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Soul-searching

The good news is that Central and Eastern Europe (CEE) 2009 is not
Asia 1997; the bad news is that it is not Asia 2009 either, but looks
more like Western Europe 2009: whereas emerging Asia is
confidently leading the global recovery, most CEE countries are just
beginning to break free of the grip of a severe recession, which in
some cases is undermining political stability—witness the recent
government crisis in Romania. Overall, the picture is much brighter
than most commentators expected not so long ago—but it leaves
open important questions on the region’s growth strategy going
forward. The first question is whether CEE should aspire to become
more like Asia. While net exports will play an important role in kick-
starting activity, for the CEE region as a whole exports are just the
kindling wood to ignite the recovery, not the main fuel of growth.
Comparing their hesitant and fragile recovery with Asia’s confident
rebound, CEE governments might therefore wonder whether they
should also switch strategy towards accumulation of sizeable FX
reserves and a more decisive promotion of exports. | believe this
would be a mistake: Capital should continue to flow downhill from
Western Europe to CEE, where it can finance much better prospects
for faster growth of productivity, output, and living standards. The
second question is whether integration with the EU is not only part
of the solution, but also part of the problem. Of the twelve new IMF
stand-by agreements launched during the crisis, ten are in CEE: in
the midst of the worst crisis since the Great Depression, CEE is the
only emerging region which had to seek the IMF's help. This
suggests that the current euro-convergence framework is flawed:
new EU member countries have no opt out clause, but they have no
fixed accession date either. The result has been in some cases a
rolling target date, with policies always falling short of the
Maastricht criteria, and of domestic expectations for a fail-safe
currency appreciation. Of course, prospects for medium-term real
FX appreciation remain intact, supported by the catching-up process
in real per capita GDP, but volatility remains a risk. CEE countries
could consider either giving a decisive acceleration to the euro-
accession process, or alternatively de-emphasizing the timing of
eurozone accession, thereby injecting more uncertainty into the FX
outlook and discouraging FX exposure at the household and
corporate level. In either case, focusing on credible and sound
macroeconomic policies will be of paramount importance.
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Early this year, many thought that CEE was doomed to suffer a systemic regional crisis
similar to that which ravaged Asia in 1997-98. The parallels were ominous: large current
account deficits had opened up as rapid economic growth was driven by a credit boom fueled
by foreign capital inflows. The region as a whole was heavily dependent on external financing,
which dried up quickly in the aftermath of Lehman’s bankruptcy. The ensuing depreciation
pressure on exchange rates was particularly pernicious as in several countries households
and firms had accumulated debt in foreign currency, mainly euro and Swiss franc. In addition,
CEE banking systems were dominated by Western European banks, which were already
under severe stress. Banks risked a fatal blow from rising non-performing loans in the region,
and the region risked a fatal blow from a sudden halt in credit supply. There was
disagreement on which would come first, but a wide consensus that CEE countries and the
Western banks involved would go down together.

That view, as is now clear, underestimated both the intrinsic resilience of CEE
countries and the value of their integration within the European Union. The ECB quickly
put in place swap lines with CEE central banks faced with a suddenly rising domestic demand
for euros. The EU offered financial assistance to complement that provided by the IMF, which
put in place a number of financial stabilization programs at record speed. IMF programs,
moreover, were quite flexible in terms of the fiscal adjustment required—unlike in Asia 1997.
As for the interdependence with Western European banks, it proved once more the
stabilizing power of mutually assured destruction strategies: foreign banks remained
fully involved and played a crucial role in restoring financial stability—in sharp contrast to Asia
in the late 1990s and Latin America in the 1980s.

