce in capital labour ratios or output per worker were very high and they should have
attracted, ceteris paribus, a correspondingly large inflow of capital per unit of time.
But at that very moment when there was abundance of potentially profitable oppor-
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tunities, the risks connected with exploiting these opportunities were also correspon-
dingly large. After all, the very reason of existence of these profitable opportunities
for investment was the fact that for a long period of time, these opportunities had
not been exploited, capital stock had deteriorated, and labour productivity had re-
mained low. The system of pervasive distortions that characterized centrally plan-
ned economies created this situation and the collapse of central planning has ope-
ned room for the exploitation of these investment opportunities. But the causes of
these distortions could not be removed overnight. In early years of transition, mac-
roeconomic stability was still fragile, capital flows were still controlled, rules of game
were unclear or untested, and human capital usable in market economy relatively
scarce. Therefore, it may not be surprising that capital flows to transition economies
began to accelerate only gradually, as the importance of these obstacles faded.

Second, the neoclassical model omits the implications of a larger inflow of fo-
reign capital to external debt and external vulnerability. In advanced countries, ac-
cumulation of present large stock of capital per capita was financed to an important
extent from domestic savings. But if a less-developed economy would finance a ra-
pid accumulation of capital by drawing more extensively on foreign savings, this
could result in a build-up of a very large external debt that would make the econo-
my much more vulnerable to external shocks, e.g. to changes in market sentiment.
For some less indebted transition economies as the Czech Republic, there would
probably be still some room for an increase in external debt without triggering con-
cerns about debt sustainability, but more indebted countries as Hungary would pro-
bably have a much less room to rely on external savings.

Third, the neoclassical model abstracts from demand for external borrowing. In
practice, debt-creating capital inflows cannot exceed residents’ demand for exter-
nal borrowing. Similarly, FDI inflows cannot exceed the stock of existing assets of-
fered for sale to a strategic investor (both state-owned and private owned assets)
plus the room for FDI inflow related to new greenfield projects. How much debt in-
struments foreign portfolio investors could buy depends on the demand of Czech
companies or government for non-bank borrowing, and on the extent to which this
demand is satisfied from domestic savings by borrowing from residents. In early
transition, government was borrowing only little from private sector, and companies
relied on bank loans as the main source of external financing. Therefore, residents’
demand for external borrowing was limited.”

Fourth, the neoclassical model of capital flows is not the only one. Alternative
model based on increasing returns to capital and complementarity of factors of pro-
duction produces a different prediction for capital flows. The presence of increasing
returns means that the standard mechanism of decreasing marginal returns to ca-
pital (or any other factors), given the unchanged amount of other factors of produc-
tion, does not hold. In the presence of complementarities and increasing returns,
capital would flow to countries where it is already abundant. A strong complemen-
tarity means that productivity of capital would be positively affected by existing
higher capital stock, and that the effect of diminishing marginal returns does not kick
in. The hypothesis of increasing returns and capital complementarity receives sup-
port from the fact that the richest and most capital abundant countries with 20 per
cent of world population attract nearly 90 per cent of private gross capital flows (see
Easterly, 2001, Chapter 8).

5) Of course, while domestic firms may initially borrow from residents, residents can subsequently sell
their securities to nonresidents.
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A different question is what determines the structure rather than the size of ca-
pital inflows (FDI versus portfolio flows). The neoclassical model of capital flows
does not say anything about the structure of capital flows. But the literature on that
topic highlights the role of legal and institutional structures in the recipient econo-
mies and the closely related issue of information costs. It is assumed that there
exists an information asymmetry between domestic and foreign investors regarding
the profitability of domestic investment projects. Different forms of capital flows have
different information requirements and will thus exhibit a different degree of sensiti-
vity to information asymmetries. According to the so-called theory of pecking order
of capital flows, FDI are the least sensitive to information asymmetries and thus will
be the prevailing form of capital inflows in countries where the problem of asymmet-
ric information is the most serious. As structural and legal reforms gradually contri-
bute to reducing information asymmetries, portfolio investment will gain in importan-
ce as well. | will return to this issue later.®)

4. History of Capital Inflows

The discussion on future capital inflows should be started by reviewing shortly
the history of capital inflows. Table 2 summarizes the main features of history of
capital inflows to the Czech Republic. The size and structure of capital inflows has
been changing quite significantly, reflecting multiple factors, including the progress
with the liberalization of capital movements (both inward and outward), foreign ex-
change rate regime, the state of the economy and investors’ expectations regarding
future performance, progress with privatization and last but not least, the situation
in the international financial market and risk aversion of foreign investors.

I:aztt)elithepublic: Developments in Capital Account (in ECU, EUR bill.)

1993 | 1994 | 1995 | 1996 | 1997 | 1998 | 1999 [ 2000 | 2001 2002
Financial 2.6 2.8 6.4 3.3 0.9 2.6 2.9 4.2 5.0 12.6
account
FDI flows" 0.5 0.6 2.0 1.0 1.1 3.2 5.8 5.4 5.4 9.4
Portfolio 1.4 0.7 1.0 0.6 1.0 0.9 -1.3 -1.9 1.0 1.0
flows"
Derivatives” 0 0 0 0 0 0 0 -0.1 -0.1 -0.3
Other" 0.7 1.5 3.4 1.7 -1.1 -1.6 -1.6 0.7 -1.8 1.7

1) Net flows; 2002 includes data from 2001:Q4 to 2002:Q3.
Source: Czech National Bank.

