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5.3

5.3.1

Croatia

Price developments

In April 2016 the 12-month average rate of HICP inflation in Croatia was -0.4%,
i.e. well below the reference value of 0.7% for the criterion on price stability
{see Chart 5.3.1). This rate is expected to remain broadly unchanged over the
coming months.

Over the past ten years the 12-month average rate of HICP inflation has
fluctuated within a relatively wide range, from -0.4% to 6.0%, and the average
for that period was moderate, standing at 2.3%. Towards the end of 2007 this
rate of inflation accelerated significantly, peaking at levels close to 6% in 2008. This
mainly reflected a surge in food, energy and administered prices, alongside a build-
up of domestic price pressures during a period of robust economic expansion. Rapid
credit growth, fuelled partly by cross-border lending by foreign parent banks, led to a
significant accumulation of private sector debt. The boom in domestic demand was
accompanied by soaring trade deficits and accelerating growth in unit labour costs.
The global financial crisis led to an unwinding of the credit and housing boom.
Inflation decreased rapidly as the economy moved into recession and global
commeodity prices declined. Following a cumulative decline in real GDP of more than
12% over the period 2009-14, economic activity started to recover in 2015 (see
Table 5.3.1). Owing to increases in energy and food prices, inflation picked up in
2011 and 2012, before falling to historically low levels in 2014 and 2015 on the back
of lower commaodity prices in conjunction with weak internal demand. The
unemployment rate, which rose sharply during the recession, decreased slightly in
2015, albeit remaining at a high level. Growth in unit labour costs has been very
weak or even negative over the past few years.

For the first four months of 2016, the average annual rate of HICP inflation
stood at -0.6%. This negative inflation rate mainly reflected declines in the prices of
crude oil and food, as well as a reduction in administered gas prices for households.

Policy choices have played an important role in shaping inflation dynamics in
Croatia over the past decade, most notably the orientation of monetary policy
towards price stability. Hrvatska narodna banka aims to achieve price stability
through a tightly managed floating exchange rate regime vis-a-vis the euro. During
the period of robust economic expansion, Croatia’'s monetary policy was constrained
by the tightly managed floating exchange rate regime, and the overall policy stance
(including fiscal policy) was not tight enough to counter the build-up of
macroeconomic imbalances. Owing to the growing financial vulnerabilities and
macroeconomic imbalances prior to the economic downtum, Hrvatska narodna
banka introduced a series of administrative and prudential measures to curb credit
growth funded by banks’ borrowing abroad. However, several of these measures
were later abolished or loosened under counter-cyclical policies. In addition, the
government introduced a number of growth-enhancing credit schemes, but domestic
credit growth to the private sector remained faify weak. At the same time,
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corporations with access to intemational markets partly made up for the reduction in
their borrowing from domestic credit institutions by obtaining funding from other
sources, primarily those abroad. At the beginning of 2016 Hrvatska narodna banka
introduced a structural repo operation allowing banks to increase lending in local
currency at more favourable financing conditions. This welcome move, aimed at
fostering the use of the kuna in the banking system, was facilitated by favourable
balance of payments developments and the stronger extemal positions of banks.

Inflation is expected to increase in the coming years, albeit remaining at a
moderate level; over the longer term there are concerns regarding the
sustainability of inflation convergence in Croatia. According to the European
Commission’s Spring 2016 Economic Forecast, average annual HICP inflation will
remain in negative territory, at -0.6%, in 2016, before increasing to 0.7% in 2017.
Inflationary pressures are expected to be contained given the weak economic
growth. Risks to the inflation outlook are broadly balanced. On the upside, the risks
relate to developments in administered prices, while on the downside, they relate to
the heightened uncertainty regarding developments in the global economy, which
could reduce extemal price pressures. Looking further ahead, the catching-up
process is likely to result in positive inflation differentials vis-a-vis the euro area,
given that GDP per capita and price levels are still significantly lower in Croatia than
in the euro area. In order to prevent the build-up of excessive price pressures and
macroeconomic imbalances, the catching-up process must be supported by
appropriate policies.

Achieving an environment that is conducive to sustainable convergence in
Croatia requires stability-oriented economic policies and wide-ranging
structural reforms. Given monetary policy's limited room for manoeuvre owing to
the tightly managed floating exchange rate regime and the high level of euroisation,
it is imperative that other policy areas provide the economy with the wherewithal to
cope with country-specific shocks in order to ensure the correction of
macroeconomic imbalances and to prevent their recumrence in the future. More
specifically, structural reforms are needed to increase overall productivity and raise
the potential growth of the economy, to enhance the quantity and quality of the
labour supply, and to align the education system with the needs of the market. This
is particularly important in view of the high levels of structural and youth
unemployment. Notwithstanding the labour market reforms in 2013 and 2014 that
have significantly reduced the gap with other EU economies in terms of employment
protection legislation, and the recent measures in support of youth employment,
there is scope and a need for further measures. In particular, further progress is
required in the review of social benefits in order to push up the very low participation
rate. It is also crucial to achieve sufficient flexibility in wages, strengthen national
policies aimed at enhancing competition in product markets and proceed with the
liberalisation of regulated sectors. Priority should be given to improving the quality of
the business and regulatory environment, with a particular focus on fighting
corruption. In addition, it is essential to improve the effectiveness of the public
administration and the judicial system. Modemising the country’s infrastructure (in
particular its rail network) would boost potential cutput and support a more efficient
allocation of resources. Against this background, significant efforts should be made
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to ensure that Croatia improves its very weak absorption of EU funds. Recent
government intervention in existing loan agreements to allow the conversion of loans
denominated in, or linked to, Swiss francs into loans denominated in, or linked to,
euro, highlights the need for a more predictable legal system. Moreover, when the
recent Swiss franc loan conversion was designed, due consideration should have
been given to fair burden sharing among all stakeholders in order to aveid maoral
hazard."'® With regard to macroeconomic imbalances, the European Commission
selected Croatia for an in-depth review in its Alert Mechanism Report 2016 and
concluded that Croatia is experiencing excessive macroeconomic imbalances.

Financial sector policies should be geared to safeguarding financial stability
and ensuring that the financial sector makes a sound contribution to
sustainable economic growth. In view of the high level of private sector debt, it is
important to ensure that the necessary conditions are in place for an ordery
deleveraging process. The resolution framework for non-performing loans should be
further strengthened, particulary in order to improve the efficiency of court practice.
Given that the legislative changes allowing the conversion of loans denominated in
Swiss francs had a negative impact on banks’ profitability, it is important to preserve
the resilience of the banking system and its ability to support the real economy. In
order to minimise the potential risks to financial stability associated with a high
proportion of foreign cumrency loans, Croatia should continue to apply the
Recommendation of the European Systemic Risk Board of 21 September 2011 on
lending in foreign currencies (ESRB/2011/1). Close cooperation between the home
and host country supervisory authorities is important to ensure the effective
implementation of these measures.

Fiscal developments

The deficit and debt do not comply with the Maastricht criteria. In 2015 the
general govemment budget balance of Croatia recorded a deficit of 3.2% of GDP,
i.e. above the 3% reference value. The general government gross debt-to-GDP ratio
was 86.7%, well above the 60% reference value (see Table 5.3.2). Compared with
the previous year, the deficit ratio decreased by 2.3 percentage points, while the
debt ratio increased by 0.2 percentage points of GDP. The deficit ratio is forecast by
the European Commission to decline to 2.7% in 20186, while the government debt
ratio is projected to increase to 87.6% of GDP. With regard to other fiscal factors, the
deficit ratio exceeded the ratio of public investment to GDP over the 2011-14 interval
and is expected to do so again in 2015.

Croatia has been subject to the corrective arm of the Stability and Growth Pact
since 2014. The European Council, following Croatia's accession to the EU in June
2013 and taking into account the level ofthe 2013 deficit, as well as the planned
2014 deficit — both of which breach the 3% deficit reference value — decided on

21 January 2014 to open an excessive deficit procedure (EDP), with the deadline for

% See Opinion of the European Central Bank of 13 September 2015 an the conversion of Swiss franc
loans (CON/2015/32).
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correcting the excessive deficit being 2016. The European Commission's Spring
2016 Economic Forecast, while projecting a budget balance below the 3% reference
value in 2016, also points to risks of deviation from the structural balance adjustment
requirements.

Both cyclical and non-cyclical factors have contributed to the deficit changes
over recent years. The deficit peaked in 2011 at 7.8% of GDP, driven by non-
cyclical factors (presented in Table 5.3.2). In 2012 the deficit improved markedly (by
2.5 percentage points of GDP) on account of a large structural adjustment, which
was partly offset by unfavourable cyclical factors. On average, during 2012-15, the
deficit remained high, standing well above the 3% reference value, owing to positive
structural and negative cyclical factors.

The debt-to-GDP ratio, currently well above the 60% reference value, has
almaost doubled since the 2009 crisis as a result of unfavourable economic
conditions and large primary deficits. The debt ratio increased rapidly and
continuously from 49% of GDP in 2009 to 86.7% of GDP in 2015. This sharp
increase was driven by persistently high primary deficits, rising interest growth
differentials due to unfavourable economic conditions, and significant deficit-debt
adjustments (see Chart 5.3.2). The particularly strong deficit-debt adjustment in 2013
mainly reflected pre-financing for the first half of 2014. The government did not report
contingent liabilities related to the financial sector.

The level and structure of government debt protects Croatia, to some extent,
from interest rate shocks while the high share of foreign currency-
denominated debt implies that the fiscal balances would be highly sensitive to
the exchange rate movements. The share of government debt with a short-term
maturity is low (6.7% in 2015 — see Table 5.3.2). Taking into account the fact that
long-term debt is entirely based on fixed rates, fiscal balances are relatively
insensitive to interest rate changes. However, a high share of public debt is
denominated in foreign currency (78.6% in 2015), mainly euro (74.4% of the total
debt). Taking the government debt share of GDP into account, this implies that the
fiscal balances are highly sensitive to exchange rate changes. The tightly managed
float (designed to reduce the exchange rate's volatility against the euro) followed by
Hrvatska narodna banka means that the high sensitivity of fiscal balances to the
euro-kuna exchange rate changes should be somewhat mitigated. Both the foreign
currency-denominated part of public debt and long-term maturity debt are close to
their medium-term trends, although the euro share is on a slightly upward trend.

The European Commission's Spring 2016 Economic Forecast foresees a timely
correction of the excessive deficit but points to a risk that Croatia will not
comply with the Stability and Growth Pact. According to the European
Commission's latest forecast, the headline deficit is projected to retum to below the
3% reference value by the 2016 EDP deadline. The improvement in the structural
balance in 2017 {under the assumption of unchanged policies) is expected to fall
short of the fiscal requirements with respect to both the medium-term objective and
the debt reduction benchmark. In contrast, the medium-term fiscal policy strategy of
Croatia, as presented in the 2016 Convergence Programme, forecasts the structural
deficit to be 1.2% of GDP in 2016, 1.1% of GDP in 2017 and 0.8% of GDP in 2018,
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thus already below the minimum medium-term objective (1.75% of GDP structural
deficit from 2017 onwards). Therefore, there is scope for additional measures to
ensure compliance with the Stability and Growth Pact in 2017.

Croatia needs to improve its national fiscal framework. The fiscal strategy has to
focus on compositional issues so that public spending becomes more growth and
employment-fiendly. Only modest progress has been made in implementing the
2014 country-specific recommendations on fiscal governance, as the measures
announced have not been adopted. Challenges in the Croatian fiscal framework
relate to the operationalisation and independence of the Fiscal Policy Commission
and the revision of the Fiscal Responsibility Act. Moreover, the full adoption of
numerical fiscal rules, control of expenditure by means of spending reviews and
effective budgetary planning are essential for the improvement of the Croatian fiscal
framework.

The Commission’s 2015 Fiscal Sustainability Report suggests that Croatia
faces a high debt sustainability risk over the medium term. The European
Commission's 2015 Fiscal Sustainability Report foresees no significant short-term
risks of fiscal stress, although some variables (namely the primary deficit; the net
international investment position; and the level of, and change in, the share of non-
performing loans) peint to significant short-term challenges. Over the medium term,
the risk level is high, underpinned by the high stock of debt and high sensitivity of the
projections to macro shocks. Over the long term, while Croatia appears to be at low
risk because of the projected decrease in age-related spending, the low level of, and
projected further decline in, the benefit ratio raise concerns about the adequacy of
the pension system. Croatia has taken steps to tackle ageing costs, including (i)
streamlining social benefits, (i) tightening the regime for special pensions, and (jii)
increasing penalties for early retirement. The projected decrease in public
expenditure is largely the result of the low valorisation of pension rights and the
anticipated decrease in the level of new public pensions. This, in turn, would entail a
reduced level of curmrent and future spending on public pensions. This largely
explains the projected savings in demography-sensitive public expenditure and, thus,
the low fiscal stress in the long term. These projected developments also imply a risk
regarding the future adequacy of the pension system in the form of the upcoming
increased social payments that may be needed to suppont the elderly population that
will be below the poverty line or socially excluded. According to the 2015 projections
by the European Commission and the EU’s Economic Policy Committee '™, Croatia
is likely to experience a decrease in age-related public expenditure amounting to 2.5
percentage points of GDP by 2060 in the AVWG reference scenario from a level of
20.7% of GDP in 2013. In the AWG risk scenario, the reduction in the cost of ageing
is 0.4 percentage points. This is mainly due to significant savings in gross pensions,
which are projected to fall from 10.8% of GDP to 6.9% of GDP for the period 2013-
60, while healthcare and long-term care spending are expected to increase by 2.7%
and 1.1% of GDP respectively during the same period.

"8 Eyuropean Commission and Economic Policy Committee, ' The 2015 Ageing Report Economic and
budgetary projections for the EU-28 Member States (2013-2060)", prepared by the AWG.
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A prudent and credible fiscal policy based on further fiscal consolidation,
along with renewed determination in pursuing fiscal reforms, are needed for
public finances to return to a more sustainable footing over the medium term.
Despite the fact that the budget balance is projected to be below the 3% reference
value in 2016, possible fiscal risks in 2016 and additional required adjustment in
2017 may point to additional consolidation measures. These need to be
implemented in a growth-friendly framework in order to mitigate the effect on
economic conditions, which remain weak. In the light of the significant medium-term
risks to debt sustainability, Croatia needs to set up a credible medium-term
consolidation plan. Moreover, fiscal risks related to the inefficiency of public
spending and of state-owned enterprises need to be addressed. The Croatian fiscal
governance framework needs to be strengthened further, particularly as regards the
independence of the Fiscal Policy Commission, the revision of the Fiscal
Responsibility Act, the improvement to numerical fiscal rules, the introduction of
effective expenditure control and budgetary planning.

Exchange rate developments

In the two-year reference period from 19 May 2014 to 18 May 2016, the Croatian
kuna did not participate in ERM I, but traded under a flexible exchange rate
regime involving a tightly managed floating of the currency’s exchange rate.
The Croatian kuna was stable over the reference period and traded close to its May
2014 average exchange rate against the euro of 7.595 kuna per euro, which is used
as a benchmark for illustrative purposes in the absence of an ERM Il central rate
(see Chart 5.3.3). On 18 May 2016 the exchange rate stood at 7.488 kuna per euro,
i.e. 14% stronger than its average level in May 2014. Over the reference period the
maximum upward deviation from this henchmark was 1.7%, while the maximum
downward deviation amounted to 1.7%. Looking back over a longer period the
exchange rate of the Croatian kuna against the euro has depreciated by 3.0% over
the past ten years.

The exchange rate of the Creatian kuna against the eure exhibited, on average,
a low degree of volatility over the reference period. This reflected the strategy of
Hrvatska narodna banka to limit exchange rate fluctuations by means of accasional
market interventions. Hrvatska narodna banka conducted two foreign exchange
interventions at the beginning of 2015 by selling euro for domestic currency. The
purpose was to alleviate depreciation pressures caused by banks adjusting their
foreign exchange position against the background of the government’s decision to
freeze the exchange rate vis-a-vis the Swiss franc for loan repayments at the
exchange rate level applicable before the decision of the Swiss National Bank to
discontinue its minimum exchange rate target vis-a-vis the euro. Moreover, as of
September 2015 Hrvatska narodna banka undertook a series of measures to
alleviate the pressures on the foreign exchange and money markets caused by
legislative changes regulating the conversion of loans in Swiss francs. Over the
reference period short-term interest rate differentials against the three-month
EURIBOR stood, on average, at a low level. The spreads increased late in the third
quarter of 2015 amid the above-mentioned legislative changes and decreased
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thereafter as the measures by Hrvatska narodna banka reduced the pressures on
money markets.

The real effective exchange rate of the Creatian kuna has depreciated overall
over the past ten years (see Chart 5.3.4). However, this indicator should be
interpreted with caution, as during this period Croatia was subject to a process of
economic convergence, which complicates any historical assessment of real
exchange rate developments.

Croatia’s current and capital account has improved over the past decade,
while the country’s net foreign liabilities remain high (see Table 5.3.3). Aftera
progressive increase in the external deficit in the period up to 2008, the combined
current and capital account improved steadily and tumed into a small surplus in
2012, stahilising at around 1% in 2013 and 2014. This improvement primarily
reflected a sharp decline in the goods deficit, driven largely by the contraction in
domestic demand. The surplus widened notably in 2015 to 5.6% of GDP, mainly
reflecting a temporary reduction in the deficit of the balance of primary income owing
to foreign-owned banks’ losses following the regulatory amendments allowing for the
conversion of loans in Swiss francs, as well as improvements in the balance on trade
in services owing to an exceptionally good tourist season. In addition, the balance of
secondary income and capital accounts improved as a result of the intensified
allocation of EU funds to end-beneficiaries. Gross external debt increased
substantially from 73.9% of GDP in 2006 to 105.6% in 2013 and 108.4% in 2014. At
the same time the country's net intemational investment position, which had
deteriorated substantially from -76.1% of GDP in 2006 to -95.9% in 2010, improved
to reach -88.0% in 2014 and -78.7% in 2015. However, the country's net foreign
liabilities are still very high. Fiscal and structural policies therefore continue to be
important for supporting external sustainability and the competitiveness of the
economy.