The CEE region is not yet out of the woods, however. External imbalances have narrowed
rapidly over the last twelve months (Turkey’s current account deficit should shrink to just 1.5%
of GDP this year from 6% last year), but this improvement reflects a sharp recession with
severe social and fiscal implications. In some countries, fiscal deficits have widened sharply.
In those countries which needed to keep public finances under control, the adverse social
impact has undermined support for governments—as exemplified by the recent political crisis
in Romania. Nowhere is the tension more obvious than in Latvia, where the effort to maintain
the exchange rate peg to the euro is costing a 16% contraction in real output and a doubling
of the unemployment rate to nearly 17%. Should social costs become unbearable and lead to
a currency devaluation, the region’s resilience would face another severe test—a scenario
that the EU’s financial support will hopefully avoid.

CEE VULNERABILITIES SHIFTING FROM THE EXTERNAL TO THE FISCAL SIDE
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The growth outlook will soon start improving—reflecting the recent turnaround in
economic activity in the eurozone, which attracts as much as 70% of the exports of several
CEE countries (Germany’s healthy rebound is particularly encouraging in this respect). But for
the CEE region as a whole, unlike Asia, exports are just the kindling wood to ignite the
recovery, not the main fuel of growth: while exports are the main growth driver for the smaller
economies like Czech Republic and Slovakia, the larger players like Poland and Turkey rely
more heavily on domestic consumption and investment—indeed Poland has avoided the
recession altogether, thanks to the resilience of its domestic demand.

Comparing their hesitant and fragile recovery with Asia’s confident rebound, CEE
governments might go through some serious soul searching, wondering whether they
should also switch strategy towards accumulation of sizeable FX reserves and a more
decisive promotion of exports. After all, Asia’s strategy appears to have served the region
well, and its governments are scoffing at the IMF’s proposal to rely more on its insurance
policies rather than on FX reserves accumulation.

This soul-searching will be accentuated by the suspicion that integration with the EU
was not only part of the solution, but also part of the problem. Of the twelve new IMF
stand-by agreements launched during the crisis, ten are in CEE: in other words, in the midst
of the worst crisis since the Great Depression, CEE is the only emerging region which had to
seek the IMF’s help. A misplaced sense of confidence that domestic currencies would steadily
appreciate as countries converged to eurozone membership, providing an easy one-way bet,
was the main driver behind the accumulation of imbalances at the household, corporate, and
national level.

With all this, however, it would be a mistake for CEE to imitate Asia. Capital should
continue to flow downhill from Western Europe to CEE, where it can finance much better
prospects for faster growth of productivity, output, and living standards. The quick and
decisive mobilization of financial assistance by the EU and the IMF during this crisis proves
that CEE countries do not need to over-insure themselves with excessive FX reserves
accumulation. But at the same time, something should be done to prevent a renewed
accumulation of imbalances by households and corporate. The current euro-convergence
framework is flawed: new EU member countries have no opt out clause, but they have no
fixed accession date either. The result has been in most cases a rolling target date, with
policies always falling short of the Maastricht criteria, and of domestic expectations for a fail-
safe currency appreciation. Of course, prospects for medium-term real FX appreciation
remain intact, supported by the catching-up process in real per capita GDP, but volatility
remains a risk. CEE countries could consider either giving a decisive acceleration to the euro-
accession process, or alternatively de-emphasizing the timing of eurozone accession, thereby
injecting more uncertainty into the FX outlook and discouraging FX exposure at the household
and corporate level.
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Our recommendations are based on information obtained from, or are based upon public information sources that we consider to be reliable but for the completeness and

accuracy of which we assume no liability. All estimates and opinions included in the report represent the independent judgment of the analysts as of the date of the issue. We

reserve the right to modify the views expressed herein at any time without notice. Moreover, we reserve the right not to update this information or to discontinue it altogether
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for any financial, money market or investment instrument or any security nor (iii) as an advertisement thereof. The investment possibilities discussed in this report may not be

suitable for certain investors depending on their specific investment objectives and time horizon or in the context of their overall financial situation. The investments discussed

may fluctuate in price or value. Investors may get back less than they invested. Changes in rates of exchange may have an adverse effect on the value of investments.