Several observations are in place. First, in the whole history of the Czech Re-
public, in no single year there was a new outflow of foreign capital (negative balan-
ce of financial account of the balance of payments). Even in the year of financial tur-

6) For a more detailed discussion of determinants of the structure of capital flows see Buch and Pia-
zolo (2001) and the references therein. The authors also provide some estimates of actual and predicted
cumulative capital flows in accession countries and come to the conclusion that the difference is much less
than in the estimates of Lipschitz et al. (2002).
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bulence in 1997, there was a small net inflow of foreign capital. In this respect, the
experience of the Czech Republic differs from a number of other emerging market
economies that were affected by a financial crisis and experienced large net capital
outflows, reflecting often not only the outflow of foreign capital, but also the flight of
domestic capital. Second, there were two distinct waves of capital inflows to the
Czech Republic. First wave took place in the period before the financial turbulence
(in 1995 — 1996); second wave came in the period starting in 2000. Third, there were
important shifts in the composition of capital inflows. During the first wave, more than
one half of capital inflows was in the form of “other capital”’, mainly nonresidents’
purchase of koruna bank deposits. This was a typical phenomenon in an economy
with a fixed exchange rate and relatively high domestic currency interest rates that
provided nonresidents with an attractive investment opportunity, and domestic bor-
rowers with a cheaper source of financing — of course, only as long as currency does
not depreciate.

During the second wave, in 2000 — 2002, total net capital inflows (cumulative
EUR 21.8 billion) came nearly exclusively in the form of foreign direct investment
(cumulative EUR 20.2 billion). Two main factors explain this significant shift in the
composition of capital inflows. First, in 1997, koruna began to float, and in 1998,
koruna interest rates began to fall, offering a less attractive investment opportunity
in the form of koruna deposits. This explains the reversal of inflow of “other” capital.
The reversal of “other” capital flows to the Czech Republic was a part of the more
general phenomenon of retrenchment of developed countries’ banks, as they were
cutting their exposure to emerging markets in the wake of losses during the Asian
crisis. Second, the acceleration of privatization of banks and nonbank corporations,
together with the introduction of special incentives to foreign investors, contributed
to a sharp pickup of FDI inflow. As for net inflow of portfolio investment, these re-
mained relatively small compared to the total capital flows.

5. Future Capital Inflows

Let’s now turn to the issue of future of capital inflows to the Czech economy. For
a small open economy with nearly completely liberalized capital account transacti-
ons, capital flows are likely to be an important determinant of economic performan-
ce. Large and effectively intermediated capital inflows can help accelerate econo-
mic growth and convergence with the more advanced economies. But excessively
large capital inflows could have also negative effect on the economy as a result of
too fast and too large currency appreciation and build-up of external vulnerabilities,
increasing the risk of future reversal. For there reasons, it is of interest to know what
will determine the size and structure of future of capital flows to the Czech econo-
my. However, we need to keep in mind that capital flows are affected by a whole
range of factors and it is nearly impossible to make precise projections about their
size.” This issue can be discussed from different angles.

5.1 Capital Flows from the Model Perspective

As | have noted, capital flows to a less-developed country could be modeled
using different approaches. | have discussed two different models of capital flows:

7) The huge discrepancy between the IMF’s projections of capital inflows and actual size of these in
countries with large IMF-supported programs illustrates the inherent difficulty in predicting the size of ca-
pital inflows (see Cotarelli and Giannini, 2002).
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the neoclassical model based on decreasing marginal product of capital, and incre-
asing returns/economies of scale model. The question is which model is more ap-
propriate to describe the reality of the Czech economy (and world economy more
generally).

Each model has different implications for the future size of capital inflows: if the
neoclassical model of declining marginal product of capital would best describe the
reality of the Czech economy, and more generally the operation of the whole inter-
national financial system, the prediction for the future capital inflows is not clear-
cut. On the one hand, the accumulation of the stock of foreign capital would sug-
gest that marginal product of capital is declining and that capital inflows should slow
down. On the other hand, the importance of some of the factors that may explain
past lower than predicted capital inflows relative to the model (macroeconomic, le-
gal and institutional uncertainty) should diminish, suggesting the potential for stron-
ger capital inflows in the future. At the general level, it is difficult to make a definiti-
ve judgment what will be the net effect on capital flows of these two opposite forces.

A theoretically more clear conclusion about the future size of capital inflows could
be drawn if the reality of the Czech Republic would be better captured by the incre-
asing return/complementarities model. In that case, recent large FDI inflow into the
Czech Republic should not produce a declining marginal product of capital and thus
should not reduce the incentives for more FDI inflow. On the contrary, the attracti-
veness of the Czech economy as a destination for FDI would increase with the size
of the FDI stock already in the country, as they would produce important positive
complementarities and affect positively the productivity of the incoming capital.?

It is difficult to make a definitive judgment about the validity of one or other of
these two models. However, some recent developments in the world economy sug-
gest that there is some validity in the story behind the model of increasing return/
complementarities. Table 3 is instructive in that respect. It shows how the allocation
of world savings between developed and developing countries evolved in recent
years. As we can see, in 1999, something noteworthy happened: developed coun-
tries as a group became net importers of foreign savings, while developing coun-
tries became net exporters, exactly the opposite what the neoclassical model of
diminishing returns would suggest. The main reason behind this shift was the Asian
crisis which significantly curtailed the flow of foreign savings to many emerging
market economies. More recent turbulences in Latin America have further contribu-
ted to this trend. At the same time, the United States became the world largest im-

Table 3
Current Account Balance (in USD bill.)

1996 1997 1998 1999 2000 2001 2002
Developed countries 34 93 47.2 -96 -227 -188 -210
Developing countries -75 -58 -85 -10 67 40 19
Transition economies -15 -17 -20 -23 -20 -19 -21

Source: IMF, 2002b.