The Croatian economy is well integrated with the euro area through trade
linkages.'” In 2015 exports of goods and services to the euro area constituted
58.9% of total exports, while the corresponding figure for imports was higher, at
59.3%.

534 Long-term interest rate developments

Over the reference period from May 2015 to April 2016, long-term interest rates
in Croatia were 3.7% on average and thus below the 4.0% reference value for
the interest rate convergence criterion (see Chart 5.3.5).

Long-term interest rates in Croatia have decreased from above 8% in 2009 to
3.6% in 2016, with the reduction having been interrupted by three episodes of
long-term rate rises. The first rise could be observed in 2011 and lasted until 2012,

"7 Diata on Croatia's investment position with the euro area are available only for portfolio investment
liabilties.
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with long-term interest rates increasing from around 6% to close to 8%. A second
period of rate rises could be observed in 2013 on the back of credit ratings being
downgraded. Since early 2014 long-term interest rates have continued to decline,
interrupted by an increase in yields in 2015. This rise can partly be attributed to the
weak economic environment and legislative changes conceming the conversion of
Swiss franc loans, as well as heightened political uncertainty following the election.
Rating agencies gave Croatia a negative credit rating outlook in the course of 2014
and 2015.

Croatia’s long<term interest rate differential vis-a-vis the euro area has
widened since the start of 2013, to stand at 2.7 percentage points at the end of
the review period. The interest rate differential, which had increased during the
2008-09 financial crisis, decreased from 2009 onwards. The latest widening was in
excess of what could be observed in the euro area, and largely reflected long-term
structural issues and weak economic growth, despite a relatively resilient financial
sector (see Chant 5.3.6). The long-term interest rate differential vis-a-vis the AAA
euro area yield stood at 3.4 percentage points at the end of the review period.

Capital markets in Croatia are smaller and much less developed than those in
the euro area (see Table 5.3.4), but among the most develaped in central and
eastern Europe. The non-banking financial sector is relatively large compared with
those of peer countries, with non-banking institutions also playing a more important
role in financial intermediation. Since the financial crisis, pension funds in particular
have gained importance. Stock market capitalisation as a share of GDP is higher
than for many peer countries and stood at 38.7% in 2015. Contrary to overall
developments in the euro area, stock market capitalisation has remained more or
less constant over the last decade. Despite this, the share of debt securities issued
by financial and non-financial institutions as a percentage of GDP remains very low,
at 0.4% and 5.3% respectively at the end of 2015. Integration of Croatia’s financial
sector with the euro area, as measured by the claims of euro area banks on Croatian
banks, has reached a considerable level. The Croatian financial sector is largely
bank-based, with its banking sector being largely foreign-owned and highly
integrated with the EU financial sector. The degree of financial intermediation is
somewhat lower than the euro area average. During the recession of the last few
years, which followed a period of strong credit expansion prior to the crisis, the
claims of euro area MFls on resident MFIs decreased from 16.4% in 2012 to 8.2% in
2015, while MFI credit to non-govemment residents in 2015 stood at 66.8% of GDP
- slightly below pre-crisis levels (see Table 5.3.4). The share of foreign currency-
denominated loans remains high, with most loans denominated in euro, whereas the
share of loans denominated in Swiss francs dropped to very low levels after the
recent Swiss franc loan conversion.
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Croatia - Price developments

Chart 5.3.1 HICP inflation and reference value 1)
(annual percentage changes)
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Sources: European Commission (Eurostat) and ECE calculations
1) The basis of the calculation of the reference walue for the period from May 2015 to April 2016 is the unweighted arithmetic average of the annual percentage
changes in the HICP for Bulgaria, Slovenia and Spain plus 1.5 percentage points. The reference walue is 0.7 %

Table 5.3.1 Measures of inflation and related indicators
(annual percentage changes, unless otherwise indicated)

[2008-20160[200R-2010 0] 2011-20160] 2011] 2012] 2013]  2014] 2015 201B2[20172
Measures of inflatien
HICP 23 3.0 16 22 34 23 02 -0.3| -0B 0.7
HICF excluding unprocessed food and energy 21 0 13 15 186 2.1 08 08 01 08
HICF at constant tax rates 3 19 28 11 21 245 14 -0.6 -0.6 - -
CPI 2.3 3.1 14 23 34 22 -0.2 -0.4 - -
Private consurmption deflator 23 33 1.3 24 33 19 -04 -0.5 -05 0.7
GOP deflatar 21 358 0g 1.7 1.6 0.8 0.0 0.1 03 1.0
Producer prices # 25 3B 13 6.4 70 04 -27 -38 - -
Related indicators

Real GOP growth 0.0 05 -05 -0.3 2.2 -1 -04 16 18 21
GDF per capita in PPS= (euro area = 100) 856 558 5953 550 558 553 550 . - -
Comparative price levels (euro area = 100) 01 721 67 6 705 67 .6 B7.0 652 . - -
Cutput gap 0.1 3.2 -3.0 -1.3 -2.8 -3.7 -4.0 -248] 17 -03
Unermployment rate (%) » 13.2 10.2 161 13.7 16.0 17.3 17.3 183 155 147
Unit labhour costs, whole econormy 21 548 -12 0B -1.3 =22 -24 -0.8 04 049
Compensation per employee, whaole econarmy 1.5 38 -04 4.3 0z -0.7 -53 -0.3 11 16
Lahour productivity, whole econormy -0.6 -1.8 o8 3.7 14 1.6 -3.0 041 o7 0.7
Imparts of goods and services deflator 1.7 14 14 58 3.0 0.z 0.7 -1.2 -07 0.4
Maominal effective exchange rate -0.4 0.z -1.3 -1.8 -33 1.2 g -3.1 - -
Maoney supply (M3) 2 27 6.8 1.3 1.0 24 28 0.1 4.2 - -
Lending from banks @ -26 - -26 4.4 -6.2 -0.1 -1.7 -24 - -
Stock prices (CROBEX) ' -15.4 57 -2001 178 0.0 3.1 27 -3.2 - -
Residential property prices 12 -30 =57 -20 02 -16 -4.0 -18 -2 - -

Sources: European Cormmission (Eurostat, DG ECFIN), national data for CPI, money supply, lending fram banks and residential property prices, and ECB calculations based on

Thomson Reuters data for stock prices

1) Multi-annual averages calculated using the geometric mean, except for GOP per capita in PPS, comparative price levels, output gap and unemployment rate, for which the
arithmetic mean is used.

2) Data from the European Commission's Spring 2016 Economic Forecast

3) The difference between the HICP and the HICP at constant tax rates shows the thearetical impact of changes in indirect taxes {e.g. WAT and excise duties) on the overall rate
of inflation. This impact assumes a full and instantaneous pass-through of tax rate changesto the price paid by the consumer.

4) Domestic sales, total industry excluding construction.

&) PPS stands for purchasing power standards.

B) Percentage difference of potential GOP: a positive (hegative) sign indicates that actual GOP is above (below) potential GDP.

7) Definition conformsto International Labour Organization guidelines.

&) EER-35 group of trading partners. A positive (negative) sign indicates an appreciation (depreciation)

9) The series includes repurchase agreements with central counterparties.

107 Data available since 2011, Not adjusted for the derecognition of loans from the MFI statistical balance sheet due to their sale or securitisation

117 Multi-annual and annual figures represent the percentage change between the end of the given period and the end of the previous period

12) Data available since 2008

ECB Convergence Report, June 2016 95

10112/16 ADD 2 MC/sr/ah
DGG 1A

www.parlament.gv.at


https://www.parlament.gv.at/pls/portal/le.link?gp=XXV&ityp=EU&inr=107199&code1=RAT&code2=&gruppen=Link:10112/16;Nr:10112;Year:16&comp=10112%7C2016%7C

Croatia - Fiscal developments

Chart 5.3.2 General government balance and debt
(3= a percentage of GOP)

- government balance (left-hand =cale)
government dehbt (right-hand scale)

= = reference values (government balance: -3%; government debt: 60%)

a0

an

" 2008 2007 2008 2008 2010 2011 2012 2013 2014 2018 30
Sources: European Systern of Central Banks and European Commission (Eurostat)
Table 5.3.2 Government budgetary developments and projections
(as a percentage of GOP, unless othenwise indicated)
[2006-2015 [2008-20108[2011-2018 8] 2011 2012] 2013] 2014] 201s] 20162] 20173] z018] 2019
Govemment balance 4.8 4.2 54| 78 $H3 H3 HH 32 27 2.3 .
Total revenue 421 418 4231 410 417 425 428 437 44 1 44 4
Current revenue 418 4.7 418 406 408 422 423 430 433 438
Direct taxes 8.5 6.9 6.1 B2 6.1 63 B.1 58 58 8.1
Indirect taxes 18.3 18.0 186 175 183 190 187 195 19.5 19.5
IMet social contributions 1.7 1.7 1Mel 11e 115 113 118 118 11.8 12.0
Other current revenue » 53 5.1 55 5.4 449 57 8.7 a7 5.8 6.0
Capital revenue 0.3 0.1 05 0.3 ng 03 0.3 0.7 0s 0g8
Total expenditure 46.9 46.0 477 488 470 478 481 468 46.8 46 .8
Current expenditure 408 391 427 421 422 4283 431 431 428 42 4
Caompensation of employees 118 116 1200 124 123 121 M8 114 114 1.3
Social benefits 187 1681 162| 161 163 158 168 164 16.3 168.1
Interest payahle 28 2.1 34 3.0 34 35 38 36 36 36
Cther current expenditure @ 108 10.2 1o 106 103 114 113 1.7 1.8 1.8
Capital expenditure 6.0 6.9 5.0 6.7 4.8 449 5.0 38 4.0 4.2
of which: Investment 4.4 54 35 38 35 37 37 28 3.1 33
Cyclically adjusted balance 48 -8B -40 73 40 -3B -3 -18 18 21
COne-off and temporary measures -01 00 0o -02 -01 -0.1 oo 0o
Structural balance 2 400 -73 40 33 35 7 14 =21
Govemment debt 61.5 44.7 782| 652 707 822 865 867 876 87.3
Average residual maturity (in years) - - 53 58 523 a1 50 5.3
In fareign currencies (% of total) - - 778l 773 Y54 FBOD BB VB8
of which” Euro - - T3zl 718 713 741 747 744
Domestic ownership (% of total) 258 53.0 585 5B8 585 577 584 5817
Mediurm and long-term maturity (% of total}® 88 4 g8.0 qoa( 897 904 902  H08 933
of which: Variallle interest rate (% oftotal) 0.0 0o oo 00 0o oo 00 oo
Deficit-debt adjustment 0.6 07 05| 02 02 60 14 186
Net acquisitions of main financial assets 04 0.8 oz -14 0.6 3g 05 148
Currency and deposits 04 08 -0 -1.58 0.3 32 -nF -1y
Debt securities 0.0 0.0 oo oo 0o oo oo -01
Loans 0.2 0.1 03 02 02 05 03 0.2
Equity and investment fund shares orunits  -0.2 -04 oo 00 0.1 01 -01 oo
Fevaluation effects on deht 0.8 04 o7 1.1 0.5 1.0 o7 04
of which: Foreign exchange halding
gainsflosses 0.3 0.1 04 08 0.1 5} g 0.1
Cther -04 -0.3 -04 o1 -13 13 18 -058
Convergence programme: government balance - - - - - - - - -26 20 16 -1.0
Convergence programme: structural balance - - - - - - - - -1.5 1718 17
Convergence programme: government debt - - - - - - - 858 847 828 80O
Sources: European Systern of Central Banks and European Commission (Eurostat, DG ECFIN).
1) Multi-annual averages.
2) Data from the European Commission's Spring 2016 Economic Forecast, except for convergence programme data.
3) Sales and other current revenue.
4 Intermediate consurnption, subsidies payable and other current expenditure
5) Cyclically-adjusted balance excluding one-off and other termporary measures.
B) Original maturity of more than one year.
71 Time of recording differences and other discrepancies (sector reclassfications and statistical discrepancies).
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Croatia - Exchange rate and external developments

Chart 5.3.3 Bilateral exchange rate and short-term Chart 5.3.4 Effective exchange rates 1)
interest rate differential (EER-28 group of trading partners; monthly averages; base index Q1 1993 = 100)

(HRK/EUR exchange rate: monthly averages;
difference hetween three-month interbank interest rates
and three-month EURIBOR: hasis points, monthly values)

— HRK/EUR exchange rate (left-hand scale) — narminal
interest rate differential (right-hand scale) real

5493 10.00 120 120

653 8.00 1% 113

712 M .,-\.\ B.00 110 110
771 Maxnu 105 105

am 2.00 100 100
840 2006 2008 20§10 2mz2 2014 000 9 2006 2008 2010 2012 204 %
Sources: Mational data and ECB calculation s Siource: ECB

1) The real EER-38 iz CHl deflated. An increase (decrease) in the EER indicates
an appreciation (depreciation).

Table 5.3.3 External developments
(as a percentage of GOP, unless othenwise indicated)

[ 2008-20150] 20082010 2011-20150] G011 2012] 2013] 2014 201s] 20182 20172
Balance of pay ments
Current account and capital account balance 3 -10 449 14 -0.7 0o 1.1 10 56 50 4.7
Current account balance -11 -5.0 12 -0.8 -0.1 1.0 0.8 52 4.4 4.0
Goods . -147) 143 143 1581 148 -151
Services . 1848] 138 148 1885 168 1749
Primary income -25 -30 -34 -20 -33 -07
Secandary income 25 23 26 27 28 2B 21 31
Capital account balance 0z 0.1 02 0.1 0.1 0.1 0z 04
Combined direct and portfolio investment bhalance @ -3.7 -3 -38 -4.0 -B.7 -6.3 14 -0.4
Direct investment -26 -3.8 =21 -5 -7 -1.8 -3 -03
Portfolio investment -11 -0.1 -1.7 -1.8 -4.0 -4.4 1.7 -0.2
Cther investment balance -0z 4.7 25 -0.3 58 1.1 23 34
Reserve assets 1.0 07 1.1 04 0.1 4.2 -1.2 17
Exports of goods and services 418 3649 443 4058 417 431 464 501
Imports of goods and services 424 404 433 408 412 428 444 473
MNet intemational investment position & -86.5 -85.3 -87.3| -8068 -805 8B7 -BBO -7R7Y
Gross external debt @ . .| 1037 1030 10586 1084
Internal trade with the eure areas
Exports of goods and services . 587 518 528 57.2 580 589
Imports of goods and services 535 480 474 582 588 583
Investment position with the euro area ®
Cirect investment assets o
Direct investment liabilities &
Portfolio investment assets o . . . .
Portfolio investment liabilities ¢ 492 55.2 456 416 453 4432 4889 482

Sources: European Systern of Central Banks and European Commission (Eurostat, DG ECFIM).
Mote: Backdata are available from 2008

1) Multi-annual averages.

2) Data from the European Commission's Spring 2016 Economic Forecast

3) Differences hetween totals and surn of their corponents are due to rounding

4) End-of-period outstanding amounts

4) As g percentage of the total.
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Croatia - Long-term interest rate developments

Chart 5.3.5 Long-term interest rate 1)

(monthly averages in percentages)

= |ong-term interest rate
longrterm interest rate (12-month moving average)
L] reference value

B h &

8 ey 5
P

4 ’-“.4

3 3

2 2
2008 2008 2010 2012 2014

Sources: European Systern of Central Banks and ECE calculations

1) The hasis of the calculation of the reference walue for the period from May 2015
0 April 2016 is the unweig hted arithmetic average of the interest rate levels
in Bulgaria, Slovenia and Spain plus 2 percentage points. The reference value is
40%.

Chart 5.3.6 Long-term interest rate and HICP inflation

differentials vis-a-vis the euro area
{monthly averages in percentage points)

= |ong-terminterest rate differential
HICF inflation differential

3] 5]
4 4
b /\/ W 2
VN w1
2 2006 2008 2010 2012 2014 2

Sources: European Systern of Central Banks, ECB calculations and European
Cormission (Eurostat)

Table 5.3.4 Long-term interest rates and indicators of financial development and integration

(a= a percentage of GOP, unless othenwise indicated)

PO0B-2015 opPOOB-2010 »p011-2015 »| 2012| 2013| 2014] 2015 May 2015|Memo item
to| euroarea
Apr. 2016 2015
Long-term interest rates

Croatia ® 54 59 50 B.1 4.7 4.1 37 -
Euro area 2. 34 4.0 24 34 3.0 0 12 12 -
Euro area AAA par curve, ten-year residual maturity 2% 28 38 1.8 21 148 14 0.6 -

Indicators of financial development and integration
Debt securities issued by financial corporations 04 - 04 - 04 04 04 - 736
Debt securities issued by non-financial corporations 5.3 - 53 - 54 48 53 - 10.8
Stock market capitalisation ® |0 - B0 - 365 388 387 - 60.4
MFI credit to non-government residents o BB 2 - ol ds 710 F01 BBB - 147
Claims of euro area MFls on resident MFls ® 15.5 - 147 164 153 125 82 - 27.4

Sources: European Systern of Central Banks and ECE calculations
1) Multi-annual averages calculated using the arithmetic average

Included far information only

)
]
) Qutstanding amount of debt securities issued by resident MFls and other financial corporations. Data available since 2013
) Qutstanding amount of debt securities issued by resident non-financial corporations. Data available since 2013,

) Qutstanding amount of listed shares issued by residents at the end of the period at market values. Data available since 2013.