Furthermore, past performance is not necessarily indicative of future results. In particular, the risks associated with an investment in the financial, money market or investment

instrument or security under discussion are not explained in their entirety.

This information is given without any warranty on an "as is" basis and should not be regarded as a substitute for obtaining individual advice. Investors must make their own
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fiscal and financial position. As this document does not qualify as an investment recommendation or as a direct investment recommendation, neither this document nor any part

of it shall form the basis of, or be relied on in connection with or act as an inducement to enter into, any contract or commitment whatsoever. Investors are urged to contact their

bank's investment advisor for individual explanations and advice.
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this publication, and may not be redistributed, reproduced or published in whole or in part for any purpose.
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ADDITIONAL REQUIRED DISCLOSURES UNDER THE LAWS AND REGULATIONS OF JURISDICTIONS INDICATED

Notice to Austrian investors

This document does not constitute or form part of any offer for sale or subscription of or solicitation of any offer to buy or subscribe for any securities and neither this document
nor any part of it shall form the basis of, or be relied on in connection with or act as an inducement to enter into, any contract or commitment whatsoever.

This document is confidential and is being supplied to you solely for your information and may not be reproduced, redistributed or passed on to any other person or published, in
whole or part, for any purpose.

Notice to Czech investors

This report is intended for clients of Bayerische Hypo- und Vereinsbank AG, Bayerische Hypo- und Vereinsbank AG, London Branch, UniCredit CAIB AG, Bayerische Hypo- und
Vereinsbank AG Milan Branch, UniCredit CAIB Securities UK Ltd., UniCredit Securities, UniCredit Menkul Degerler A.$., UniCredit Bulbank, Zagrebacka banka, UniCredit Bank,
Bank Pekao, Yapi Kredi, UniCredit Tiriac Bank, ATFBank in the Czech Republic and may not be used or relied upon by any other person for any purpose.

Notice to Italian investors

This document is not for distribution to retail clients as defined in article 26, paragraph 1(e) of Regulation n. 16190 approved by CONSOB on October 29, 2007.

In the case of a short note, we invite the investors to read the related company report that can be found on UniCredit Research website www.globalresearch.unicreditmib.eu.

Notice to Russian investors

As far as we are aware, not all of the financial instruments referred to in this analysis have been registered under the federal law of the Russian Federation “On the Securities
Market” dated April 22, 1996, as amended, and are not being offered, sold, delivered or advertised in the Russian Federation.

Notice to Turkish investors
Investment information, comments and recommendations stated herein are not within the scope of investment advisory activities. Investment advisory services are provided in
accordance with a contract of engagement on investment advisory services concluded with brokerage houses, portfolio management companies, non-deposit banks and the
clients. Comments and recommendations stated herein rely on the individual opinions of the ones providing these comments and recommendations. These opinions may not suit
your financial status, risk and return preferences. For this reason, to make an investment decision by relying solely on the information stated here may not result in consequences
that meet your expectations.

Notice to Investors in Japan
This document does not constitute or form part of any offer for sale or subscription for or solicitation of any offer to buy or subscribe for any securities and neither this document
nor any part of it shall form the basis of, or be relied on in connection with or act as an inducement to enter into, any contract or commitment whatsoever.

Notice to UK investors

This communication is directed only at clients of Bayerische Hypo- und Vereinsbank AG, Bayerische Hypo- und Vereinsbank AG, London Branch, UniCredit CAIB AG,
Bayerische Hypo- und Vereinsbank AG Milan Branch, UniCredit CAIB Securities UK Ltd., UniCredit Securities, UniCredit Menkul Degerler A.S., UniCredit Bulbank, Zagrebacka
banka, UniCredit Bank, Bank Pekao, Yapi Kredi, UniCredit Tiriac Bank, ATFBank in the Czech Republic who (i) have professional experience in matters relating to investments
or (ii) are persons falling within Article 49(2)(a) to (d) (“high net worth companies, unincorporated associations, etc.”) of the United Kingdom Financial Services and Markets Act
2000 (Financial Promotion) Order 2005 or (iii) to whom it may otherwise lawfully be communicated (all such persons together being referred to as “relevant persons”). This
communication must not be acted on or relied on by persons who are not relevant persons. Any investment or investment activity to which this communication relates is available
only to relevant persons and will be engaged in only with relevant persons.