8) In terms of FDI per capita, the Czech Republic has attracted the highest volume of FDI inflows. In
2000, cumulative FDI inflow in the Czech Republic reached EUR 2,231, compared to EUR 1,790 in Hun-
gary, EUR 1,348 in Slovenia, EUR 1,000 in the Slovak Republic and EUR 671 in Poland (see Social and...,
2002).
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porter of foreign savings, as its current account deficit continued to increase rapi-
dly.” Already existing high stock of capital in the U.S. economy did not repudiate but
rather attracted more foreign investment, as the increasing return theory would sug-
gest.

However, the evidence from recent years does not necessary suggest that the
increasing return model will prevail at all times. It needs to be kept in mind that at
some point, capital inflows driven by increasing returns could hit different limits than
the declining marginal product as in the neoclassical model.

One such limit could be the limited availability of certain inputs. As the recent
experience of Ireland suggests, large capital inflows could at some point hit the
constraint of availability of other inputs, including labour. This could push upward
wage costs and gradually undermine the attractiveness of a country as a destinati-
on of foreign investment, even in the presence of increasing returns to scale at a
lower level of capital inflows. Such limits could be present in the Czech Republic as
well. There is anecdotal evidence that in some areas, foreign investors are facing a
shortage of highly qualified workers that does not allow them to expand their activi-
ties as much as they would like.

Another potential constraint on capital inflows from the operation of increasing
returns/economies of scale mechanism is the growing external vulnerability of the
country attracting large capital inflows. Not every form of capital inflows increases
recipient country’s external vulnerability to the same extent, if at all. But the likeli-
hood increases that with the size of capital inflows, the incremental effect on exter-
nal vulnerability of each additional unit of capital inflows increases. The reasons are
quite straightforward in case of debt-creating capital inflows, as external debt rises
and the capacity of the country to earn foreign reserves to continue servicing the
increasing debt need not keep pace. But even non-debt-creating capital inflows need
not be an unqualified blessing to a recipient country. | will discuss the issue of ex-
ternal vulnerability in more detail below.

5.2 Capital Inflows and Supply of Capital

From a more practical perspective, we can also ask how the future size of capi-
tal inflows to the Czech Republic will depend on nonresidents’ supply of foreign
savings and on resident’ demand for foreign borrowing.'® First, we look on the sup-
ply of foreign savings.

From the supply of capital perspective, the volume of capital inflows will depend
on the overall volume of world savings available (the sum of current account sur-
pluses) and on the relative attractiveness of the Czech Republic compared with other
alternative users of these savings. The question is, how is the relative attractiveness
of the Czech Republic going to change in the period ahead.

Several points need to be emphasized. First, recent turbulent times in global fi-
nancial market have increased investors’ aversion to risk and have curtailed the new

9) Clearly, capital inflows do not depend only on technological characteristics of the production pro-
cess, but also on economic policies and institutional conditions in the economy that affect the profitability
of investment. From this perspective, investors viewed the U.S. economy as offering better investment op-
portunities that crisis-hit emerging market countries, or even than Europe and Japan.

10) In some countries, return of domestic capital could also contribute significantly to capital inflows.
For example, it is estimated that Argentinean residents now hold abroad about USD 100 billion of domes-
tic savings, which represents a potentially large source of capital inflows. However, Czech savers do not
hold a significant amount of savings abroad and thus the potential for return of domestic capital is limited.
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inflow of foreign capital to emerging market countries as an asset class (see
Table 1)."” While increased financial turbulence triggered initially by the crises in
Asia, Russia, Turkey and Latin America has negatively affected the price and volu-
me of borrowing in international capital market, particularly for higher-risk borrowers,
increased political risk (or perception of thereof) resulting from the recent develop-
ments in Argentina has subsequently affected adversely FDI flows.' Second, unli-
ke many other emerging market countries, the Czech Republic and other accession
countries were not seriously affected by the increased investors’ risk aversion, and
net inflow of capital to this group of countries has remained relatively stable.' Fur-
thermore, as Table 4 shows, compared to sovereign borrowers in Latin America,
spreads on sovereign external debt of accession countries has remained relatively
low during the period of market turbulence, suggesting better differentiation among
investors.

Table 4
Selected Countries: Sovereign Debt Spreads (in USD bill.)

1998 1999 2000 2001 July September July

2002 2002 2003

Poland 198 199 197 185 250 305 40
Hungary" 155 107 116 78 X X X
Argentina 705 548 773 1,566 7,000 6,840 5,000
Brazil 825 920 749 863 2,200 2,200 800

1) Since 2001, Hungary has not had a foreign-currency denominated sovereign debt.
Source: Bloomberg, 2003.

There are several reasons for this relative resistance of accession economies to
worsened conditions in international capital market. First, generally lower degree of
external vulnerability. While external debt and current account deficits in terms of
GDP may not be dramatically lower in accession countries compared to Latin Ame-
rican countries, there is a notable difference in terms of trade openness and the size
of the tradable sector which is much larger in the accession economies. This allow
them to run higher current account deficits and take more external debt, without
causing investors to worry about their capacity to service their external obligations

11) For a more detailed analysis of the developments in international capital markets see the different
issues of IMF’s Global Financial Stability Report.

12) Some market participants also argue that increased uncertainty about the legal framework of cri-
sis resolution resulting from the discussion of different proposals for sovereign bankruptcy may have in-
creased the borrowing costs of those sovereign borrowers who are perceived as more likely to resort to
such mechanism.

13) According to the UNCTAD information on world investment released in September 2002, FDI in-
flows in 2001 declined to all regions except Central and Eastern Europe and Africa (where they remain
still rather small). FDI inflows to Latin America declined by 11 per cent in 2001 relative to 2000, but incre-
ased by 2 per cent to Central and Eastern Europe. According to the latest data released by the Institute of
International Finance, net capital inflows have declined generally in all regions including Europe. However,
this decline reflects mainly developments in Turkey and less the development in the accession countries
which maintain a good access to international capital market. Table 1 also shows that net capital flows to
transition economies remain relatively stable.
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and thus without increasing their risk premium and borrowing costs. Second, and
perhaps even more importantly, accession countries benefit from the positive effect
on investors’ expectations of future EU/EMU accession. Expected future EU/EMU
membership provides a guarantee that the candidate countries will not pursue de-
stabilizing policies that will increase the risk of inability to service their external debt.