7Y MFI (excluding NCB) credit to domestic non-hF| residents other than general government. Credit includes outstanding amounts of loans and debt securities.

Data avaiable since 2011

&) Outstanding amount of deposits and debt securities issued by domestic MFls (excluding the NCE) held by euro area MFIs as a percentage of total iabilities
of domestic MFls (excluding the NCE). Total liabilities e xclude capital and reserves and remaining liabilities. Data available since 2011,
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5.4

5.4.1

Hungary

Price developments

In April 2016 the 12-month average rate of HICP inflation in Hungary was 0.4%,
i.e. below the reference value of 0.7% for the criterion on price stability (see
Chart 5.4.1). This rate is expected to increase over the coming months.

Over the past ten years the 12-month average rate of HICP inflation has
fluctuated within a relatively wide range, from -0.3% to 7.9%, and the average
for that period was elevated, standing at 3.8%. In 2007 the average annual rate of
HICP inflation accelerated to 7.9%, owing partly to hikes in administered prices and
indirect taxes. As a result of the sham economic slowdown that started in 2007,
inflation receded gradually, but successive commodity price shocks and frequent
changes to indirect taxes and administered prices meant that consumer price
inflation in Hungary was relatively volatile during the peried under review. In 2010
and 2011 Hungary experienced a weak economic recovery driven by extemal
demand (see Table 5.4.1). While domestic demand remained subdued amid wage
restraint, hikes in indirect taxes and the depreciation of the forint kept consumer
price inflation at an elevated level. In 2012 economic activity declined again, while
inflation increased as a result of, among other things, a hike in the value added tax
rate. The ensuing economic recovery was to a large extent supported by government
intervention in an environment characterised by a contraction in bank lending to the
private sector. In recent years inflation expectations have become increasingly better
anchored. As inflation receded, the Magyar Nemzeti Bank continued to loosen its
monetary policy stance. In 2014 and 2015 the average annual rate of HICP inflation
was close to zero owing to a combination of factors, including global commodity
price developments, utility price cuts, relatively muted wage growth and subdued
external price pressures. The delayed recovery in residential house prices can partly
be explained by the high share of nonperforming loans in the household sector and
the ongoing contraction in lending.

For the first four months of 20186, the average annual rate of HICP inflation
stood at 0.3%. Strong domestic demand, supported by a shamly declining
unemployment rate, robust wage growth and an accommodative monetary policy
stance, made an increasing contribution to domestically generated inflation.
However, this was parly offset by developments in global commodity prices and
subdued inflation in Hungary's key trading partners.

Policy choices have played an important role in shaping inflation dynamics in
Hungary over the past decade, most notably the orientation of monetary policy
towards price stability. The Magyar Nemzeti Bank defines its inflation target as an
annual rate of consumer price inflation of 3%. This was adopted in August 2005. In
addition, in March 2015 the Magyar Nemzeti Bank adopted an ex-ante tolerance
band of 1 percentage point around this inflation target. Successive cuts in
administrative prices, which constitute a large share of Hungary's HICP basket of
goods and services (17% in 2016), helped to contain consumer price inflation. In late
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2008 Hungary’s large external financing needs necessitated an EU-IMF financial
assistance programme, which, owing to a change of govemment, went off track in
June 2010. In November 2011 Hungary requested further precautionary financial
assistance from the EU and the IMF, but negotiations were limited to one official
round in July 2012, as Hungary did not request any further assistance.

Inflation is expected to increase in the coming years; over the longer term
there are concerns regarding the sustainability of inflation convergence in
Hungary. According to the European Commission’s Spring 2016 Economic
Forecast, the rate of inflation will accelerate in 2016 and reach 2.3% in 2017. The
inflation outlook is based on expectations of moderate economic growth, with robust
job creation and dynamic compensation per employee growth projected to contribute
to pushing up inflation. The risks to the inflation outlook are broadly balanced. The
main upside risks relate to further depreciation pressure being exerted on the forint,
owing to the heightened uncertainty regarding domestic policy. A key downside risk
relates to the greater uncertainty about developments in the global economy, which
could reduce extemal price pressures. Looking further ahead, the catching-up
process is likely to result in positive inflation differentials vis-a-vis the euro area,
since GDP per capita and price levels are still significantly lower in Hungary than in
the euro area. In order to prevent the build-up of excessive price pressures and
macroeconomic imbalances, the catching-up process must be supported by
appropriate policies.

Achieving an environment that is conducive to sustainable convergence in
Hungary requires stability-oriented economic policies and wide-ranging
structural reforms. More specifically, economic policies promoting private sector-
led growth in order to drive up the currently low level of potential growth are
essential. Improving the quality of public institutions and ensuring that they are free
from undue political intervention are prerequisites for private sector-led economic
growth. The red tape for businesses should be reduced further and the excessive tax
burden on the private sector, specifically related to special taxes and levies at the
sectoral level, needs to be reconsidered. Enhanced governance, stronger institutions
and a better functioning administration at the national level should, among other
things, help to improve the absomtion of EU funds. With regard to macroeconomic
imbalances, the European Commission selected Hungary for an in-depth review in
its Alert Mechanism Report 2016 and concluded that Hungary is not experiencing
macroeconomic imbalances.

Financial sector policies should be geared to safeguarding financial stability
and ensuring that the financial sector makes a sound contribution to
sustainable economic growth. Policies should aim at reviving lending to the private
sector in a sustainable manner. The reduction in the banking tax should be
implemented as originally envisaged in the Memorandum of Understanding between
the Govemment of Hungary and the European Bank for Reconstruction and
Development. The resolution framework for non-performing loans should be further
strengthened and the existing bottlenecks in the collateral enforcement process need
to be removed.
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Fiscal developments

The deficit-to-GDP ratio complies with the Maastricht criteria, whereas the
debt-to-GDP ratio exceeds the reference value. In the reference year 2015 the
general govemment budget balance recorded a deficit of 2.0% of GDP, i.e. below
the 3% reference value. The general govemment gross debt-to-GDP ratio was
75.3%, i.e. above the 60% reference value (see Table 5.4.2). Compared with the
previous year, the deficit and debt ratios decreased by 0.3 and 0.9 percentage points
of GDP respectively. The deficit ratio is forecast by the European Commission to
remain at 2.0% in 2016, while the govemment debt ratio is projected to decrease
further to 74.3%. With regard to other fiscal factors, the deficit ratio did not exceed
the ratio of public investment to GDP in 2015, nor is it expected to do so in 2016.

Hungary has been subject to the preventive arm of the Stability and Growth
Pact since 2013. It had recorded deficits in excess of 3% of GDP each year up to
2012. Hungary's excessive deficit procedure ended on 21 June 2013, nine years
after the European Council first assessed that it had an excessive deficit. Hungary is
currently subject to the debt rule, as well as the preventive arm of the Stability and
Growth Pact. The European Commission's Spring 2016 Economic Forecast projects
the structural deficit to be above the medium-term objective, pointing to a high risk of
a significant deviation from the preventive arm’s requirements in both 2016 and
2017, unless further measures are taken.

Cyclical factors explain most of the deficit reduction over recent years. The
deficit ratio reached its peak in 2006 at 9.3% of GDP and has been on a downward
trend ever since, with a subsequent peak in 2011, when it was 5.5% of GDP.
European Commission estimates (presented in Table 5.4.2) indicate that cyclical
factors improved the budget balance by about 1.7 percentage points of GDP
between 2010 and 2015, while the structural balance did so by almost the same
amount (1.6 percentage points of GDP). The structural deficit path alsc points to
periods of consolidation efforts (e.g. between 2006 and 2009, as well as in 2012 and,
to a lesser extent, 2015), but also to intervals of fiscal loosening (e.g. between 2009
and 2011, and between 2012 and 2014).

The debt-to-GDP ratio increased sharply during the crisis, but has been on a
downward path since 2011, albeit at levels above the 60% reference value. The
debt ratio increased rapidly, from 65.6% of GDP in 2007 to 80.8% of GDP in 2011,
driven by an unfavourable interest growth differential and high deficit-debt
adjustments (see Chart 5.4.2), which were partly related to the support granted to
the financial sector and partly to the debt revaluation effects stemming from
exchange rate dynamics. Since 2012 the debt ratio has been on a downward path,
undeminned by primary sumpluses, favourable deficit-debt adjustments and an
almost neutral effect of the interest-growth differential (see Table 54 .2). These
favourable deficit-debt adjustments stem from the sizeable capital transfer that
resulted from the state takeover of mandatory second-pillar private pension assets.
Hungary has not incumred contingent liabilities resulting from government
interventions to support financial institutions or markets during the crisis.
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The level and structure of government debt indicate a high sensitivity with
respect to exchange rate movements and fiscal balances that are relatively
sensitive to interest rate variations. The share of government debt with a short-
termn maturity is noticeable (15.1% in 2015 — see Table 5.4.2). Taking into account
the level of the debt ratio, fiscal balances are relatively sensitive to changes in
interest rates. At the same time, the proportion of foreign cumrency-denominated
government debt, mainly in euro, is high (35.3% in 2015). This leaves fiscal balances
sensitive to changes in the exchange rate vis-a-vis the euro. Despite some
fluctuations, the share of debt denominated in euro and other foreign currency has
been on a decreasing path since 2011, pointing to a decline in debt-related
vulnerabilities.

The European Commission's Spring 2016 Economic Forecast points to a high
risk of a significant deviation from the adjustment path towards the medium-
term objective over the forecast horizon. According to the European
Commission's latest forecast, the structural deficit is projected to increase from a
level of 2.0% of GDP in 2015 to 2.9% of GDP in 2016, retuming to 2.5% of GDP in
2017, thereby deviating from the medium-term objective of-1.7% of GDP (and of
-1.5% of GDP from 2017 onwards) and pointing to a high risk of a significant
deviation from the preventive arm’s provisions. Hungary's medium-term fiscal policy
strateqy, as presented in the 2016 Convergence Programme update, although
indicating compliance with the preventive’s arm requirements in 2015, points to
partial compliance over the forecast horizon, with the structural deficit projections
deviating from the target over 2016-2018 (a widening deviation in 2017 also as a
result of the new, tighter medium-term objective) and a return to compliance with the
revised medium-term objective as of 2019.

The national fiscal governance framework has recently been strengthened, but
there is scope for further improvement. Hungary began the process of reforming
its national fiscal governance framework in 2010 (also establishing a strong
constitutional basis for the new set-up) and subsequently implemented several
changes, ranging from allocating optional tasks and resources to the fiscal council to
assigning veto competence to the council over the annual budget bill. However, the
fiscal council's analytical capacities and competencies should be improved and its
independence needs to be strengthened in order to match its uniquely strong veto
powers. Moreover, positive provisions, such as the government's obligation to fully
justify the differences between the medium-term budgetary framework and the actual
draft budgetary plan by factors outside the govemment influence have not been
implemented. This suggests that the current framework has still not passed an
effectiveness test. There is scope for improving the fiscal govemance framework
with (i) a better medium-term budget programming process, (ii) an enhanced fiscal
council with a broader mandatory remit that will further increase the transparency of
public finances, (iii) a more growth and environ mentally-friendly taxation system and
less reliance on sector-specific distortionary taxation, and (iv) further improvements
in the efficiency of tax administration that will address the existing compliance gaps.
This could be complemented by {v) tackling the high expenditure ratio and {vi)
recognising existing contingent liabilities at the level of state-owned enterprises.
Implementing these fiscal framework improvements should increase the efficiency,
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transparency and credibility of the fiscal sector, thus fostering a sustainable
adjustment towards an already favourable medium-term objective.

Hungary is at no risk of fiscal stress over the long term, but medium risk over
the medium term and an ageing population pose a challenge to public
finances. In the 2015 Fiscal Sustainability Report published by the European
Commission, the assessment for Hungary points to no risk over the short and long
term and medium risk over the medium term. This medium-term risk is undeminned
by the high stock of debt, the sensitivity to possible shocks to nominal growth,
interest rates and the government primary balance. It is partly mitigated by the low
adjustment implied by the cost of ageing in the baseline scenario. Hungary has taken
steps to tackle the costs of ageing. Notably, the authorities have made successive
parametric changes to the existing pension system pertaining to: (i) the level of the
benefit (including changes in indexation) and (ii) the number of recipients (raising the
retirement age and the effective retirement age), (jii) changes to the tax system to
incentivise favourable demographic developments and (iv) labour market reforms
aimed at increasing the participation rate in the workforce. These reforms imply a
reduced level of current and future spending on public pensions which, in turn,
largely explains the projected savings in demography-sensitive public expenditure.
However, such developments raise concerns regarding the future adequacy of the
pension system in Hungary. In the 2015 Ageing Report''® projections, Hungary is
likely to experience an increase in strictly age-related public expenditure of 0.9
percentage points of GDP by 2060 in the AWG reference scenario, rising from a
level of 20.5% of GDP in 2013. In the same time span, Hungary is projected to incur
higher ageing costs amounting to 5.4 percentage points of GDP (mostly from
increases of 4.2% and 1.5% of GDP in long-term care and health care respectively)
in the AWG risk scenario, significantly above the EU average. All these factors
suggest that further pension reform is needed in order to enhance the long-term
sustainability of public finances.

Further reforms of the fiscal governance framework and a prudent fiscal policy
are necessary in order to safeguard the sustainability of public finances over
the medium term. Hungary should take the necessary measures to ensure
compliance with its medium-term objective in 2016 and beyond. Fiscal risks related
to low tax compliance, contingent liabilities stemming from state-owned enterprises
and deficiencies in the medium-term budget programming process need to be
addressed. Determined progress towards the medium-term objective in line with
preventive-arm requirements, as well as reforms of the fiscal governance framework,
are necessary in order to safeguard the sustainability of public finances over the
medium term.

"8 Eyropean Commission and Economic Policy Committee, ' The 2015 Ageing Report Economic and
budgetary projections for the EU-28 Member States (2013-2080)", prepared by the AWG.
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Exchange rate developments

Over the reference period from 19 May 2014 to 18 May 2016, the Hungarian
forint did not participate in ERM II, but traded under a flexible exchange rate
regime. In the two-year reference period the Hungarian forint traded close to its May
2014 average exchange rate against the euro of 304.58 forints per euro, which is
used as a benchmark for illustrative purposes in the absence of an ERM Il central
rate (see Chart 5.4.3). On 18 May 2016 the exchange rate stood at 316.05 forints
per euro, i.e. 3.8% weaker than its average level in May 2014. Over the reference
period the maximum upward deviation from this benchmark was 2.6%, while the
maximum downward deviation amounted to 5.8%. Looking back over a longer period
the exchange rate of the Hungarian forint against the euro has depreciated by 20.5%
over the past ten years.

The exchange rate of the Hungarian forint against the euro exhibited, on
average, a relatively high degree of volatility over the reference period. Itis
likely that the existing macroeconomic vulnerabilities in Hungary, albeit declining,
together with a non-investment sovereign credit rating and a gradually declining
short-term interest rate differential against the three-month EURIBOR, have made
the forint susceptible to relatively high volatility. Between November 2014 and
January 2015 the Hungarian forint depreciated against the euro amid a deteriorating
outlook in the country’s key trading partners and elevated geopolitical risks. This
period was followed by a rather dynamic appreciation between January 2015 and
April 2015, which coincided with monetary policy decisions in the country’s key
trading partners and their subsequent impact on financial markets. By July 2015 the
Hungarian forint had depreciated markedly again, erasing most of the gains it had
recorded against the euro during the previous period. Since then the forint exchange
rate volatility has declined somewhat.

The real effective exchange rate of the Hungarian forint has been subject to
some volatility over the past ten years (see Chart 5.4.4). However, this indicator
should be interpreted with caution, as during this pericd Hungary was subjectto a
process of economic convergence, which complicates any historical assessment of
real exchange rate developments.

Over the past decade Hungary’'s current and capital account has improved
markedly and contributed to a reduction in the country’s net foreign liabilities,
which remain high (see Table 5.4.3). After reporting a large deficit of, on average,
6.3% of GDP between 2006 and 2008, the combined current and capital account
balance tumed into a slight surplus in 2009, which widened gradually thereafter to
5.7% in 2014 and 8.7% in 2015. This is largely explained by a substantial adjustment
in the goods and services balance owing to robust export growth supported by
expanded capacities of export-oriented sectors and, until recently, to relatively
subdued domestic demand. An increasing capital account surplus reflecting larger
transfers from the EU budget to Hungary also contributed to this rebalancing in the
more recent past. The sharp adjustment in Hungary's external position was coupled
with a significant reshuffling of its financing capital flows. While the portfolio
investment balance turned into net outflows, which were later reversed, the balance
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on other investment continued to record net outflows until recently. Moreover,
Hungary has been, on average, a recipient of net inflows of foreign direct investment.
Against this background, gross external debt decreased from 161.5% in 2011 to
145.0% of GDP in 2014 and 133.8% of GDP in 2015. Hungary's net international
investment position improved somewhat less dynamically, from -94.5% of GDP in
2011 to -73.9% of GDP in 2014 and -68.6% of GDP in 2015. However, the country's
net foreign liabilities are still very high. Fiscal and structural policies therefore
continue to be important for supporting external sustainability and the
competitiveness of the economy.

The Hungarian economy is well integrated with the euro area through trade
and investment linkages. In 2015 exports of goods and services to the euro area
constituted 55.6% of total exports, while the corresponding figure for imports was
similar, at 57.8%. The share of the euro area in Hungary's stock of inward direct
investment stood at 59.0% in 2015 and its share in the country’s stock of portfolio
investment liabilities was 38.1% in 2015. The share of Hungary's stock of foreign
assets invested in the euro area amounted to 32.7% in the case of direct investment
and 65.2% in the case of portfolio investment in 2015.