Notice to U.S. investors

This report is being furnished to U.S. recipients in reliance on Rule 15a-6 ("Rule 15a-6") under the U.S. Securities Exchange Act of 1934, as amended. Each U.S. recipient of this
report represents and agrees, by virtue of its acceptance thereof, that it is such a "major U.S. institutional investor" (as such term is defined in Rule 15a-6) and that it understands
the risks involved in executing transactions in such securities. Any U.S. recipient of this report that wishes to discuss or receive additional information regarding any security or
issuer mentioned herein, or engage in any transaction to purchase or sell or solicit or offer the purchase or sale of such securities, should contact a registered representative of
UniCredit Capital Markets, Inc. (“UCI Capital Markets”).

Any transaction by U.S. persons (other than a registered U.S. broker-dealer or bank acting in a broker-dealer capacity) must be effected with or through UCI Capital Markets.

The securities referred to in this report may not be registered under the U.S. Securities Act of 1933, as amended, and the issuer of such securities may not be subject to U.S.
reporting and/or other requirements. Available information regarding the issuers of such securities may be limited, and such issuers may not be subject to the same auditing and
reporting standards as U.S. issuers.

The information contained in this report is intended solely for certain "major U.S. institutional investors" and may not be used or relied upon by any other person for any purpose.
Such information is provided for informational purposes only and does not constitute a solicitation to buy or an offer to sell any securities under the Securities Act of 1933, as
amended, or under any other U.S. federal or state securities laws, rules or regulations. The investment opportunities discussed in this report may be unsuitable for certain
investors depending on their specific investment objectives, risk tolerance and financial position. In jurisdictions where UCI Capital Markets is not registered or licensed to trade in
securities, commodities or other financial products, transactions may be executed only in accordance with applicable law and legislation, which may vary from jurisdiction to
jurisdiction and which may require that a transaction be made in accordance with applicable exemptions from registration or licensing requirements.

The information in this publication is based on carefully selected sources believed to be reliable, but UCI Capital Markets does not make any representation with respect to its
completeness or accuracy. All opinions expressed herein reflect the author’'s judgment at the original time of publication, without regard to the date on which you may receive
such information, and are subject to change without notice.

UCI Capital Markets may have issued other reports that are inconsistent with, and reach different conclusions from, the information presented in this report. These publications
reflect the different assumptions, views and analytical methods of the analysts who prepared them. Past performance should not be taken as an indication or guarantee of future
performance, and no representation or warranty, express or implied, is provided in relation to future performance.

UCI Capital Markets and any company affiliated with it may, with respect to any securities discussed herein: (a) take a long or short position and buy or sell such securities; (b)
act as investment and/or commercial bankers for issuers of such securities; (c) act as market makers for such securities; (d) serve on the board of any issuer of such securities;
and (e) act as paid consultant or advisor to any issuer.

The information contained herein may include forward-looking statements within the meaning of U.S. federal securities laws that are subject to risks and uncertainties. Factors
that could cause a company’s actual results and financial condition to differ from expectations include, without limitation: political uncertainty, changes in general economic
conditions that adversely affect the level of demand for the company’s products or services, changes in foreign exchange markets, changes in international and domestic
financial markets and in the competitive environment, and other factors relating to the foregoing. All forward-looking statements contained in this report are qualified in their
entirety by this cautionary statement

This document may not be distributed in Canada or Australia.
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