Investors’ risk aversion could possibly recede in the future, depending on the
resolution of financial crises in several important emerging market countries, as well
as on other political and economic factors developments in the world economy.'
Increased investors’ willingness to take risk and search for higher yields could have
ambiguous effect on capital flows to the Czech Republic and other accession coun-
tries. First, it should increase the capital flows to emerging market countries as a
group. As such, all emerging market countries should benefit from it. Second, incre-
ased investors’ risk tolerance should result in higher share of capital flows to coun-
tries that were recently shut off from international capital market or that had only a
limited access. Investors’ increased risk tolerance could eventually increase the
competition that the accession countries face, both in international capital market
and as a FDI destination, and could reduce the share of foreign savings that inves-
tors are willing to allocate to this region.'™ But how this would effect the total size of
capital flows to accession countries and the Czech Republic is uncertain.

On the other side, if financial problems of the crisis-affected countries remain
unresolved, accession countries could benefit as a safer and more attractive desti-
nation. However, increased political uncertainty could adversely affect investors’
sentiment more generally, and in that case, accession countries could be adversely
affected as well. Nonetheless, in the longer run, accession countries are likely to
benefit from investors’ better discrimination and from the fact that the prospective
EU/EMU accession makes them a separate investment class relative to other emer-
ging market countries.

How does the Czech Republic stand among the transition economies as a des-
tination for inflow of foreign capital? In favour of the Czech Republic as a destinati-
on for foreign capital speaks relatively low level of external debt, high level of do-
mestic savings and foreign reserves, still low level of public debt, as well as low
inflation. Some concern may arise with respect to large fiscal deficits, but in this
respect, the Czech Republic is not unique, as many other transition economies
struggles with the task of bringing public finance under control.

Therefore, it can be concluded that while supply of capital could be adversely af-
fected by increased political uncertainty, the Czech Republic should benefit from its
status as an accession country with low risk. Lack of supply of foreign capital should
not be a tight constraint on the size of capital inflows.

5. 3 Capital Inflows and Demand for Capital
Whether the relatively favourable supply conditions will lead to actual higher in-

flow of foreign capital will depend also on the domestic demand for foreign borro-
wing. It could be argued that capital inflows to the Czech Republic are mainly de-

14) In fact, there was already a significant narrowing of spreads of high-yield countries, as can be seen
by comparing data for September 2002 and July 2003 in Table 4. But the question remains whether this
reflects a sustainable reduction of risk premium.

15) However, the importance of this crowding-out effect is open to criticism. Some would argue that
accession countries do not fall into the category of emerging market economies any more, and that inves-
tors treat them as a separate investment category.
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mand-driven, that means, the constraint on the size of capital inflows does not rest
with the availability of foreign capital but with limited demand of residents for exter-
nal borrowing. This is best illustrated by the fact that unlike many other emerging
market countries, the Czech Republic was never forced to resort to a policy adjust-
ment to reduce the size of current account deficit in order to adjust it to reduced
availability of capital inflows.'® Another evidence that the size of capital inflows is
limited by demand for external borrowing is offered by the ability of the Czech sove-
reign to borrow abroad at a reasonably good price if it decided to do so.

Whether demand for the use of foreign savings in the Czech Republic will incre-
ase in the future depends on the total investment needs and on the availability of
domestic savings to meet these needs. More specifically, the question is whether
households’ savings will be sufficient to meet borrowing needs of the private corpo-
rate sector and public sector.

Probably the most important changes that lie ahead concern the borrowing ne-
eds of the public sector. The latest Ministry of Finance of the CR Budgetary Out-
look for 2003 — 2006 projects that in the absence of fiscal reforms, consolidated pu-
blic debt will increase from 20.3 per cent of GDP in 2002 to 41.7 per cent of GDP in
2006. Public debt will increase even under the scenario of an ambitious reform pro-
gram. Given the potentially large contingent liabilities, actual borrowing needs of the
sovereign could be even higher than this projection suggests. Second, the easy
access to domestic financing that the sovereign enjoyed thus far may not last. Simi-
larly, the availability of privatization revenues as a non-debt creating source of fi-
nancing public deficits will gradually fade out. These two developments are likely to
push the government to borrow in international capital market. Given the low level
of public debt (which is mainly issued domestically), the sovereign should have no
problems accessing international capital market at reasonable terms."”

The above-discussed developments could increase the sovereign demand for
borrowing and thus provide a potential channel for increased demand-driven inflow
of portfolio investment. At the same time, however, the need to comply at some point
in the future with the Maastricht criterion of general government deficit less than 3
per cent of GDP will serve as a long-term limit on the issuance of new government
debt. Of course, the longer the EMU accession is delayed, the longer could fiscal
deficits stay above the Maastricht ceiling, which together with the eventual recogni-
tion of contingent liabilities would mean more increase in public debt before the
Maastricht constraint discipline begins to apply.

What about capital inflows resulting from the external borrowing of the corpora-
te sector? Theoretically, approaching EMU membership should make external finan-
cing more attractive to nonsovereign borrowers. Establishing a sovereign foreign
currency benchmark could improve the access of Czech corporations to internatio-
nal capital markets, and portfolio inflows related to nonsovereign borrowing could
thus increase in the future. So far, banks have played a dominant role as a source
of corporate sector financing, while the role of capital markets remained limited. This

16) It could be argued that in a regime of floating exchange rate, adjustment to lower availability of
foreign capital would take place automatically via currency depreciation.