Long-term interest rate developments

Over the reference period from May 2015 to April 2016, long-term interest rates
in Hungary were 3.4% on average and thus below the 4.0% reference value for
the interest rate convergence criterion (see Chart 5.4.5).

Long-term interest rates in Hungary have decreased since 2009. After an initial
steep decline in 2009, there was a temporary increase in long-term interest rates in
2011-12, which was accompanied by a significant increase in credit default swap
prices to levels above those observed during the financial crisis. The reasons for the
temporary increase in long-term interest rates included uncertainty related to the
prospects of a possible IMF/EU programme, contracting economic activity in the
midst of increasing inflation and the rise in global risk aversion due to the euro area
debt crisis. In 2013 the long-term interest rate hovered around 6%, before falling to
below 4% at the end of 2014 (see Chart 5.4.5). A decrease in global risk aversion,
coupled with an improvement in the country-specific risk perception, and a number of
consecutive monetary policy rate cuts may all have contributed to this decline in
bond yields. During the reference period interest rates remained below 4% and the
increase in euro area sovereign vields during the summer of 2015 was also evident
in Hungarian sovereign vield developments.

Hungary’s long-term interest rate differential vis-a-vis the euro area average
has narrowed aver recent years to stand at 2.1 percentage points at the end of
the reference period. The interest rate differential, which had increased during the
2008-09 financial crisis, decreased from 2009 onwards, with the exception of some
widening in 2011 and 2012 (see Chart 5.4.6). Since 2012 gradual but continuous
reductions of the base rate (measured by the three-month fixed rate deposit since
23 September 2015, replacing the two-week central bank deposit rate), from 7%
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down to currently 1.05%, have contributed to the decline in the differential. As a
result of this and given improving euro area financial market confidence since mid-
2012, the long-term interest rate differential with respect to the AAA euro area yield
stood at 2.8 percentage points at the end of the reference period.

Hungarian capital markets are much smaller than in the euro area and still
underdeveloped {see Table 5.4.4). Stock market capitalisation, as a share of GDP,
has declined in recent years, from above 20% of GDP before the crisis to 15% in
2015. Overall, equities do not play an important role in the financing of the Hungarian
economy. Qutstanding debt securities issued by non-financial institutions (a measure
of market-based indebtedness) amounted to only 1.1% of GDP in 2015. The decline
in debt securities issued by financial corporations also reflects continued
deleveraging efforts in an environment characterised by a still relatively high level of
non-performing loans. Integration of Hungary's financial sector with the euro area, as
measured by the claims of euro area banks on Hungarian banks, is moderate,
particularly following the deleveraging observed since 2008. However, the share of
foreign ownership of the Hungarian banking system is significant. In addition, foreign
participation in the Budapest Stock Exchange remains high. The degree of financial
intermediation is low compared with the euro area average, despite Hungary's
financial sector being well developed in comparison with its peers. A significant
rebound in the financial intermediation capacity of Hungarian banks is being
hampered by continued deleveraging and a number of policy measures weighing on
banks’ profits. MFI credit to non-government residents in 2015 stood at 39.0% of
GDP, approximately 15 percentage points down from its 2012 level (see Table
5.4.4). The level of claims of euro area MFIs on resident MFIs has also decreased
significantly, standing at 5.7% in 2015 compared with a euro area average of 27.4%.

ECB Convergence Report, June 2016 106

10112/16 ADD 2 MC/sr/ah 20
DGG 1A EN

www.parlament.gv.at


https://www.parlament.gv.at/pls/portal/le.link?gp=XXV&ityp=EU&inr=107199&code1=RAT&code2=&gruppen=Link:10112/16;Nr:10112;Year:16&comp=10112%7C2016%7C

Hungary - Price developments

Chart 5.4.1 HICP inflation and reference value 1)
(annual percentage changes)
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HICP (12-month moving average)
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Sources: European Commission (Eurostat) and ECE calculations

1) The basis of the calculation of the reference walue for the period from May 2015 to April 2016 is the unweighted arithmetic average of the annual percentage

changes in the HICP for Bulgaria, Slovenia and Spain plus 1.5 percentage points. The reference walue is 0.7 %

Table 5.4.1 Measures of inflation and related indicators
(annual percentage changes, unless otherwise indicated)

[2008-20160[200R-2010 0] 2011-20160] 2011] 2012] 2013]  2014] 2015 201B2[20172
Measures of inflatien
HICP 38 53 23 348 5.7 1.7 0o 0.1 04 23
HICF excluding unprocessed food and energy 35 43 28 ] 50 0 18 13 15 24
HICF at constant tax rates 3 a 4.4 16 3.7 3.5 1.2 0.0 0.no - -
CPI 3.8 54 22 34 5.7 1.7 -0.2 -0.1 0.4 2.3
Private consurmption deflator 36 47 26 37 6.3 2.1 1.0 0.1 U] 23
GOP deflatar 34 4.0 28 22 3.5 3.1 32 1.8 24 2.5
Producer prices # 4.0 70 1.1 6.1 53 -0.8 =21 -3.0 - -
Related indicators

Real GOP growth 07 -0.2 17 18 -1.7 19 a7 28 25 28
GDF per capita in PPS= (euro area = 100) 5896 581 G116 604 60.2 G2.0 63.7 - -
Comparative price levels (euro area = 100) 61.1 62.9 588 60.0 599 58.8 o687 - -
Cutput gap -0.6 04 -1.8 -1.8 -3.3 -24 -0.7 0.1 05 1.0
Unernployment rate (%) ™ 9.1 8.8 94 11.0 1.0 102 77 6.8 6.4 6.1
Unit labhour costs, whole econormy 24 26 23 14 4.0 048 20 32 248 1.5
Compensation per employee, whaole econarmy 27 33 22 3.1 21 18 08 33 46 4.3
Lahour productivity, whole econormy 03 0.6 oo 1.7 -1.8 048 -1 041 16 2.7
Imparts of goods and services deflator 1.6 1.7 14 44 4.1 -0.4 03 -1.0 -0.4 0.3
Maominal effective exchange rate -2.4 -2.0 -28 -0.8 -5.8 -0.8 =27 -3.7 - -
Maoney supply (M3) 2 5.4 14 36 2.1 0.1 6.2 28 6.8 - -
Lending from banks @ -05 6.4 69l 1341 -5.5 -4.1 -38 -8.1 - -
Stock prices (BUX) 1 151 2B 122 -204 A 22 -104 438 - -
Residential property prices 12 0.0 -18 1.0 -34 -38 -28B 4.3 115 - -

Sources: European Cormmission (Eurostat, DG ECFIN), national data for CPI, money supply, lending fram banks and residential property prices, and ECB calculations based on

Thomson Reuters data for stock prices

1) Multi-annual averages calculated using the geometric mean, except for GOP per capita in PPS, comparative price levels, output gap and unemployment rate, for which the

arithmetic mean is used.
2) Data from the European Commission's Spring 2016 Economic Forecast

3) The difference between the HICP and the HICP at constant tax rates shows the thearetical impact of changes in indirect taxes {e.g. WAT and excise duties) on the overall rate

of inflation. This impact assumes a full and instantaneous pass-through of tax rate changesto the price paid by the consumer.
4) Domestic sales, total industry excluding construction.
&) PPS stands for purchasing power standards.
B) Percentage difference of potential GOP: a positive (hegative) sign indicates that actual GOP is above (below) potential GDP.
7) Definition conformsto International Labour Organization guidelines.
&) EER-35 group of trading partners. A positive (negative) sign indicates an appreciation (depreciation)
9) The series includes repurchase agreements with central counterparties.
107 Mot adjusted forthe derecognition of loans from the MF statistical balance sheet due to their sale or se curitisation

117 Multi-annual and annual figures represent the percentage change between the end of the given period and the end of the previous period

12) Data available gince 2007
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Hungary - Fiscal developments

Chart 5.4.2 General government balance and debt
(3= a percentage of GOP)

- government balance (left-hand =cale)
government dehbt (right-hand scale)
= = reference values (government balance: -3%; government debt: 60%)
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Sources: European Systern of Central Banks and European Commission (Eurostat)
Table 5.4.2 Government budgetary developments and projections
(as a percentage of GOP, unless othenwise indicated)
[2006-2015 [2008-20108[2011-2018 8] 2011 2012] 2013] 2014] 201s] 20162] 20173] z018] 2019
Govemment balance 4.2 5.4 29 H5 23 26 23 20 20 2.0 .
Total revenue 458 447 468| 443 483 470 475 487 46 .4 481
Current revenue 438 438 4401 421 442 444 448 447 44 3 438
Direct taxes 81 94 67 B3 6.8 BB BB 6.9 T2 70
Indirect taxes 17.2 16.0 184 173 186 185 185 1490 18.1 17.8
IMet social contributions 13.0 12.8 131 131 130 130 131 133 134 134
Other current revenue » 55 5.3 58 5.3 5.8 6.4 6.1 5.5 5.6 56
Capital revenue 20 1.1 28 22 21 26 30 4.0 2.1 2.2
Total expenditure 4588 80.2 4971 497 486 496 498 507 48 .4 481
Current expenditure 438 447 430( 435 433 438 429 413 413 405
Caompensation of employees 08 114 103 102 1o 101 4 107 1.0 048
Social benefits 18.5 18.2 178| 190 185 182 171 164 14.8 14.3
Interest payahle 4.2 4.1 4.2 4.2 4.6 4.5 4.0 36 31 3.0
Cther current expenditure @ 10.3 8.9 17| 102 103 110 114 108 124 124
Capital expenditure 6.1 505 6.7 6.3 5.3 548 6.9 94 71 758
of which: Investment 4.3 4.0 47 34 37 44 55 B.7 55 53
Cyclically adjusted balance -38 -8B -22 47 07 -14 -18 21 -2 258
COne-off and temporary measures 0z -0z o7 01 03 oo 0.7 0o
Structural balance 2 -23 485 14 15 220 20 -28 -2.5
Govemment debt 748 721 775| 808 783 768 7T62 753 74. 73.0
Average residual maturity (in years) 4.8 4.6 4.4 44 4.5 4.6 4.8 4.2
In fareign currencies (% of total) 407 388 425 518 434 421 398 353
of which” Euro 384 37.2 416 497 417 415 398 353
Domestic ownership (% of total) 453 48.1 425 348 382 424 455 518
Mediurm and long-term maturity (% of total}® 87 .0 g7.6 g65( 894 863 853 863 8448
of which: Variallle interest rate (% oftotal) 5.8 4.0 77 45 4.4 55 118 124
Deficit-debt adjustment 0.1 09 06| 22 34 04 22 06
Net acquisitions of main financial assets 04 04 04 44 07 18 ng 08
Currency and deposits 0.3 0.7 -0z 05 04 -14 07 -08
Debt securities 0.0 0.0 oo 0z 0.1 03 -04 0.0
Loans 01 0.1 021 08 -04 oo 0.0 0.0
Equity and investment fund shares orunits 0.2 -04 08 43 07 -04 04 0.3
Fevaluation effects on deht 07 0.5 IR:] 48 -24 o7 1.3 0.2
of which: Foreign exchange halding
gainsflosses 0.8 0.5 1.0 48 -24 o7 1.6 0.3
Cther -1.0 0.0 200 -114 03 05 0.1 1.0
Convergence programme: government balance - - - - - - - - -1.8 24 18 -148
Convergence programme: structural balance - - - - - - - - =21 =21 -7 -15
Convergence programme: government debt - - - - - - - - 745 73B V24 B84
Sources: European Systern of Central Banks and European Commission (Eurostat, DG ECFIN).
1) Multi-annual averages.
2) Data from the European Commission's Spring 2016 Economic Forecast, except for convergence programme data.
3) Sales and other current revenue.
4 Intermediate consurnption, subsidies payable and other current expenditure
5) Cyclically-adjusted balance excluding one-off and other termporary measures.
B) Original maturity of more than one year.
71 Time of recording differences and other discrepancies (sector reclassfications and statistical discrepancies).
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Hungary - Exchange rate and external developments

Chart 5.4.3 Bilateral exchange rate and short-term

interest rate differential

(HUF/EUR exchange rate: monthly averages,

difference hetween three-month interbank interest rates
and three-month EURIBOR: hasis points, monthly values)

=— HIUF/ELR exchange rate (left-hand scale)
interest rate differential (right-hand scale)
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Table 5.4.3 External developments
(as a percentage of GOP, unless othenwise indicated)

Chart 5.4.4 Effective exchange rates 1)
[EER-38 group of trading partners; monthly averages, base index Q1 1993 = 100)
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Source: ECE
1) The real EER-38 iz CHl deflated. An increase (decrease) in the EER indicates

an appreciation (depreciation).

[ 20082015 v] 2008-2010 ¢ 2011-2015 0] o011] 2013 2013 2014] 2018] 20182 20

172

Balance of pay ments

Current account and capital account balance 3 33
Current account balance 0.6
Goods 258
Services 32
Primary income -4.4
Secandary income 0.7
Capital account balance 27
Combined direct and portfolio investment bhalance @ -1.0
Direct investment -1.5
Portfolio investment 0.5
Cther investment balance 1.3
Reserve assets -
Exports of goods and services 850
Imports of goods and services 8.3
MNet intemational investment position & -92.2
Gross external debt @ 1538
Internal trade with the eure areas
Exports of goods and services o6 4
Imports of goods and services 553
Investment position with the euro area ®
Direct investment assets o 39.3
Direct investment liabilities & 56.0
Portfolio investment assets o 65.5
Portfolio investment liabilities ¢ 488

-08
-25
1.4
1.7
-5.1
-06
16
0.7
-15
22
-86

7849
756
-108.0
162.3

57.0
53.7

46.1
557
63.8
56.4

54 31 43 78 57 a7 7
24 08 1.7 3.8 20 4.2 5.0
31 28 28 34 24 34 .
4.1 3.3 38 3.8 4.7 4.7
40( -48 4.2 -28 45 37
07 -0B -08 -058 07 07
313 23 25 38 a7 45
=200 77 -3.7 -3.0 02 4.2
15 -14 =22 -0 -28 10
-05( -B3 -15 -3.0 a0 5.2
713 37 12 B.7 34 84
-04 3.8 -3.3 1.1 07 43
BR7| BY3 BB7 BBO BYSE 921
1.5 811 B0O 807 @23 B35
-B27| -B45 -B30 -B3s 738 -BBE
148.8( 16815 1880 1455 1450 1338

860 &858 883 558 865 55E
582 541 558 587 578 578

382 386 380 381 329 327
581 5851 544 583 557 590
666 646 B43 EB7TES Y12 B2
4421 504 453 452 4148 381

T
4.5

Sources: European Systern of Central Banks and European Commission (Eurostat, DG ECFIM).

Mote: Backdata are available from 2008

1) Multi-annual averages.

2) Data from the European Commission's Spring 2016 Economic Forecast

3) Differences hetween totals and surn of their corponents are due to rounding
4) End-of-period outstanding amounts

4) As g percentage of the total.
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Hungary - Long-term interest rate developments

Chart 5.4.5 Long-term interest rate 1)

(monthly averages in percentages)

long-term interest rate
longrterm interest rate (12-month moving average)
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Sources: European Systern of Central Banks and ECE calculations

1) The hasis of the calculation of the reference walue for the period from May 2015
0 April 2016 is the unweig hted arithmetic average of the interest rate levels
in Bulgaria, Slovenia and Spain plus 2 percentage points. The reference value is
40%.

Chart 5.4.6 Long-term interest rate and HICP inflation

differentials vis-a-vis the euro area
{monthly averages in percentage points)

long-term interest rate differential
HICF inflation differential

Sources: European Systern of Central Banks, ECB calculations and European

Cormission (Eurostat)

Table 5.4.4 Long-term interest rates and indicators of financial development and integration

(a= a percentage of GOP, unless othenwise indicated)

PO0B-2015 opPOOB-2010 »p011-2015 »| 2012| 2013| 2014] 2015 May 2015|Memo item
to| euroarea
Apr. 2016 2015
Long-term interest rates

Hungary 2 8.8 I 59 74 59 4.8 34 -
Euro area 2. 34 4.0 24 34 3.0 20 12 12 -
Euro area AAA par curve, ten-year residual maturity 2% 28 38 1.8 21 148 14 g 0.6 -

Indicators of financial development and integration
Debt securities issued by financial corporations 180 190 1801 240 273 93 a7 - 736
Debt securities issued by non-financial corporations 1.7 15 19 22 20 20 1.1 - 10.8
Stock market capitalisation ® 183 241 146 160 142 118 150 - 60.4
MFI credit to non-government residents o a6 4 B2.5 2021 542 488 451 340 - 147
Claims of euro area MFls on resident MFls ® 17.2 228 1.8 135 116 a0 57 - 27.4

Sources: European Systern of Central Banks and ECE calculations
1) Multi-annual averages calculated using the arithmetic average
Average interest rate

Included far information only

Outstanding amount of debt securities issued by resident MFls and other financial corporations.

Outstanding amount of debt securities issued by resident non-financial corporations.

&) Outstanding amount of listed shares issued by residents at the end of the period at market values

7Y MFI (excluding NCB) credit to domestic non-hF| residents other than general government. Credit includes outstanding amounts of loans and debt securities.

8) Outetanding amount of deposits and debt securities izsued by domestic MFle (excluding the NCE] held by eura area MFls as a percentage of total iabilities of domestic MFls
(excluding the NCE). Total liabilities exclude capital and reserves and remaining liabilities.

3
3
4
3)
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55 Poland

5.5.1 Price developments

In April 2016 the 12-month average rate of HICP inflation in Poland was -0.5%,
i.e. well below the reference value of 0.7% for the criterion on price stability
{see Chart 5.5.1). This rate is expected to increase over the coming months.

Over the past ten years the 12-month average rate of HICP inflation has
fluctuated within a relatively wide range, from -0.7% to 4.3%, and the average
for that period was moderate, standing at 2.3%. During the period 2006-08 HICP
inflation followed an upward trend, reaching levels of over 4%. To a large extent, this
was due to stronger growth in unit labour costs and changes to administered prices,
as well as the global food and energy price shock. In 2006 and 2007 real GDP
expanded at an annual rate of well above 6% and the unemployment rate declined to
historically low levels. A relatively short-lived economic slowdown — Poland was the
only EU Member State that avoided a decline in output in 2009 — and lower global
commeodity prices resulted in a temporary fall in annual HICP inflation, to levels
slightly below 2% in the summer of 2010. Thereatter, inflationary pressures re-
emerged, supported by the robust recovery in economic activity and a hike in the
value added tax rate in 2011. As a result, Narodowy Bank Polski had to increase
interest rates over the period from 2011 to mid-2012. In 2012 the Polish economy
slowed on account of weak domestic demand and unfavourable external conditions.
The weakening of domestic economic activity, along with a significant fall in global
commodity prices, contributed to a sharp decline in inflation over the period 2013-15.
In 2015 the average annual rate of HICP inflation stood at -0.7% (see Table 5.5.1),
despite the stronger growth in real GDP growth since mid-2013 and notwithstanding
the fact that Narodowy Bank Polski cut its main policy rate to a historical low of
1.50%.

For the first four months of 2016, the average annual rate of HICP inflation
stood at -0.4%. This historically low level of inflation largely reflects the decline in
global commodity prices over the past year. At the same time, however, domestic
price pressures remained subdued. This is reflected in the very low levels of HICP
inflation excluding unprocessed food and energy.

Policy choices have played an important role in shaping inflation dynamics in
Poland over the past decade, mast notably the orientation of monetary policy
towards price stability. Narodowy Bank Polski operates a floating exchange rate
system and since 1999 has had an inflation-targeting monetary policy framework in
place. The medium-term CPI inflation target has been 2.5% (1 percentage point)
since 2004. Inflation developments have been broadly supported by a number of
reforms designed to strengthen financial market stability, increase labour market
flexibility and enhance product market competition.

Inflation is expected to increase in the coming years, albeit remaining at a
maoderate level; over the longer term, there are concerns regarding the
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sustainability of inflation convergence in Poland. According to the European
Commission’s Spring 2016 Economic Forecast, average annual inflation is projected
to increase, reaching 1.6% in 2017. Relatively strong real GDP growth and further
declines in the unemployment rate are likely to support a gradual pick-up in inflation
towards the lower bound of the range of the central bank’s inflation target. Risks to
the inflation outlook are broadly balanced. Downside risks relate to the heightened
uncertainty regarding developments in the global economy, which could reduce
external price pressures, while upside risks may arise from stronger than expected
wage pressures on the back of tightening labour market conditions. Looking further
ahead, the catching-up process is likely to result in positive inflation differentials vis-
a-vis the euro area, given that GDP per capita and price levels are still lower in
Poland than in the euro area. In order to prevent the build-up of excessive price
pressures and macroeconomic imbalances, the catching-up process must be
supported by appropriate policies.

Achieving an environment that is conducive to sustainable convergence in
Poland requires stability-oriented economic policies and targeted structural
reforms. Although the Polish economy managed to weather the global financial
crisis comparatively well, a number of structural issues remain unresolved. In order
to enhance potential growth and resource allocation, efforts are needed to boost
competition in product markets and speed up innovation, privatisation and
infrastructure modemisation. Improvements in the business environment could help
to attract private investment. In the labour market, a number of structural
weaknesses need to be addressed, for example, by strengthening vocational
education and reducing labour market mismatches, as well as by boosting the labour
force participation rate. It is also essential that structural reforms are carried out to
tackle disincentives to work, patticularly those resulting from income taxation and
pension schemes. With regard to macroeconomic imbalances, the European
Commission did not select Poland for an in-depth review in its Alert Mechanism
Report 2016.

Financial sector policies should be geared to safeguarding financial stability
and ensuring that the financial sector makes a sound contribution to economic
growth. In view of the tax on financial institutions’ assets that was introduced in
February 2016 and the possible regulation on the conversion of foreign exchange-
denominated mortgage loans, it is essential to preserve the currently strong financial
position of the banking sector. This would ensure the supply of credit to the real
ecohomy. Improvements are needed in terms of the completion of the legislation on
recovery and resolution mechanisms.

Fiscal developments

Poland's government deficit and debt complied with the Maastricht criteria in
2015. In the reference year 2015 the general government budget balance recorded a
deficit of 2.6% of GDP, i.e. below the 3% reference value. The general government
gross debt-to-GDP ratio was 51.3%, i.e. below the 60% reference value (see Table
5.5.2). Compared with the previous year, the deficit ratio fell by 0.7 percentage point

ECB Convergence Report, June 2016 112

10112/16 ADD 2

MC/sr/ah
DGG 1A

www.parlament.gv.at

26
EN


https://www.parlament.gv.at/pls/portal/le.link?gp=XXV&ityp=EU&inr=107199&code1=RAT&code2=&gruppen=Link:10112/16;Nr:10112;Year:16&comp=10112%7C2016%7C

of GDP. By contrast, the debt ratio increased by 0.8 percentage point. The deficit
ratio is forecast by the European Commission to remain at the same level in 2016,
before edging up to 3.1% in 2017 on the basis of unchanged policies. The debt-to-
GDP ratio is projected to continue to increase, reaching 52.7% in 2017 . With regard
to other fiscal factors, the deficit ratio did not exceed the ratio of public investment to
GDP in 2015, nor is it expected to do so in 2016.

Poland has been subject to the preventive arm of the Stability and Growth Pact
since 2015. Against the background of the rise in the budget deficit in excess of the
reference value in 2008, the ECOFIN Council decided on 7 July 2009 that an
excessive deficit situation existed in Poland and set 2012 as the deadline for
correcting it. This was extended to 2014 on 21 June 2013 and by a further year, to
2015, on 10 December 2013. It was noted that Poland had not taken effective action
in response to the Council's 21 June 2013 recommendation. The ECOFIN Council
abrogated the excessive deficit procedure on 19 June 2015, one year earlier than
the extended deadline. While the deficit amounted to 3.3% of GDP in 2014, i.e.
above the 3% of GDP reference value, the Council found Poland to be eligible for
specific provisions under the excessive deficit procedure that deal with systemic
pension reforms. The European Commission’s Spring 2016 Economic Forecast
points to risks of a significant deviation from the adjustment path towards the
medium-term objective both in 2016 and, under unchanged policies, in 2017.

The reduction in the deficit in recent years is attributable to the improvement
in the structural position. The deficit ratio declined from its peak of 7.5% of GDP in
2010to 2.6% of GDP in 2015. The structural balance according to European
Commission estimates (presented in Table 5.5.2) improved even further, while the
cyclical component of the deficit deteriorated slightly. The improvement in the
structural balance reflects substantial expenditure-based consolidation, driven by
broad-based restraint in current spending and a reduction in public investment
towards its historical average. Some fiscal measures on the revenue side, such as
VAT and social security contribution rate increases, as well as modifications to the
pension system with a positive budgetary impact, supported the improvement. In
addition, the fiscal adjustment benefited from a considerable reduction in the interest
payment bill in relation to GDP.

The debt-to-GDP ratio increased to a limited degree during the early years of
the crisis to move closer to the 60% reference value, but decreased more
recently. The debt ratio increased by about 5 percentage points in 2010-11,
reaching around 55% of GDP. This was attributable to sizeable primary deficits
recorded on the back of relatively high capital expenditure related to the absorption
of EU structural funds. The debt ratio fell markedly (by more than 5 percentage
points) in 2014 on account of a negative deficit-debt adjustment. This reflected the
impact of the changes to the pension system, which involved a one-off transfer of
government debt from private pension funds to the public sector, partly reversing
previous pension reforms. The govemment has not reported any contingent liabilities
related to the financial sector.

The structure of government debt exposes Poland to changes in interest rates
and exchange rate fluctuations to some extent. The share of short-term maturity
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debt in total govemment debt is negligible (0.8% in 2015 — see Table 5.5.2). A
proportion of long-term debt (around 20% in 2015) is subject to a variable interest
rate. Overall, taking both characteristics and the level of the debt-to-GDP ratio into
consideration, the budget balance remains relatively sensitive to changes in interest
rates. The share of foreign currency-denominated government debt is significant
{35% in 2015), with around 75% denominated in euro. As a result, and accounting
for the debt-to-GDP ratio, the fiscal balance is relatively sensitive to exchange rate
fluctuations.

The European Commission’s Spring 2016 Economic Forecast points to the risk
of a significant deviation from the adjustment path towards the medium-term
objective. The European Commission's Spring 2016 Economic Forecast points to a
deterioration in the structural balance of 0.7 percentage point of GDP in 2016. This
represents a significant deviation from the improvement of 0.5 percentage point of
GDP that is required under the preventive arm. Moreover, the deficit ratio projected
for 2017 exceeds the reference value of 3%. The Polish govemment's plans that
were presented in the 2016 Convergence Programme update assume that the deficit
ratio will remain below 3%. However, the structural adjustment will be in line with the
requirements only in the later years (i.e. 2018-19). Furthermore, according to the
govemment's projections, Poland is not expected to achieve by 2019 its medium-
termn objective of a structural balance amounting to -1.0% of GDP. The fiscal strategy
is not yet fully undempinned by specific measures.

The Polish fiscal framework has strong features, but its effectiveness would
benefit from stronger implementation in practice. The constitutional debt rule
with triggers for corrective action provides a legal safeguard against exceeding the
60% reference value. Medium-term budgetary planning is based on the Multiannual
State Financial Plan, which covers four years and constitutes the basis for annual
budget preparation. In addition, a permanent expenditure rule came into force in
2015. This rule limits the growth of public spending to trend GDP growth, or below if
govemment debt is above pre-specified thresholds. However, its effectiveness
remains to be seen, especially in view of recent amendments allowing a less
restrictive fiscal policy in an environment of low inflation. Unlike most EU countries,
Poland does not have an independent fiscal council. However, in line with the
provisions of the Fiscal Compact, Poland should, before joining the euro area, putin
place the role and independence of the institutions responsible at national level for
monitoring compliance with EU fiscal rules.

Over the medium and long term, Poland faces medium risks to fiscal
sustainability. The analysis laid out in the European Commission's 2015 Fiscal
Sustainability Report points to medium risk over the medium and long term. This
stems largely from an unfavourable initial budgetary position and the necessity to
meet future increases in strictly age-related costs. The latter, according to the 2015
Ageing Report,'"” are projected to rise moderately (by 1.3 percentage points) by
2060 in the AWG reference scenario, increasing from a level of 20.7% of GDP in

"8 Eyropean Commission and Economic Policy Committee, " The 2015 Ageing Report Economic and
budgetary projections for the ELU-28 Member States (2013-2080)".
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2013. In the AWG risk scenario, the ageing costs increase significantly in the same
time interval (by 3.3 percentage points of GDP), albeit by less than the EU average
increase of 3.8 percentage points. The expected increase is entirely driven by
healthcare and long-term care spending, whereas pension expenditure and
education spending act as mitigating factors. These developments signal the need
for reforms in order to address the expected spending pressures.

The favourable medium-term macroeconomic outlook should be used to build
up fiscal buffers and introduce the necessary reforms. Poland should ensure
compliance with the provisions of the preventive am of the Pact and make adequate
progress towards the medium-term objective. The role and independence of the
national institutions that monitor compliance with the EU fiscal rules should be
improved. There is significant room for broadening tax bases and boosting tax
compliance. On the spending side, the strategy should focus on improving
expenditure efficiency through spending reviews and better-targeted benefits.
Finally, there is a need for reform to curb projected increases in healthcare and long-
tem care spending.

Exchange rate developments

In the two-year reference period from 19 May 2014 to 18 May 2016, the Polish
zloty did not participate in ERM Il, but traded under a flexible exchange rate
regime. Over the reference period the Polish zloty at times traded below its May
2014 average exchange rate against the euro of 4.1800 zlotys per euro, which is
used as a benchmark for illustrative purposes in the absence of an ERM Il central
rate (see Chart 5.5.3). On 18 May 2016 the exchange rate stood at 4.3885 zlotys per
euro, i.e. 5.0% weaker than its average level in May 2014. Over the reference period
the maximum upward deviation from this benchmark was 5.1%, while the maximum
downward deviation amounted to 7.5%. Looking back over a longer period the
exchange rate of the Polish zloty against the euro has depreciated by 12.7% over
the past ten years.

The exchange rate of the Polish zloty against the euro exhibited, on average, a
relatively high degree of volatility over the reference period. Volatility increased
at the beginning of 2015, which coincided with monetary policy decisions in the
country’s key trading partners and their subsequent impact on financial markets, and
it remained elevated in the first half of 2015. The Polish zloty appreciated against the
euro rapidly up to mid-April 2015, a trend that was fully reversed during the following
two months. Overall, since mid-2015, the Polish zloty weakened gradually against
the euro, partly as the positive interest rate differential vis-a-vis euro area assets
declined. The Polish currency may also have been affected by rising global financial
market volatility, concerns regarding developments in emerging market economies
and the increase in interest rates by the Federal Reserve System at the end of 2015.
This has been in contrast to a relatively strong and resilient macroeconomic
performance by the Polish economy over this period. Over the reference period
short-term interest rate differentials against the three-month EURIBOR remained at
relatively wide levels, on average, on account of higher monetary policy rates in
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Poland than in the euro area. However, the spreads decreased from 2.4 percentage
points in the three-month period ending in September 2014 to 1.9 percentage points
in the three-month period ending in March 2016 amid two interest rate cuts by
Narodowy Bank Polski. A Flexible Credit Line (FCL) arrangement by the IMF, which
cah be obtained by countries with very strong economic fundamentals and a good
policy track record, has been in place since mid-2009. The latest two-year FCL
arrangement was approved in January 2015 for an amount of SDR 15.51 hillion,
which was confirmed in January 2016, but for a lower amount of SDR 13 billion, as a
way of providing adequate insurance against external risks, while sending a signal of
their intention to gradually exit the FCL as conditions allow. Poland has not received
any disbursements since its establishment. As this arrangement helped to reduce
risks related to financial vulnerabilities, it might also have contributed to reducing the
risk of exchange rate pressures.

The real effective exchange rate of the Polish zloty has depreciated overall
over the past ten years (see Chart 5.5.4). However, this indicator should be
interpreted with caution, as during this period Poland was subject to a process of
economic convergence, which complicates any historical assessment of real
exchange rate developments.

Poland’s current and capital account has improved over the past decade, while
the country’s net foreign liabilities remain high {see Table 5.5.3). Following
relatively large deficits over the period 2008-12, the current and capital account
subsequently recorded a small surplus. This mostly reflected improvement in the
goods and services balance on account of strengthening exports. On the financing
side, Poland received net inflows in direct and portfolio investment from 2008 to
2015. Against this background, gross extemal debt increased over this period,
reaching 70.3% of GDP in 2015. At the same time Poland's net international
investment position deteriorated substantially to a very high level of -60.7% of GDP
in 2015, Fiscal and structural policies therefore continue to be important for
supporting external sustainability and the competitiveness of the economy.

The Polish economy is well integrated with the euro area through trade and
investment linkages. In 2015 exports of goods and services to the euro area
constituted 56.5% of total exports, while the corresponding figure for imports was
slightly higher, at 58.2%. The share of the euro area in Poland’s stock of inward
direct investment stood at 77.5% in 2015 and its share in the country’s stock of
portfolio investment liabilities was 37.2% in 2015. The share of Peland’s stock of
foreign assets invested in the euro area amounted to 67.5% in the case of direct
investment and 58.2% in the case of portfolio investment in 2015.

Long-term interest rate developments

Over the reference period from May 2015 to April 2016, long-term interest rates
in Poland were 2.9% on average and thus below the 4.0% reference value for
the interest rate convergence criterion (see Chart 5.5.5).
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Long-term interest rates in Poland have been on a declining trend since 2011
as 12-month moving average rates more than halved from approximately 6% to
under 3% at the end of the reference period. After hovering around 6% in the
years between 2008 and 2011 (see Chant 5.5.5), Polish long-term interest rates
declined in an environment where rates globally were also falling. In addition, in 2011
and 2012, the relative resilience of the Peolish economy and a stable credit rating at
the time may have contributed to the fall in Polish interest rates.

Poland’s long-term interest rate differential vis-a-vis the euro area has
exhibited a high degree of stability over the past decade. In fact, the rate
differential has moved within a band of between approximately 1 and 2 percentage
points for most of the period since 2006 (see Chart 5.5.6). It was only in 2009 and
2010 that the differential with the euro area consistently exceeded 2 percentage
points, peaking at about 2.6 percentage points towards the end of 2009. With the
subsequent reductions in Poland’s long-term interest rates between 2011 and 2013
being somewhat more pronounced than in the euro area, the interest rate differential
reached a low point of 0.6 percentage points in the spring of 2013. It has increased
since then, following the end of the previous easing cycle amid expectations of a
gradual economic recovery. However, at 2.0 percentage points, the differential
continues to be at levels comparable to those observed over the past ten years (for
comparison, the differential vis-a-vis the euro area AAA yield stood at 2.7 percentage
points).