17) Of course, the problem is the eventual impact of sovereign external borrowing on the exchange
rate. This is the reason why so far, the Czech government has abstained from borrowing abroad from pri-
vate creditors. However, it could be argued that the need to borrow externally will arise mainly as privati-
zation revenues as a source of external financing fall. This could imply the change in the structure of capi-
tal inflows rather than the increase in total size, and thus the net effect on the exchange rate should not
be that large.
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may be changing, as banks begin to pay more attention to lending to households.
Still, the size of nonbank external borrowing by domestic firms is likely to remain
limited, and is unlikely to produce a surge in portfolio capital inflow.'®

6. Future Capital Flows and External Vulnerability

As | have noted, the size of future capital flows to the Czech Republic could be
constrained by the risk of increased external vulnerability. Too large volume of capi-
tal inflows would result in increased external vulnerability, either in the form of higher
external debt as a result of debt creating capital inflows, or in a deterioration of
current account balance because of the currency appreciation (and also higher profit
repatriation in case of higher FDI inflow). It is true that indicators of external vulne-
rability are not flashing red in the case of the Czech Republic, and concerns about
external debt and balance of payments sustainability are not likely to become in the
near term a binding constraint on further capital inflows. Nevertheless, this could
change if the already large capital inflows increase further and if the economy does
not adjust to these inflows by increasing its capacity to earn foreign currency to
service higher external debt.

Different forms of capital flows have different effect on the economy and its vul-
nerability. Arguably, the least risky is the inflow of foreign direct investment that fi-
nances private investment and that brings improved efficiency and better manage-
ment. Debt-creating inflows (portfolio investment or bank borrowing) could be more
risky, both because these flows are usually more volatile and because they result in
a build-up of external debt. But much depends on the use of these inflows, and on
their effect on production, efficiency, trade balance, etc.

Demand and supply considerations suggest a shift in the structure of capital
flows is likely to take place in the future. Dominant role of FDI inflows will recede as
privatization sales to nonresidents comes to an end. While large greenfield project-
related FDI inflows may continue, total volume of FDI inflows may decline somewhat
from the recent record high levels. At the same time, the share of portfolio inflows
will probably increase.® Within portfolio inflows, sovereign borrowing is likely to in-
crease for the reasons discussed above. In other words, the structure of capital in-
flows is likely to shift toward the more risky composition, but this shift is likely to be
slow and limited.

Given the prominent role of FDI in capital inflows to the Czech economy, it is
useful to discuss in more detail the potential effects of these on economy’s external
vulnerability. FDI inflows are usually considered to be more stable, not subject to
sudden panicky withdrawal, they address the problem of information asymmetry
between domestic and foreign investors, reduce the risk of information surprise that
could lead to a drying out of capital inflows or even to capital outflow. FDI brings
not only money but also possibly better managerial expertise, better technology and
better access to foreign markets. FDI inflows allow to finance current account defi-

18) Experience of emerging market countries where corporate sector external borrowing (either directly
or intermediated through domestic financial sector) reached large size suggests the important role played
by the borrowers’ perception that foreign funding is relatively cheaper than domestic. This perception was
often fueled by fixed exchange rate. With domestic interest rates low, Czech companies may not see much
benefits from borrowing abroad, even though the expectations of further koruna appreciation may increa-
se the attractiveness of external borrowing.

19) This shift from FDI inflows to portfolio inflows is also in line with the prediction of the pecking order
theory of capital inflows noted earlier.
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cit without resulting in higher stock of external debt like in the case of debt-creating
flows.29 Even though the size of FDI inflows is likely to decline somewhat in the fu-
ture, they will still continue to be a major factor affecting the Czech Republic’s eco-
nomic performance and real convergence with the euro area.

The potential risks of large FDI inflows are related to their already mentioned dual
effect. FDI inflows affect not only real economy, but also the foreign exchange mar-
ket and the currency external value: they tend to produce currency appreciation. 29

To the extent that FDI inflows increase productivity, real equilibrium exchange
rate appreciates as well, and stronger currency should not pose a risk to external
balance. Increased productivity would be expected to mitigate the adverse effects
of currency appreciation on net exports and on external current account balance.
Also, increased productivity would be expected to reduce domestic price of those
domestically produced goods that compete with imports, therefore allowing domes-
tic producers to compete on domestic market with imports made cheaper as a re-
sult of real appreciation. Therefore, FDI inflows should normally produce a sustai-
nable real appreciation and thus sustainable real convergence. But there are some
caveats to this conclusion.

First, it is not always clear if the large share of FDI in capital inflows is an evi-
dence of strength of weakness. For example, Hausmann and Fernandez-Arias
(2000) find that high share of FDI in total capital inflows tends to occur in riskier
countries. They conclude that rather than a sign of strength, large FDI inflows are a
sign of a weakness. Also, the notion that FDI inflows cannot be easily reversed ne-
eds to be qualified. While physical capital like machines and building cannot be re-
versed, financial transactions related to the original FDI inflows could be reversed
more easily and faster.?? This observation is in line with the analysis of structure of
capital flows by Buch and Piazolo (2001) who emphasize the role of FDI as a tool
to evade the problems related to information asymmetries and other market imper-
fections. However, the observation of Hausmann and Fernandez-Arias does not
imply that large share of FDI in total capital inflows should be automatically seen
as evidence of the above-noted weakness. In case of the Czech Repubilic, it could
be argued that the relatively small role of portfolio inflows reflects less the market
imperfections and more the limited demand of residents — particularly the sovereign
— for this form of foreign funding. And large FDI inflow is related to EU and EMU
accession and is not primary motivated by information asymmetries and other pro-
blems — though these certainly exist.