At the end of 2015 Poland’s capital market was smaller and much less
developed than the euro area average. VWhile both corporate debt and equity
markets were smaller relative to GDP than in the euro area, bond issuance by
financial corporations was particularly low at 7.7% of GDP compared with more than
70% in the euro area (see Table 5.5.4). At the same time, the gap vis-a-vis the euro
area in terms of equity market capitalisation was less pronounced (28.5% in Poland
compared with 60.4% in the euro area). Integration of the Polish financial sector with
the euro area, as measured by the claims of euro area banks on Polish banks, is
limited. Claims of eurc area MFIs accounted for 5.4% of Polish banks’ liabilities at
the end of 2015 (see Table 5.5.4). Poland’s banking sector is smaller and less
developed than that of the euro area but, at the same time, is well integrated into the
EU financial system. MFls had extended the equivalent of 57.2% of GDP in credit to
the private sector by the end of 2015 (compared with 114.7% in the euro area), with
European banks accounting for a major part of those loans.
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Poland - Price developments

Chart 5.5.1 HICP inflation and reference value 1)
(annual percentage changes)
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Sources: European Commission (Eurostat) and ECE calculations
1) The basis of the calculation of the reference walue for the period from May 2015 to April 2016 is the unweighted arithmetic average of the annual percentage
changes in the HICP for Bulgaria, Slovenia and Spain plus 1.5 percentage points. The reference walue is 0.7 %

Table 5.5.1 Measures of inflation and related indicators
(annual percentage changes, unless otherwise indicated)

[2008-20160[200R-2010 0] 2011-20160] 2011] 2012] 2013]  2014] 2015 201B2[20172
Measures of inflatien
HICP 22 28 15 348 37 0.8 0.1 -0.7 oo 1.6
HICF excluding unprocessed food and energy 19 23 15 3.1 28 1.0 08 0.3 0B 186
HICF at constant tax rates 3 1.8 24 12 3.1 34 0.4 -0.3 -0.7 - -
CPI 2.3 28 17 4.3 37 04 0.0 -04 oo 1.6
Private consurmption deflator 21 27 14 49 34 04 -0z -1.2 oo 16
GOP deflatar 2.2 3.1 14 3.2 24 04 08 04 02 1.3
Producer prices # 25 3B 12 7B 36 -1.2 -14 =24 - -
Related indicators
Real GOP growth 38 4.7 28 50 1.6 13 33 3.6 a7 36
GDF per capita in PPS= (euro area = 100) 86.0 414 618 5848 g1.8 G2 .4 634 . - -
Comparative price levels (euro area = 100) 584 60.8 555 56.9 552 548 850 . - -
Cutput gap 04 1.8 oo 2.3 04 -1.2 -1.0 -0.8 oo 0.4
Unernployment rate (%) ™ 94 8.7 93 8.7 10.1 103 9.0 148 6.8 6.3
Unit labhour costs, whole econormy 1.6 28 03 08 21 0.3 0.1 -1.8 ns 1.3
Compensation per employee, whaole econarmy 4.2 54 258 53 36 1.7 16 04 a8 4.3
Lahour productivity, whole econormy 24 28 22 44 14 13 1.5 12 30 3.0
Imparts of goods and services deflator 23 28 18 8.5 4.1 -1 -1.8 -1.3 oo 1.8
Maominal effective exchange rate -0.4 0.3 -1.2 =27 -38 148 1.7 -24 - -
Money supply (M3) 2 104 13.1 74 10.8 5.6 6.2 78 8.4 - -
Lending from banks @ 12.5 19.8 57 58 7.3 4.0 54 58 - -
Stock prices (Warsaw General [ndesx) 19 ans 334 -22| -208 26.2 8.1 03 -986 - -
Residential property prices 12 =11 - =11 0.1 -35 -4.4 1.0 15 - -

Sources: European Cormmission (Eurostat, DG ECFIN), national data for CPI, money supply, lending fram banks and residential property prices, and ECB calculations based on

Thomson Reuters data for stock prices

1) Multi-annual averages calculated using the geometric mean, except for GOP per capita in PPS, comparative price levels, output gap and unemployment rate, for which the
arithmetic mean is used.

2) Data from the European Commission's Spring 2016 Economic Forecast

3) The difference between the HICP and the HICP at constant tax rates shows the thearetical impact of changes in indirect taxes {e.g. WAT and excise duties) on the overall rate
of inflation. This impact assumes a full and instantaneous pass-through of tax rate changesto the price paid by the consumer.

4) Domestic sales, total industry excluding construction.

&) PPS stands for purchasing power standards.

B) Percentage difference of potential GOP: a positive (hegative) sign indicates that actual GOP is above (below) potential GDP.

7) Definition conformsto International Labour Organization guidelines.

&) EER-35 group of trading partners. A positive (negative) sign indicates an appreciation (depreciation)

9) The series includes repurchase agreements with central counterparties.

107 Mot adjusted forthe derecognition of loans from the MF statistical balance sheet due to their sale or se curitisation

117 Multi-annual and annual figures represent the percentage change between the end of the given period and the end of the previous period

12) Data available since 2010
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Poland - Fiscal developments

Chart 5.5.2 General government balance and debt
(3= a percentage of GOP)

- government balance (left-hand =cale)
government dehbt (right-hand scale)
= = reference values (government balance: -3%; government debt: 60%)
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Sources: European Systern of Central Banks and European Commission (Eurostat)
Table 5.5.2 Government budgetary developments and projections
(as a percentage of GOP, unless othenwise indicated)
[2006-2015 [2008-20108[2011-2018 8] 2011 2012] 2013] 2014] 201s] 20162] 20173] z018] 2019
Govemment balance 4.2 4.8 37 49 37 40 33 26 26 3.1 .
Total revenue 393 398 387| 388 389 384 3889 388 391 391
Current revenue 3|4 38.2 375 370 376 374 377 378 38.1 378
Direct taxes 72 7B 63 B7 64 68 B9 6.9 7 72
Indirect taxes 13.5 138 130 137 129 128 128 128 13.0 127
IMet social contributions 12.7 124 1300 121 129 133 132 136 13.7 13.7
Other current revenue » 5.0 5.3 4 6 4.6 4.8 4 6 4.7 4.4 4.4 4.3
Capital revenue 1.0 0.7 1.3 1.7 1.3 1.0 1.2 1.1 1.0 1.3
Total expenditure 438 447 4241 438 428 424 4237 418 417 422
Current expenditure B3 391 3751 373 3TE 381 374 368 e 374
Caompensation of employees 08 108 104 105 103 104 104 102 0.1 101
Social benefits 16.2 184 160| 155 158 163 162 163 17.1 17.2
Interest payahle 23 23 23 25 2.7 25 18 1.8 1.7 158
Cther current expenditure @ 81 8.5 a8 a7 a8 a8 a4 8.5 8.6 8.5
Capital expenditure 5.3 5B 5.0 6.3 5.0 43 47 47 4.1 4.8
of which: Investment 48 4.8 47 58 4.7 41 45 4.4 4.3 45
Cyclically adjusted balance 47 -7 -a7 60  -38 -34 -28 24 -2B -3.3
COne-off and temporary measures oo 00 0.1 oo -0z oo 04 0o
Structural balance 2 -7 60 40 34 28 -23 -3.0 -3.3
Govemment debt 50.7 48.2 53.2| 544 540 560 505 613 52. 52.7
Average residual maturity (in years) 5.0 5.0 50 50 a0 50 50 a0
In fareign currencies (% of total) 292 26.1 3231 311 307 288 351 350
of which” Euro 212 18.0 235 218 218 217 258 268
Domestic ownership (% of total) 240 B1.5 465 512 475 495 423 420
Mediurm and long-term maturity (% of total}® 96 8 843 993 985 993 9989 4§97 092
of which: Variallle interest rate (% of total) 14 4 120 168 113 1584 176 188 210
Deficit-debt adjustment 0.9 00 -1.9 03 20 A1 68 0.2
Net acquisitions of main financial assets 04 0.0 07 -18 03 15 ng 08§
Currency and deposits 01 04 -0z -0B n.s -1.0 06  -089
Debt securities 0.0 0.0 oo oo 0o a1 -01 0.0
Loans 01 0.1 oo 0.1 o.n oo 02 0.0
Equity and investment fund shares orunits  -0.5 -08 05 -13  -10 -0B 0z oo
Fevaluation effects on deht 0.3 02 04 19 -15 oo 12 0.5
of which: Foreign exchange halding
gainsflosses 0.2 0.1 04 19 -14 01 08 0.4
Cther -08 -0.2 -16 03 -02 03 -8B 08
Convergence programme: government balance - - - - - - - - -26 29 20 13
Convergence programme: structural balance - - - - - - - - =31 28 21 13
Convergence programme: government debt - - - - - - - - 820 825 520 804
Sources: European Systern of Central Banks and European Commission (Eurostat, DG ECFIN).
1) Multi-annual averages.
2) Data from the European Commission's Spring 2016 Economic Forecast, except for convergence programme data.
3) Sales and other current revenue.
4 Intermediate consurnption, subsidies payable and other current expenditure
5) Cyclically-adjusted balance excluding one-off and other termporary measures.
B) Original maturity of more than one year.
71 Time of recording differences and other discrepancies (sector reclassfications and statistical discrepancies).
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Poland - Exchange rate and external developments

Chart 5.5.3 Bilateral exchange rate and short-term

interest rate differential
(FLM/EUR exchange rate: manthly averages;

difference hetween three-month interbank interest rates
and three-month EURIBOR: hasis points, monthly values)
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Table 5.5.3 External developments
(as a percentage of GOP, unless othenwise indicated)

Chart 5.5.4 Effective exchange rates 1)
[EER-38 group of trading partners; monthly averages, base index Q1 1993 = 100)
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an appreciation (depreciation).
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-54 25 -52 37 13 20 D2 03 .09
40 A2 35 21 01 08 05 . .
13 18 14 15 18 2.1 23
27 31 32 31 30 Az 28
0.0 0o 0.2 00 01 01 D2
15 22 18 22 23 24 24
48 27 58 51 0B B 0D
.18 s 28 12 0B 20 07
-29 12 .32 -38 0.0 04 07
37 05| -08 12 04 07 18
19 08 1.2 2.2 0.2 0.1 02
w5 480| 42B 444 4B3 475 484
412 454 447 448 444 462 466
578 -845| -578 -B71 B97 67 -BOT
585 B38| B55 721 706 711 703
552 581 543 538 554 565
573 575 5B1 571 574 582
B41| 588 825 FB5B B50 BYS
88| 750 755 FF4 A5 775
. 562 537 508 583 588 582
474 415| 444 428 428 404 372

Sources: European Systern of Central Banks and European Commission (Eurostat, DG ECFIM).

Mote: Backdata are available from 2008
1) Multi-annual averages.

2) Data from the European Commission's Spring 2016 Economic Forecast
3) Differences hetween totals and surn of their corponents are due to rounding

4) End-of-period outstanding amounts
4) As g percentage of the total.

ECB Comwvergence Report, June 2016

120

10112/16 ADD 2

DG

www.parl

MC/sr/ah
G 1A

ament.gv.at

34
EN


https://www.parlament.gv.at/pls/portal/le.link?gp=XXV&ityp=EU&inr=107199&code1=RAT&code2=&gruppen=Link:10112/16;Nr:10112;Year:16&comp=10112%7C2016%7C

Poland - Long-term interest rate developments

Chart 5.5.5 Long-term interest rate 1) Chart 5.5.6 Long-term interest rate and HICP inflation
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1) The hasis of the calculation of the reference walue for the period from May 2015 Cormission (Eurostat)

0 April 2016 is the unweig hted arithmetic average of the interest rate levels
in Bulgaria, Slovenia and Spain plus 2 percentage points. The reference value is
40%.

Table 5.5.4 Long-term interest rates and indicators of financial development and integration
(a= a percentage of GOP, unless othenwise indicated)

PO0B-2015 opPOOB-2010 »p011-2015 »| 2012| 2013| 2014] 2015 May 2015|Memo item
to| euroarea
Apr. 2016 2015
Long-term interest rates

Poland 2 50 57 4.2 50 4.0 35 27 29 -
Euro area 2. 34 4.0 24 34 3.0 20 12 12 -
Euro area AAA par curve, ten-year residual maturity 2% 28 38 1.8 21 148 14 g 0.6 -

Indicators of financial development and integration
Debt securities issued by financial corporations 6.8 45 9.1 96 1086 85 77 - 736
Debt securities issued by non-financial corporations 35 2B 45 4.2 43 449 50 - 10.8
Stock market capitalisation ® a7 338 341 3189 348 336 285 - 60.4
MFI credit to non-government residents o 492 441 2421 521 535 554 5712 - 147
Claims of euro area MFls on resident MFls ® 8.0 849 8.0 g4 a.1 5.8 5.4 - 27.4

Sources: European Systern of Central Banks and ECE calculations

1) Multi-annual averages calculated using the arithmetic average

Average interest rate

Included far information only

Outstanding amount of debt securities issued by resident MFls and other financial corporations.

Outstanding amount of debt securities issued by resident non-financial corporations.

&) Outstanding amount of listed shares issued by residents at the end of the period at market values

7Y MFI (excluding NCB) credit to domestic non-hF| residents other than general government. Credit includes outstanding amounts of loans and debt securities.

8) Outetanding amount of deposits and debt securities izsued by domestic MFle (excluding the NCE] held by eura area MFls as a percentage of total iabilities of domestic MFls
(excluding the NCE). Total liabilities exclude capital and reserves and remaining liabilities.

3
3
4
3)
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5.6

5.6.1

Romania

Price developments

In April 2016 the 12-month average rate of HICP inflation in Romania was -
1.3%, i.e. well below the reference value of 0.7% (see Chart 5.6.1). This rate is
expected to increase over the coming months.

Over the past ten years the 12-month average rate of HICP inflation has
fluctuated within a relatively wide range, from -1.3% to 8.5%, and the average
for that period was elevated, standing at 4.5%. In the years leading up to the
global financial crisis in 2008, inflation stood at elevated levels amid signs of
overheating in the Romanian economy. At the same time, unemployment declined
and wage growth significantly outpaced productivity growth, which, in tum, drove up
unit labour cost growth to double-digit levels. Following sharp increases in energy
and food prices, as well as the depreciation of the leu, the average annual rate of
HICP inflation peaked at 7.9% in 2008. Thereafter, it decelerated alongside the
sharp contraction in economic activity in 2009 and 2010, which was followed by a
rather moderate recovery (see Table 5.6.1). Following three years of wage cuts,
mainly in the public sector, from 2009 to 2011, including a 25% cut in public sector
wages in 2010, compensation per employee rose again as of 2012, albeitat a
somewhat lower rate than before. In 2014 and, in particular, in 2015 inflation
declined to historically low levels, closely reflecting developments in energy and food
prices, which together represent around 50% of Romania’s HICP basket of goods
and services. The fall in HICP inflation was also driven by successive cuts in indirect
taxes. In particular, on the back of a reduction in the value added tax (VAT) rate on
food items, non-alcoholic beverages and food services from 24% to 9% in June
2015, HICP inflation declined sharply and entered into negative territory. Given the
latest developments in inflation and the inflation outlook in particular, the key policy
interest rate has been kept unchanged since May 2015 at the historically low level of
1.75%.

For the first four months of 20186, the average annual rate of HICP inflation
stood at -2.2%. To a large extent, the negative rate of inflation reflects exceptional
country-specific factors, in particular the broadening of the scope of the reduced VAT
rate (9%) to all food items, non-alcoholic beverages and food services in June 2015
and the reduction in the standard VAT rate from 24% to 20% in January 2016. The
significant impact of these tax cuts is evidenced by the gap between headline
inflation and the annual rate of growth in the HICP at constant tax rates. The steep
fall in HICP inflation has occurred in an environment of very low levels of inflation
across the globe, robust growth in real GDP and a closing output gap.

Policy choices have played an important role in shaping inflation dynamics in
Romania over the past decade, most notably the orientation of monetary
policy towards price stability. In 2005 Banca Nationald a Romaniei shifted to an
inflation-targeting framework combined with a managed floating exchange rate
regime. The annual CPI inflation target was initially set at 7.5% and was reduced
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gradually to stand at 2.5% from 2013, with a 1 percentage point variation band
around the central target.

Inflation is expected to increase in the coming years; over the longer term
there are concerns regarding the sustainability of inflation convergence in
Romania. According to the European Commission’s Spring 2016 Economic
Forecast, average annual HICP inflation will remain in negative temitory, at -0.6%, in
2016 on account of substantial VAT cuts and generally low oil and commodity prices.
Thereafter, inflation is projected to move into the inflation targeting band, reaching
2.5%in 2017. The balance of risks surmrounding the forecast is on the upside. Upside
risks are associated with increasing wage pressure on the back of wage hikes in the
public sector and a series of minimum wage increases, as well as the faster than
expected closing of the output gap. Moreover, there are risks stemming from the
persistent uncertainty regarding the progress on structural reforms and from potential
fiscal slippages in the context of an unstable political environment, which could, in
tum, lead to depreciation pressure on the leu. Downside risks to the inflation outlook
are related to the heightened uncertainty regarding developments in the global
economy, which could reduce extemal price pressures. Looking further ahead, the
catching-up process is likely to result in positive inflation differentials vis-a-vis the
euro area, given that GDP per capita and price levels are still significantly lower in
Romania than in the euro area. In order to prevent the build-up of excessive price
pressures and macroeconomic imbalances, the catching-up process must be
supported by appropriate policies.

Achieving an environment that is conducive to sustainable convergence in
Romania requires stability-oriented economic policies and wideranging
structural reforms. More specifically, the government should continue with product
market reforms to boost private investment and competition. The deregulation of gas
prices should be completed and reforms aimed at enhancing the corporate
governance of state-owned enterprises need to be stepped up. Improving Romania’s
very weak absorption of EU funds warrants attention, in particular with a view to
improving the quality of the infrastructure in the energy and transport sector. In order
to enhance growth prospects and competitiveness, it is essential to advance
structural reforms (including the fight against corruption), as well as the quality and
efficiency of public institutions. In terms of the labour market, measures aimed at
reducing youth and long-term unemployment should be implemented more broadly
and participation in lifelong leaming should be promoted. With regard to
macroeconomic imbalances, the European Commission selected Romania for an in-
depth review in its Alert Mechanism Report 2016 and concluded that Romania is not
experiencing macroeconomic imbalances.