Second, there is an asymmetry between the impact of the FDI inflows on the
exchange rate and on productivity. Currency appreciation as a result of FDI inflows
is certain to take place, and it happens immediately, while any positive benefits of
FDI inflows are less certain to materialize, and if they do, it will be in a more distant
future. We can analyze two modalities of this problem.

First modality refers to the situation where the increase in FDI inflows would be
sudden and large, and when this would produce a sudden large exchange rate ef-
fect. In this case, the problem may arise mainly because of the time asymmetry: the

20) This does not mean that FDI inflows could eventually affect adversely balance of payments, be-
cause of the future repatriation of profits from foreign-owned companied abroad.

21) Of course, not every FDI inflow affects the exchange rate. If FDI inflows are to have a direct effect
on koruna exchange rate, the payment by foreign investors for the acquisition of a stake in the company
has to take place in foreign currency, or in koruna that were bought in foreign exchange market.

22) | am grateful to Rachel van Elkan for making this point.
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negative effect of currency appreciation on competitiveness is front-loaded, but the
positive effect on productivity of competitiveness of the investment financed by the
FDI inflows will be more back-loaded. In best case, this could cause temporary pro-
blems to exporters and domestic producers that compete with imports. In worst
case, it could result in bankruptcy of some producers and deterioration of trade
balance.

Second modality refers to the situation where positive effect of FDI inflows on
competitiveness does not materialize (or materializes only to a limited extent) be-
cause FDI inflows are directed mainly to the sector of nontradables. For example,
FDI in the form of purchases by foreigners of the existing energy network compa-
nies may not have a direct effect on export competitiveness at all. In such case, FDI
inflows could result in real appreciation of the currency that would exceed the ap-
preciation of equilibrium exchange rate, with potential adverse consequences for
balance of payments developments.?®

This problem may have been present in the Czech Republic during the 1990s.
As Table 5 shows, FDI to nonmanufacturing industries (approximation of nontra-
dables) was about twice higher than to manufacturing (tradable goods). Therefore,
the direct positive effect of FDI inflows on competitiveness of Czech exports may
have been less than suggested by the size of total FDI inflows.?¥ The Czech Re-
public has not only the highest FDI per capita, but also one of the highest fixed ca-
pital investment in terms of GDP and relative to the EU, measured in terms of pur-
chasing power parity. According to the data quoted in Social and... (2002), in 1999,
fixed capital investment in the Czech Republic has reached 56 per cent of the EU’s
level, less than Slovenia (79 per cent), but more than Hungary (39 per cent) and
Poland (37 per cent). In terms of GDP, fixed capital investment in 2000 reached 28.3
per cent of GDP in the Czech Republic. However, one unit of output (GDP) required
in 1994 — 1998 on average 22 units of investment, while this incremental investment
to output ratio was only 9 in Poland and 3 in Hungary, suggesting much higher out-
put effect of investment.

Table 5
Czech Republic: Foreign Direct Investment (in USD mill.)

1997 1998 1999 2000 2001
Nonmanufacturing 892 2,434 4,316 2,936 3,483
Manufacturing 408 1,284 2,008 2,050 1,433

Source: IMF, 2002d.

In addition, the negative effect of FDI-driven appreciation on balance of payments
and production could be also exacerbated by the possibility that not every producer
who sells for exports or who competes with imports will be able to adjust to the
appreciating exchange rate by cutting costs and/or increasing productivity as fast
and to the same extent. As a result of FDI-induced koruna appreciation, some of

23) This is a variant of the well-known Dutch disease phenomenon.

24) This is not to deny that foreign investment in financial sector, energy, retail sector etc. does not
have positive effects that would make the whole economy more efficient and that would ultimately also
improve the ability of industrial firms to compete abroad.
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these marginal producers could be pushed out of business. They could become
uncompetitive in foreign markets, and they could also loose domestic market share
to cheaper imports. Not everyone is a recipient of foreign direct investment, and not
everyone will benefit from a productivity-enhancing investment that would allow to
adjust to a stronger koruna. If the appreciation is large and happens fast, and if it
results in overshooting of the exchange rate, it could put out of business more pro-
ducers than what would be required to adjust to a new equilibrium exchange rate,
with potentially adverse macroeconomic consequences. Eventual reversal of the
exchange rate overshooting — if it happens — will not reverse this process.

Another potential problem of the FDI inflows is that while the FDI-driven koruna
appreciation could gradually weaken recipients’ country external balance and incre-
ase its external vulnerability, this weakening need not trigger automatically a corre-
ction. Unlike portfolio inflows, FDI inflows are usually not very sensitive to the dete-
riorating external balance and increased country’s risk premium. There is no strong
mechanism that would trigger an automatic reduction of FDI inflows, preventing thus
further koruna appreciation, further loss of competitiveness and further widening of
external current account deficit. However, if/when FDI inflows eventually fall, alter-
native sources of financing of external current account deficit would need to be found
or policy adjustment implemented. Of course, the alternative sources of external fi-
nancing are likely to be more sensitive to increased external vulnerability.