Financial sector palicies should be geared to continuing to safeguard financial
stability and ensuring that the financial sector makes a sound contribution to
economic growth. In order to safeguard financial sector stability in the future, it is of
utmost importance to continue the clean-up of bank balance sheets and to support a
sustainable recovery in lending, in particular to non-financial corporations. The
impact on the banking sector of recent legal initiatives warrants special attention,
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particularly with regard to the potential negative spillover effects on the economy as
a whole.

56.2 Fiscal developments

Romania's government deficit and debt complied with the Maastricht criteria in
2015. In the reference year 2015 the general government budget balance recorded a
deficit of 0.7% of GDP, well below the 3% reference value. The general government
gross debt-to-GDP ratio was 38.4%, well below the 60% reference value (see Table
5.6.2). Compared with the previous year, the deficit and debt ratios decreased by 0.1
and 1.4 percentage points of GDP respectively. The European Commission’s Spring
2016 Economic Forecast expects the deficit to deteriorate markedly to 2.8% of GDP
in 2016 as a result of cuts in VAT and perseonal income taxation, as well as sharp
increases in public wages. On a no-policy-change basis, the Commission expects
the deficit to worsen further to 3.4% of GDP in 2017. Government debt is projected
to increase to 40.1% of GDP in 2017. With regard to other fiscal factors, the deficit
ratio did not exceed the ratio of public investment to GDP in 2015, nor is it expected
to do so in 2016.

Romania has been subject to the preventive arm of the Stability and Growth
Pact since 2013. Against the background of the rise in the budget deficit above the
reference value in 2008, the ECOFIN Council decided on 7 July 2009 that an
excessive deficit situation existed in Romania and set 2011 as the deadline for
correcting it. Its recommendation of 12 February 2010 extended this deadline to
2012. The ECOFIN Council abrogated the excessive deficit procedure on 21 June
2013. Romania achieved its medium-term objective of a structural deficit of 1% of
GDP over the period 2013-15.

Sizeable consolidation efforts contributed to the deficit reduction between
2009 and 2015. The deficit ratio peaked in 2009 at 9.1% of GDP and declined
steadily afterwards, reaching 0.7% of GDP in 2015. European Commission
estimates (presented in Table 5.6.2) indicate that cyclical factors contributed only
marginally to the changes in the budget balance in the period 2010-15, whereas the
structural balance improved by 8.7 percentage points over the same period,
reflecting the significant consolidation measures adopted by the government in the
period 2010-12. Fiscal consolidation packages were agreed under the EU/IMF
financial assistance programme and mainly included an increase in indirect taxes,
wage cuts in the public sector and other spending cuts to contain public expenditure
in general. Consolidation continued at a slower pace in 2013-14, while the fiscal
stance tumed slightly expansionary in 2015.

The debt-to-GDP ratio more than tripled during the crisis, reaching 39.9% of
GDP in 2014, but remained well below the 60% reference value. The debt-to-
GDP ratio increased rapidly from 13.2% of GDP in 2008 to 37.4% of GDP in 2012,
driven by high primary deficits and the impact of the recession (see Chart 5.6.2).
After 2012 the increase in the debt ratio slowed on the back of a gradually improving
primary balance and a recovery in real GDP growth. Debt increased in 2012 and
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2014, mainly on account of the build-up of a foreign currency-denominated cash
buffer. In 2015 debt decreased for the first time since the crisis. European
Commission estimates pointto a risk of adverse debt dynamics in the years to come
(see Table 5.6.2).The Romanian govemment has not incurred contingent liabilities
resulting from govemment interventions to support financial institutions and financial
markets during the crisis.

The level and structure of government debt indicate that Romania’s fiscal
balances are protected from sudden changes in interest rates; however, the
balances are sensitive to exchange rate fluctuations. The share of government
debt with a short-term maturity is low (6.7% of overall debt in 2014 — see

Table 5.6.2). Taking into account the share of long-term debt with a variable interest
rate as a percentage of GDP, fiscal balances appear relatively insensitive to interest
rate changes. The proportion of foreign currency-denominated government debt is
high (57.0% in 2014). Taking the size ofthe debt as a share of GDP into
consideration, it can therefore be concluded that the fiscal balances are sensitive to
exchange rate movements, mainly the EUR/RON exchange rate, as a large part of
the debt is denominated in euro (81% of foreign denominated debt in 2014). Despite
some fluctuations, the share of debt denominated in euro and other foreign currency
has remained relatively stable since 2009. After decreasing during the financial
crisis, the share of debt with a long-term maturity reached a peak of 93.8% in 2013.

There are risks of a significant deviation from the SGP preventive arm
requirements in 2016 and, under unchanged policies, also in 2017. According to
the European Commission’s Spring 2016 Economic Forecast, the structural deficit is
projected to increase to 2.8% of GDP in 2016 and 3.4% in 2017 on account of
expansionary fiscal measures, such as further indirect tax cuts and higher spending
on public wages. Net expenditure growth is projected to be well above the
benchmark rate, pointing to a significant deviation from the SGP's provisions. This
procyclical fiscal stance is expected to push the deficit above the 3% of GDP
reference rate in 2017 and put the debt-to-GDP ratio on an upward path. Romania’s
medium-term fiscal policy strategy, as presented in the April 2016 Convergence
Programme update, also projects a significant deterioration of both the headline and
structural deficits in 2016 that brings the headline deficit just below the 3% threshold
in 2016 and 2017. Despite a smaller projected deterioration in the structural deficit in
2017 compared with the European Commission’s latest forecast, the structural deficit
is projected to deviate significantly from the medium-term objective in both 2016 and
2017. Therefore, further consolidation measures are needed in 2016 and 2017 in
order to ensure compliance with the Stability and Growth Pact's provisions.

Romania has strengthened its national fiscal governance framework
significantly in recent years, but it has not always been applied effectively.
Romania's fiscal govemance framework has been strengthened following the
adoption of the Fiscal Compact (through the implementation of a structural budget
balance rule, debt rule and a correction mechanism), the creation of an independent
fiscal councilin 2010 and reform of the tax collection agency (ANAF). Romanian
authorities should fully support the fiscal council by means of a more timely
submission of the budget and by increasing the transparency of macroeconomic and
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fiscal forecasts and the budget documentation. The government should also
increase efforts to improve its public finance management, to reform the public
administration, to make the tax policy and administration more efficient, to improve
tax collection and to combat tax evasion. Privatisations and govemance reforms of
state-owned enterprises should continue.

The Commission’s analysis points to high sustainability risks in the medium
term and the need to address the projected increase in healthcare and long-
term care spending. Its 2015 Fiscal Sustainability Report points to there being no
risks over the short term, but high and medium risks over the medium and long term
respectively. This assessment is primarily underpinned by the unfavourable initial
budgetary position and is compounded by the projected impact of age-related public
spending. In respect of the latter, Romania has taken steps to tackle the costs of
ageing. Notably, the authorities (i) implemented the comprehensive pension reform
that was passed in 2010 and (ii) introduced a basic package of health policies in
2014 to improve the efficiency of health care. Nevertheless, according to the 2015
projections by the European Commission and the EU’s Economic Policy
Committee ', Romania is likely to experience a notable increase in strictly age-
related public expenditure from a level of 15.3% of GDP in 2013 to 17.4% of GDP by
the year 2060 in the AWG reference scenario. In the risk scenario, the increase in
the cost of ageing amounts to 5.2 percentage points of GDP, significantly above the
average for the 28 EU Member States. All these developments suggest that further
reforms are needed to enhance the long-term sustainability of public finances, in
particular to improve the effectiveness and efficiency of the healthcare system. The
Romanian government's decision to partially re-establish the special pensions
abolished in 2010 goes in the opposite direction and further hampers the
sustainability of the pension system.

Further reforms and a sound fiscal position in line with the provisions of the
SGP are warranted in order to safeguard the sustainability of public finances
over the medium term. Romania needs to ensure compliance with the SGP
requirements in 2016 and beyond. The authorities should avoid the significant
deviation from the medium-term objective that is planned. Additional govemment
investment should be financed by better absorption of EU funds, with a view to
improving the quality of public infrastructure. The Romanian government should
make further efforts to improve the tax collection system, to fight tax evasion, to
advance structural fiscal reforms (including the comorate governance of state-owned
enterprises) and to tackle the projected increase in healthcare and long-term care
spending.

Exchange rate developments

Over the reference period from 19 May 2014 to 18 May 2016, the Romanian leu
did not participate in ERM I, but traded under a flexible exchange rate regime

20 Published in "The 2015 Ageing Report: Economic and budgetary projections for the EU-28 Member
States (2013-2060)", prepared by the AWG.
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involving a managed floating of the currency’s exchange rate. In the two-year
reference period the Romanian leu traded close to its May 2014 average exchange
rate against the euro of 4.4237 lei per euro, which is used as a benchmark for
illustrative purposes in the absence of an ERM |l central rate (see Chart 5.6.3). On
18 May 2016 the exchange rate stood at 4.4990 lei per euro, i.e. 1.7% weaker than
its average level in May 2014. Over the reference period the maximum upward
deviation from this benchmark was 0.9%, while the maximum downward deviation
amounted to 2.6%. Looking back over a longer period the exchange rate ofthe
Romanian leu against the euro has depreciated by 28.3% over the past ten years.

The exchange rate of the Romanian leu against the euro exhibited, on average,
a relatively high degree of volatility over the reference period. Between
November 2014 and January 2015 the Romanian leu depreciated against the euro
amid a deteriorating economic outlook in the country’s key trading partners and
elevated geopolitical risks. Thereafter, in the period up to mid-April 2015, the
Romanian leu appreciated, recovering its previous losses, which coincided with the
monetary policy decisions in the country’s key trading partners and their subsequent
impact on financial markets. However, it then came under renewed pressure during
a period of increased intemational financial market volatility in mid-2015. After a
period of relative exchange rate stability up to late November 2015, the Romanian
leu depreciated until the end of 2015 on the back of global financial market
developments associated with the monetary policy decisions adopted by major
central banks. Thereafter, the leu strengthened against the euro until the end of the
reference period, reflecting the relatively strong macroeconomic performance of the
Romanian economy. Over the reference period short-term interest rate differentials
against the three-month EURIBOR remained at somewhat wide but, on average,
decreasing levels on account of higher monetary policy rates in Romania than in the
euro area. The spreads decreased from 2.2 percentage points in the three-month
period ending in June 2014 to 0.8 percentage point in the three-month period ending
in March 2016 amid seven interest rate cuts by Banca Nationald a Romaniei.

In 2009 an international financial assistance package led by the EU and the IMF
was agreed for Romania. This was followed by two precautionary financial
assistance programmes, totalling €4 billion each, which ran from 2011 to 2013 and
from 2013 to 2015 respectively. The latest programme expired in September 2015.
Romania did not draw on the resources of the precautionary arrangements. As these
three consecutive agreements helped to reduce financial vulnerabilities, they might
also have contributed to reducing exchange rate pressures over the reference
period.

The real effective exchange rate of the Romanian leu has depreciated overall
over the past ten years (see Chart 5.6.4). However, this indicator should be
interpreted with caution, as during this period Romania was subject to a process of
economic convergence, which complicates any historical assessment of real
exchange rate developments.

Romania’s current and capital account has improved substantially over the
past decade, while the country’s net foreign liabilities, although declining
gradually, remain high (see Table 5.6.3). After reaching double-digit levels from
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2006 to 2008, the combined current and capital account deficit declined to 3.4% of
GDP in 2012 and turned into a surplus of 1.0% of GDP in 2013, 2.2% and 1.3% in
2014 and 2015 respectively. The improvement in the current and capital account
balance primarily reflected the sharmp decline in the goods deficit, which was driven
mainly by a strong export performance and moderate domestic demand. The
external deficit has been financed mainly by net inflows in direct and portfolio
investment since 2012 and by official borrowing in the period 2009-11. Against this
background, gross extemal debt increased substantially to 75.5% of GDP in 2012
and decreased thereafter to 56.2% in 2015. At the same time the country’s net
intemational investment position deteriorated up to 2012, but improved thereafter,
to -50.2% of GDP in 2015. However, the country’s net foreign liabilities are still high.
Fiscal and structural policies therefore continue to be important for supporting
external sustainability and the competitiveness of the economy.

The Romanian economy is well integrated with the euro area through trade
and investment linkages. In 2015 exports of goods and services to the euro area
constituted 54.9% of total exports, while the corresponding figure for imports
amounted to 54.3%. The share of the euro area in Romania’s stock of inward direct
investment stood at 83.8% and its share in the country’s stock of portfolio investment
liabilities was 49.1% in 2015. The share of Romania’s stock of foreign assets
invested in the euro area amounted to 81.9% in the case of direct investment and
63.1% in the case of portfolio investment in 2015.

Long-term interest rate developments

Over the reference period from May 2015 to April 2016, long-term interest rates
in Romania were 3.6% on average and thus below the 4.0% reference value for
the interest rate convergence criterion (see Chart 5.6.5).

Long-term interest rates in Romania have declined steadily since early 2012,
with 12-month moving average rates approximately halving from over 7% to a
near-historical low of 3.6% at the end of the reference period. Volatility around
this trend has been very low, especially if compared with developments in 2008 and
2009 when a combination of global financial tensions, a deteriorating domestic
outlook and liquidity strains raised Romanian long-term rates to almost 12% (see
Chart 5.6.5). Recently, the only substantial increase in Romania’s long-term interest
rates was in the first half of 2015, but this was in line with the increases observed in
the euro area.

Romania’s long-term interest rate differential vis-a-vis the euro area has
recently been both stable and low relative to the past decade. More precisely,
long-term interest rates in Romania have stayed within 3 percentage points of those
in the euro area since 2013, and the differential hit a low of 1.8 percentage points in
early 2015, before reaching 2.6 percentage points at the end of the reference period
(see Chart 5.6.6). The differential vis-a-vis the euro area AAA yield was slightly
higher, at 3.3 percentage points. However, this compares favourably with the peak
reached in mid-2009. Moreover, the volatility of the differential has been more muted
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in recent years than was the case from 2006 to 2008 and from 2010 to 2012, periods
in which the differential fluctuated in a corridor of around 2 to 4 percentage points.

At the end of 2015 Romania’s capital market was much smaller than the euro
area average and still underdeveloped. This was particularly true for the corporate
debt segment, as both financial and non-financial corporations were issuing
securities amounting to less than 1% of GDP (see Table 5.6.4). Romania’s equity
market was also less developed but, at 9.5% of GDP, the difference with the euro
area (60.4% of GDP) was lower than in the case of corporate debt markets.
Integration of the Romanian financial sector with the euro area, as measured by the
claims of euro area banks on Romanian banks, has reached a considerable level.
Claims of euro area MFIs accounted for 13.1% of Romanian banks’ liabilities at the
end of 2015 (see Table 5.6.4). Moreover, the Romanian banking system is highly
integrated into the EU financial system, as institutions controlled by euro area banks
account for a substantial amount of credit to the private sector. However, overall
Romania’s banking sector is relatively small, with private sector credit, for example,
standing at only 30 4% of GDP in 2015 (the comresponding euro area figure being
114.7% of GDP).
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Romania - Price developments

Chart 5.6.1 HICP inflation and reference value 1)
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1) The basis of the calculation of the reference walue for the period from May 2015 to April 2016 is the unweighted arithmetic average of the annual percentage
changes in the HICP for Bulgaria, Slovenia and Spain plus 1.5 percentage points. The reference walue is 0.7 %

Table 5.6.1 Measures of inflation and related indicators
(annual percentage changes, unless otherwise indicated)

[2008-20160[200R-2010 0] 2011-20160] 2011] 2012] 2013]  2014] 2015 201B2[20172

Measures of inflatien

HICP 4.4 6.2 27 58 34 3.2 14 -04| -0B 25
HICF excluding unprocessed food and energy 4.5 6.4 28 50 33 23 1.7 0.7 03 27
HICF at constant tax rates 3 3.4 4.4 25 38 3.2 3.0 11 1.2 - -
CPI 4.4 6.2 27 58 33 4.0 11 -0.6] -0E 2.5
Private consurmption deflator 4.4 6.1 27 4.7 4.5 26 1.2 12 0z 18
GOP deflatar 6.6 9.7 35 4.7 4.7 34 17 24 20 2.4
Producer prices # 4.5 6.4 27 B8 4.8 3.7 0z -18 - -
Related indicators
Real GOP growth 2B 28 24 1.1 0.6 35 30 3.8 42 3.7
GDF per capita in PPS= (euro area = 100) 45.4 41.8 499 47.1 50.2 a0.4 g1.7 . - -
Comparative price levels (euro area = 100) 857 58.3 523 536 509 525 524 . - -
Cutput gap -0.2 2.8 -3.0 -3.8 -4.9 -3.1 =21 =11 oo 0.3
Unernployment rate (%) ™ 6.7 6.4 ig] 7.2 6.8 7.1 6.8 6.8 6.8 6.7
Unit labhour costs, whole econormy 38 8.0 -03 -58 34 -06 31 -1.3 25 23
Compensation per employee, whaole econarmy 7.4 114 34 -4.1 94 ER] 53 3.2 B9 6.2
Lahour productivity, whole econormy 34 3.2 38 18 a7 448 21 4.7 42 3.8
Imparts of goods and services deflator 1.8 31 06 6.0 T3 -6.0 -1.8 -2.0 -248 1.2
Maominal effective exchange rate -1.8 =27 -1 0.1 -6.4 27 08 -24 - -
Money supply (M3) 2 9.4 11.9 69 B.1 38 8.7 78 84 - -
Lending from banks @ 13.1 264 1.2 7B -07 -3.8 -1.3 4.5 - -
Stock prices (BET) ' B.3 -20.0 329 177 18.7 28.1 9.1 -1 - -
Residential property prices 12 -4.7 -i8 -4.1 -14.2 -B.5 -0.2 -2.3 3.7 - -

Sources: European Cormmission (Eurostat, DG ECFIN), national data for CPI, money supply, lending fram banks and residential property prices, and ECB calculations based on

Thomson Reuters data for stock prices

1) Multi-annual averages calculated using the geometric mean, except for GOP per capita in PPS, comparative price levels, output gap and unemployment rate, for which the
arithmetic mean is used.