In 2001 and particularly in 2002, as a result of large FDI inflows, the koruna has
appreciated rapidly.2® While the Czech National Bank and the government sought
to limit the impact of FDI inflows on foreign exchange market, this effort did not pre-
vent the koruna from strengthening. Only the acceleration of intervention in foreign
exchange market since mid-2002 stopped the koruna appreciation. Because an
important part of recent FDI inflows was related to the privatization (partly in the
sector of nontradables), one should perhaps be concerned that the koruna appreci-
ation went too fast and too far relative to the beneficial effect of FDI inflows on com-
petitiveness of exporters. While data for the first nine months of 2002 did not produ-
ce a clear evidence of adverse effect of strong koruna on trade balance, trade deficit
began to widen in the fourth quarter of 2002, suggesting that currency appreciation
began to affect adversely export performance.?®

7. Secondary Markets and Convergence Play

So far, | have discussed capital flows related to the primary issuance of securi-
ties or FDI inflows. However, capital inflows could be not only a result of activity in
primary markets (issuance of new securities), but also a result of activity in secon-
dary markets, as a result of nonresidents buying existing securities from residents.
In the period preceding the EMU accession, particular attention needs to be paid to
one specific potential source of capital inflows connected with the secondary mar-
ket activity, the so-called convergence play.

The convergence play refers to capital inflows stimulated by the expected profit
opportunities resulting from the behavior of interest rates and exchange rates ahe-

25) In nominal effective terms, the koruna appreciated from 2000 to mid-2002 by more than 20 per cent,
before depreciating by about 5 per cent in the second half of 2002.

26) Initially, exporters may try to maintain market share by cutting costs and squeezing profit margins,
and strong koruna need not immediately affect trade balance, but at some point, exporters may be forced
to resort to cuts in production and employment, with adverse effects both on economic activity and on tra-
de balance.
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ad of the EMU accession. Countries that have joined EMU in the past have experi-
enced a sizable decline in the currency risk premium of their debt, that is, premium
to compensate the debt holders for the risk that the currency will loose value.?” Dec-
line in currency risk premium resulted in lower interest rates on their debt instru-
ments in local currency, and thus higher price of these instruments. Increased price
allowed holders of these instruments to realize capital gains. These gains were lar-
gest in these countries where the risk premium associated with the currency deva-
luation was initially the highest, and where the spread compression resulting from
the credibility-enhancing effects of adopting a common currency was the most sig-
nificant.

Arguably, the country risk premium, that is, the additional costs to borrower to
compensate the investors for the risk that the borrowing country will not be able to
repay its debt, does not fully disappear with the disappearance of the national cur-
rency and the currency risk. But country and currency risks are not completely in-
dependent, and disappearance of currency risk should normally reduce country risk
and thus total risk premium as well.2®

Therefore, past experience would suggest that transition countries that will join
the EU and EMU will experience a convergence of government bond yields to le-
vels in the euro area. Reduction in interest rates on debt instruments issued by the-
se countries would allow investors to benefit from capital gains. Therefore, inves-
tors have an incentive “to play” on the convergence of interest rates to EMU level.

The extent to which EMU accession could elicit the convergence play-related
capital inflows depends crucially on initial conditions of an accession country. A
country with a profligate fiscal policy and with a high risk premium can experience
a more significant improvement in fiscal discipline by following the EMU rules, and
it could see a more significant compression in risk premium, resulting in correspon-
dingly larger capital gains for the holders of its sovereign debt. Often-mentioned
example is Italy, which saw a dramatic reduction in fiscal deficits and correspondin-
gly large decline in interest rates and spreads. Conversely, countries with a relati-
vely well-disciplined fiscal policy whose sovereign debt risk premium is relatively low
are likely to see correspondingly smaller compression of this premium once they join
the EMU, and holders of their sovereign debt could thus expect smaller capital ga-
ins, making the convergence play less enticing.

Table 6 shows yields on government debt of different maturities in local curren-
cies of four accession countries, as well as their spreads compared to the EU bench-
mark. Immediately, one thing stands out: the spread of Czech Republic’s bonds is
negative, i.e., nominal yields are lower than yields on comparable EU instruments!
The convergence of Czech yields has already taken place, there is no more room
for further spread compression. Therefore, the situation in early 2003 suggests that
there is no potential for convergence play-related portfolio inflows to the Czech
Republic.

27) For example, in case of Italy, the sovereign risk measured by a spread of Italy’s government bonds
over the similar German bonds has declined from more than 400 points before Italy joined the EMU to about
50 points after it became a EMU member.

28) The reason being the negative effect of currency fluctuations on borrower’s financial situation and
thus the capacity to service its debt. Moreover, joining the EMU does not imply only giving up national cur-
rency. It also means accepting the rules for the conduct of fiscal policy that should result in a stronger fi-
nancial position of the public sector and thus in less probability that the sovereign will be unable to service
its debt obligations.
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Table 6
Accession Countries Spreads versus European Union

Maturity EU CR Poland Hungary Slovakia
bench yield | spread | vyield | spread | vyield | spread | vyield | spread

3M 3.22 2.78 -0.44 7.00 3.78 9.30 6.08 7.95 4.73
6M 2.94 2.75 -0.19 6.60 3.66 9.38 6.44 7.78 4.84
1Y 2.92 2.78 -0.14 6.20 3.28 9.39 6.47 7.67 4.75
2Y 3.10 2.76 -0.34 5.96 2.87 X X 7.4 4.3
3Y 3.34 2.71 -0.63 6.08 2.75 8.82 5.49 6.39 3.06
4Y 3.60 3.25 -0.36 6.19 2.59 X X X X
5Y 3.84 3.19 -0.65 6.15 2.31 7.82 3.98 6.05 2.21
7Y 4.27 3.91 -0.36 X X X X X X
10Y 4.56 4.29 -0.27 5.95 1.39 6.83 2.27 5.95 1.39
15Y 4.92 4.57 -0.35 X X 6.96 2.04 X X
20Y 5.01 X X 6.01 1.00 X X X X

Source: Ceska spofitelna/Erste, Macroeconomic and Fixed Income Weekly Report, November 4, 2002.

Table 6 suggests several questions. Why are the spreads in transition economies
so small and why the much higher yield compression compared to other accession
countries took place in the Czech Republic? Is this compression sustainable or is
there a risk that it could be reversed?

| have already discussed why accession countries’ foreign currency-denomina-
ted debt has much lower yield and spreads than debt of many other emerging mar-
ket countries. Similarly, low yields and spreads on domestic currency debt most li-
kely reflect the credibility-building effect of EU/EMU accession, which represent a
very powerful guarantee of sound policies over the medium and long-term. Positi-
vely-sloped yield curve in the Czech Republic compared with the negatively-sloped
yield curve in other three countries probably reflects very low inflation in the Czech
Republic, very low short-term interest rates and little expected further interest rate
cuts. As for the existence of the negative spreads on Czech sovereign debt, there
are several possible explanations. First, although rising, public debt in the Czech
Republic is lower than in other three countries. Second, inflation expectations are
lower in the Czech Republic than in other three countries, and thus inflation-adjus-
ted spreads are more similar. Third, abundant liquidity in banking sector creates
large demand for government securities, pushing down yields and spreads.

As Czech spreads on government securities of all maturities are presently be-
low the EU benchmark, there is no more room left for capital gains and convergen-
ce plays. Therefore, there is little possibility for convergence play-motivated capital
inflows. This does not mean that inflow of portfolio capital cannot increase, but with
negative spreads, there is little possibility that this would reflect the activity of non-
resident investors in secondary markets. While predominant part of existing stock
of government securities is in the hands of residents, mainly banks and other insti-
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tutional investors, and thus the potential for nonresidents’ purchases is high, low
yields and spreads make this unlikely.2®

To be sure, it remains to be seen whether the present negative spreads and low
yields will remain sustainable. Some suggest that the disappearance of positive
spread may even reflect a bubble in the Czech fixed income market. The sustaina-
bility depends on the main causes of the spread compression in the first place. For
example, if inflation expectations increase significantly, yields on government secu-
rities would increase as well. Failure to rein in soon large fiscal deficits and arrest a
rapid increase in public debt could have similar consequences. In that case, spre-
ads between the Czech yields and EU benchmark could widen again, creating room
for subsequent spread compression and convergence play. However, if the spreads
do not widen significantly and stay close to present level, portfolio capital inflows
will most likely be driven mainly by domestic borrowers’ demand for new foreign
funding, instead of nonresidents’ large-scale purchases of existing securities from
residents.

8. Conclusion

In this study, | have discussed some issues related to capital flows in the pe-
riod before the Czech Republic’s EMU accession. During this period, the Czech Re-
public is likely to continue to receive a large volume of foreign capital. | offered
some thoughts about the driving force of these inflows, about its size and the com-
position.

In the aftermath of the financial crises of the 1990s and early 2000s that have
affected several emerging market countries, a more nuanced view about the costs
and benefits of capital inflows has emerged. Therefore, it is important to understand
the conditions under which benefits related to capital inflows will prevail over the
potential costs. | have noted that unlike some emerging market countries in other
regions, accession countries in Central and Eastern Europe have remained relati-
vely unscathed by the financial turbulence and continued to enjoy a good access to
international capital markets. To an important degree, this is the result of the credi-
bility-building effect of the policy discipline related to the future EU/EMU accession.

| have made a note of certain paradox related to capital inflows to emerging
market countries. While the costly experience with financial crises in recent years
led many to wonder about the risks of excessively large capital inflows, some eco-
nomists come to the conclusion that based on a neoclassical model, capital flows
from more developed to less developed countries could in fact be higher than ob-
served in practice. We have discussed possible reasons why actual flows to the
Czech Republic (and possibly other transition economies) may be lagging behind
theoretical predictions. We noted that the neoclassical model does not take into
account the risk factor which may have played a particularly important role in early
stages of transition and a build-up of external vulnerability that may accompany lar-
ger capital inflows.

| discussed the future capital inflows from several perspectives. From a theoreti-
cal perspective, while looking at the implications for future capital inflows of the neo-
classical model of capital flows and the model of increasing returns/economies of

29) Theoretically, nonresident investors could be attracted to domestic securities even in case of low
yields and negative spreads if they expect the currency to appreciate, but in view of the already strong
koruna, further significant appreciation that would compensate for the negative spread does not appear at
this moment likely.
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scale. | argued that while the neoclassical model does not provide a clear predicti-
on about the future size of capital inflows, model based on increasing returns would
suggest a potential for further acceleration of capital inflows. However, at some
point, capital inflows driven by increasing returns could hit some constraint which
would cause it to slow down.

From a more practical perspective, | looked at the future development of capital
inflows from the perspective of supply of external savings by nonresidents and on
residents’ demand for external borrowing. | concluded that while the very large FDI
inflows are likely to decline somewhat, increasing sovereign borrowing needs could
produce an increased inflow of portfolio investment. | emphasized that increasing
external vulnerability could represent an ultimate limit to the size of capital inflows,
and | discussed whether the present large FDI inflows bring not only benefits but
also costs to the economy. | concluded that due to asymmetric effect on foreign
exchange market and on real economy, large FDI inflows could contribute to an in-
creased external vulnerability.

Finally, | asked whether the activity on secondary markets could become a sou-
rce of large capital inflows to the Czech Republic before the EMU accession. | poin-
ted to the previous experience of countries like Italy which saw a sharp decline in
yields and spreads and to the so-called convergence play where foreign investors
buy domestic debt instruments in the expectation of capital gains resulting from fal-
ling yields. However, yields on koruna-denominated debt are already very low and
spreads over the EU benchmark are even negative, suggesting that the yield con-
vergence has already taken place and that there is no opportunity for a convergen-
ce play-related capital inflows. A different question is whether this yield compressi-
on is sustainable. Among others, this will depend on continued low inflation, on
credible macroeconomic policies and on the absence of negative surprises regar-
ding the timing of the EMU accession.
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