2) Data from the European Commission's Spring 2016 Economic Forecast

3) The difference between the HICP and the HICP at constant tax rates shows the thearetical impact of changes in indirect taxes {e.g. WAT and excise duties) on the overall rate
of inflation. This impact assumes a full and instantaneous pass-through of tax rate changesto the price paid by the consumer.

4) Domestic sales, total industry excluding construction.

&) PPS stands for purchasing power standards.

B) Percentage difference of potential GOP: a positive (hegative) sign indicates that actual GOP is above (below) potential GDP.

7) Definition conformsto International Labour Organization guidelines.

&) EER-35 group of trading partners. A positive (negative) sign indicates an appreciation (depreciation)

9) The series includes repurchase agreements with central counterparties.

107 Mot adjusted forthe derecognition of loans from the MF statistical balance sheet due to their sale or se curitisation

117 Multi-annual and annual figures represent the percentage change between the end of the given period and the end of the previous period

12) Data available gince 2009
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Romania - Fiscal developments

Chart 5.6.2 General government balance and debt
(3= a percentage of GOP)

- government balance (left-hand =cale)
government dehbt (right-hand scale)
= = reference values (government balance: -3%; government debt: 60%)

-3
-5
-7
-9
11 10
2008 2007 2008 2009 2010 201 2012 2013 2014 2015
Sources: European Systern of Central Banks and European Commission (Eurostat)
Table 5.6.2 Government budgetary developments and projections
(as a percentage of GOP, unless othensise indicated)
[2006-2015 [2008-20108[2011-2018 8] 2011 2012] 2013] 2014] 201s] 20162] 20173] z018] 2019
Govemment balance 4.0 5.4 26| H4 37 241 09 07 28 3.4
Total revenue 334 332 337 337 334 331 335 348 A N5
Current revenue 323 328 3200 330 320 36 314 322 0.8 287
Direct taxes 6.2 6.2 B2 6.0 524 B0 6.3 B.7 B4 6.5
Indirect taxes 124 1.8 130 130 132 128 128 132 1.8 1.2
IMet social contributions 8.3 10.0 86 9.0 .8 a7 86 8.1 8.2 8.1
Other current revenue » 4.4 4.5 42 5.0 4.1 42 38 4.1 38 38
Capital revenue 1.2 0B 1.7 07 1.5 15 21 2B 14 1.8
Total expenditure 374 388 363] 391 371 352 343 358 M8 M9
Current expenditure 08 ) e} 3011 313 308 287 293 283 297 297
Caompensation of employees 8.8 9.8 78 7.8 78 8.1 77 7B 8.3 8.4
Social benefits M7 15 120( 131 121 117 118 114 114 12
Interest payahle 14 1.0 17 18 1.8 17 17 1.6 1.7 17
Cther current expenditure @ 8.8 8.1 86 a7 9.2 a1 84 8.5 8.3 8.3
Capital expenditure 6.6 7.0 6.2 748 6.3 56 5.0 6.2 49 5.2
of which: Investment 54 6.0 48 54 48 45 4.3 5.1 3B 4.1
Cyclically adjusted balance -38 -6.2 -16 -41 -20 -11 02 04 -2B -34
COne-off and temporary measures -01 -11 05 oo 00 0.3 0.1 0o
Structural balance 2 151 30 28 14 02 08 -28 -34
Govemment debt 279 183 376 342 374 380 398 384 38.7 40.1
Average residual maturity (in years) 5.3 5.8 48 50 4.1 44 5.3 54
In fareign currencies (% of total) 60 4 64.0 568 577 588 565 570 538
of which” Euro 46 .8 46.9 462 476 474 487 463 437
Domestic ownership (% of total) 44 3 398 488| 508 491 455 480 503
Mediurm and long-term maturity (% of total}® 854 82.3 agel Y71 848 938 933 935
of which: Variallle interest rate (% of total) 227 311 143 200 165 127 112 113
Deficit-debt adjustment 0.1 09 1.2 0.5 13 0.9 26 04
Net acquisitions of main financial assets 0.3 -0.2 iR 1.2 14 06 16 -06
Currency and deposits 06 0.3 1.0 1.0 1.8 ng 1.7 -0&8
Deht securities 0o 0o oo 00 0o oo 00 oo
Loans 0.0 0.0 oo 0.0 o.n oo 0.0 0.0
Equity and investment fund shares orunits  -0.3 -0B -01 01 -0.3 -03 00 oo
Rewvaluation effects on debt 0o 0.1 oo 0z 04 -02 -03 02
of which: Foreign exchange halding
gainsflosses 0.2 0.1 0z a1 0.6 03 oo 0.z
Cther -0.3 -08 03 -08 -0B 0s 14 1.1
Convergence programme: government balance - - - - - - - - =28 289 23 -18
Convergence programme: structural balance - - - - - - - - =27 28 24 18
Convergence programme: government debt - - - - - - - - 381 398 388 393

Sources: European Systern of Central Banks and European Commission (Eurostat, DG ECFIN).

1) Multi-annual averages.

2) Data from the European Commission's Spring 2016 Economic Forecast, except for convergence programme data.
3) Sales and other current revenue.

4 Intermediate consurnption, subsidies payable and other current expenditure

5) Cyclically-adjusted balance excluding one-off and other termporary measures.

B) Original maturity of more than one year.

71 Time of recording differences and other discrepancies (sector reclassfications and statistical discrepancies).
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Romania - Exchange rate and external developments

Chart 5.6.3 Bilateral exchange rate and short-term Chart 5.6.4 Effective exchange rates 1)
interest rate differential (EER-28 group of trading partners; monthly averages; base index Q1 1993 = 100)

(ROMNEUR exchange rate: monthly averages;
difference hetween three-month interbank interest rates
and three-month EURIBOR: hasis points, monthly values)

— RON/EUR exchange rate (left-hand scale) — narminal
interest rate differential (right-hand scale) real
308 14.00 200 200
239 12.00
10.00 150 150
ER 8.00
100 100
400 §.00
A 4.00
\,. } : 50 50
4.3 200 —
. Mp .
462 2006 2008 20§10 2mz2 2014 000 g 2006 2008 2010 2012 204 g
Sources: National data and ECE calculation s Source: ECE

1) The real EER-38 iz CHl deflated. An increase (decrease) in the EER indicates
an appreciation (depreciation).

Table 5.6.3 External developments
(as a percentage of GOP, unless othenwise indicated)

[ 2008-20150] 20082010 2011-20150] G011 2012] 2013] 2014 201s] 20182 20172
Balance of pay ments
Current account and capital account balance 3 -30 -69 -07 -4.4 -34 1.0 22 13 01 -0.7
Current account balance -4.3 -7.3 -25 -5.0 -4.8 -1 0.5 -11 =21 -2.8
Goods -7.2 -10.2 -84 70 -7.0 40 42 48 . .
Services 23 1.3 ] 1.2 18 3.3 34 43
Primary income -1.7 -18B -18 -13 -1.7 S22 -1.3 -24
Secandary income 23 3.2 18 2.1 20 1.9 1.1 18
Capital account balance 1.3 03 18 058 14 2.1 26 24
Combined direct and portfolio investment bhalance @ -3.7 -38 -36 -2.8 -4.8 -6.8 3.7 -1.2
Direct investment -25 -a7 1.7 -1.3 -1.8 -2.0 -1.8 1.7
Portfolio investment -1.2 -0.2 -18 -1.3 -8 -3.8 -1.4 05
Cther investment halance 03 -4.8 33 -18 3.0 55 6.6 34
Reserve assets - - - - - 14 -0.4 -0.4
Exports of goods and services 352 287 392 .7 373 398 412 411
Imports of goods and services 401 ara 47| 424 424 408 4148 46
MNet intemational investment position & -59.2 -576 -60.2| -B42 -B78B B18 568 -502
Gross external debt @ B6.4 64.4 676 v50 785 BB3 B3O 5EZ
Internal trade with the eure areas
Exports of goods and services . . 522 53.1 5449
Imports of goods and services 538 5249 543
Investment position with the euro area ®
Direct investment assets o 568 AT A
Direct investment liahilities & 831 429 8§38
Portfolio investment assets o . . 573 537 B3I
Portfolio investment liabilities ¢ 61.6 75.3 533 685 488 488 502 491
Sources: European Systern of Central Banks and European Commission (Eurostat, DG ECFIM).
Mote: Backdata are available from 2003
1) Multi-annual averages.
2) Data from the European Commission's Spring 2016 Economic Forecast
3) Differences hetween totals and surn of their corponents are due to rounding
4) End-of-period outstanding amaunts
4) As g percentage of the total.
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Romania - Long-term interest rate developments

Chart 5.6.5 Long-term interest rate 1) Chart 5.6.6 Long-term interest rate and HICP inflation

{monthly averages in percentages) differentials vis-a-vis the euro area
{monthly averages in percentage points)

= |ong-term interest rate
longrterm interest rate (12-month moving average)
L] reference value

12 12 a a

= |ong-terminterest rate differential
HICF inflation differential

4 . G

4 /“
8 . : Y . 8 , \J\'\N MV“M ,
5 ‘V"\'v.’ 6 0 N L g

-2 -2
2 2 -4 -4
2008 2008 2010 2012 2014 2006 2008 2010 2012 2014
Sources: European Systern of Central Banks and ECE calculations Sources: European Systern of Central Banks, ECB calculations and European
1) The hasis of the calculation of the reference walue for the period from May 2015 Cormission (Eurostat)

0 April 2016 is the unweig hted arithmetic average of the interest rate levels
in Bulgaria, Slovenia and Spain plus 2 percentage points. The reference value is
40%.

Table 5.6.4 Long-term interest rates and indicators of financial development and integration
(a= a percentage of GOP, unless othenwise indicated)

PO0B-2015 opPOOB-2010 »p011-2015 »| 2012| 2013| 2014] 2015 May 2015|Memo item
to| euroarea
Apr. 2016 2015
Long-term interest rates

Fomania 2 8.8 78 55 B.7 54 4.5 35 36 -
Euro area 2. 34 4.0 24 34 3.0 20 12 12 -
Euro area AAA par curve, ten-year residual maturity 2% 28 38 1.8 21 148 14 g 0.6 -

Indicators of financial development and integration
Debt securities issued by financial corporations 04 05 0.3 0z 03 03 03 - 736
Debt securities issued by non-financial corporations 0o 0o 0o 0o oo 0.1 01 - 10.8
Stock market capitalisation ® 148 130 0.0 88 114 113 a5 - 60.4
MFI credit to non-government residents o ) 3n7 348 379 343 316 304 - 147
Claims of euro area MFls on resident MFls ® 240 28.0 2001 235 2001 16E 134 - 27.4

Sources: European Systern of Central Banks and ECE calculations

1) Multi-annual averages calculated using the arithmetic average

2) Average interest rate

3) Included for information only

4j Outstanding amount of debt securities issued by resident MFls and other financial corporations.

4} Outstanding amount of debt securities issued by resident non-financial corporations.

&) Outstanding amount of listed shares issued by residents at the end of the period at market values

7Y MFI (excluding NCB) credit to domestic non-hF| residents other than general government. Credit includes outstanding amounts of loans and debt securities.

8) Outetanding amount of deposits and debt securities izsued by domestic MFle (excluding the NCE] held by eura area MFls as a percentage of total iabilities of domestic MFls
(excluding the NCE). Total liabilities exclude capital and reserves and remaining liabilities. Data available since 2007,
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5.7

5.7.1

Sweden

Price developments

In April 2016 the 12-month average rate of HICP inflation in Sweden was 0.9%,
i.e. above the reference value of 0.7% for the criterion on price stability (see
Chart 5.7.1). This rate is expected to increase over the coming months.

Over the past ten years the 12-month average rate of HICP inflation has
fluctuated within a range from 0.2% to 3.4%, and the average for that period
was subdued, standing at 1.4%. In 2008 inflation picked up from moderate levels,
driven largely by the spike in global commodity prices and the sharp depreciation of
the krona. In the wake of the global financial crisis, inflation declined substantially
amid plummeting commaodity prices and ample spare capacity in the Swedish
ecohomy. The unemployment rate increased and the growth in unit labour costs
declined. Despite the subsequent recovery in economic activity, spare capacity
persisted for some time. In that environment, companies found it difficult to pass on
cost pressures to consumer prices. The steady appreciation of the krona in nominal
effective terms from 2009 to 2013, along with low extemal price pressures, also kept
a lid on consumer price inflation over that period. In 2015 inflation picked up from
very low levels, supported by the lagged effects of the krona’s depreciation in 2014
and strong economic growth (see Table 5.7.1). The upward trend in inflation was
undeminned by an accommodative monetary policy stance. In particular, Sveriges
Riksbank reduced its main policy rate into negative territory and launched a
programme of government bond purchases. Amid historically low interest rates and
supply-side frictions in the housing market, house prices have increased
substantially over recent years, together with household indebtedness.

In the first four months of 2016 consumer price developments in Sweden were
rather subdued, albeit slightly more dynamic than in the majority of EU
Member States. The average annual rate of HICP inflation during that period was
1.1%. The strong underying growth momentum and the past weakening of the krona
continued to exert upward pressure on prices, underpinned by an accommodative
monetary policy stance. Tax increases in the form of lower tax deductions for certain
construction-related services also had a positive, albeit temporary, effect on inflation.
At the same time, the decline in global commodity prices over the past year, lower
electricity prices and subdued extemal price pressures weighed on headline inflation.

Policy choices have played an important role in shaping inflation dynamics in
Sweden over the past decade, most notably the orientation of monetary policy
towards price stability. Since 1995 Sveriges Riksbank has had an inflation target
that is quantified as an annual rise of 2% in the CPI. In June 2010 the tolerance
margin of £1 percentage point was removed from the policy objective. Sweden’s
institutional framework, which fosters prudent fiscal policy and wage formation, has
generally lent support to the achievement of price stability. In recent years Sweden
has consistently been among the top-performing EU Member States in terms of the
intemational rankings of institutional environments.
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5.7.2

Inflation in Sweden is expected to increase in the coming years, albeit
remaining below 2%. According to the European Commission’s Spring 2016
Economic Forecast, average annual HICP inflation is set to increase in 2016 and
reach 1.2% in 2017. The outlook is based on expectations of relatively strong
ecohomic growth, which will drive up underying cost pressures and facilitate their
pass-through to consumer prices. However, low external price pressures are likely to
weigh on inflation and the positive effects of the past depreciation of the krona will
gradually wane. The risks to the inflation outlook are broadly balanced. A key upside
risk relates to the build-up of stronger than expected domestic price pressures amid
very robust economic growth. Downside risks relate to the heightened uncertainty
regarding developments in the global economy, which could reduce extemal price
pressures. Exchange rate developments are an additional source of uncertainty
surrounding the inflation outlook. Locking further ahead, monetary policy and the
stability-oriented institutional framework should continue to support the achievement
of price stability in Sweden. Furthermore, price level convergence would require
lower inflation rates than in the euro area over the medium term, since the price level
in Sweden is comparatively high.

Maintaining an environment that is conducive to sustainable convergence in
Sweden requires the continuation of stability-oriented economic policies and
targeted structural reforms. In particular, decisive efforts are needed to address
the risks to macroeconomic stability arising from the ongoing housing boom and the
elevated level of private debt. A disorderdy correction of house prices in Sweden
could dampen consumption and, in tum, trigger an economic downtum. Therefore, it
is essential that structural reforms alleviate supply-side bottlenecks and other
inefficiencies in the housing market, such as planning and zoning restrictions, as well
as rigid rental regulations. Against this backdrop, the European Commission
selected Sweden for an in-depth review in its Alert Mechanism Report 2016 and
concluded that Sweden is experiencing macroeconomic imbalances.

Financial sector policies should be geared to continuing to safeguard financial
stability and ensuring that the financial sector makes a sound contribution to
economic growth. Given the credit-financed housing boom, financial sector policies
should first and foremost aim to prepare the ground for a “soft landing” in Sweden.
This requires measures to curb mortgage demand, such as a gradual reduction in
mortgage interest rate deductibility from the income tax or increases in recurrent
property taxes. In order to further improve the resilience of the large banking sector,
the Swedish authorities could consider additional measures, such as a minimum
leverage ratio requirement.

Fiscal developments

The deficit and debt complied with the Maastricht criteria in 2015. In 2015 the
general govemment recorded a balanced budget, thus standing well below the 3%
reference value. The general government gross debt-to-GDP ratio was 43.4%, i.e.
below the 60% reference value (see Table 5.7.2). Compared with the previous year,
the deficit and debt ratios decreased by 1.6 and 1.3 percentage points of GDP
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respectively. According to the European Commission’s Spring 2016 Economic
Forecast, the deficit ratio is projected to increase to 0.4% in 2016, whereas the
government debt ratio is projected to decrease to 41.3%. With regard to other fiscal
factors, the deficit ratio did not exceed the ratio of public investment to GDP in 2015,
nor is it expected to do soin 2016.

Sweden is currently subject to the preventive arm of the Stability and Growth
Pact. Sweden has never been subject to a European Council decision on the
existence of an excessive deficit. According to the information provided in the 2016
Convergence Programme on 28 April 2016, Sweden is expected to comply with its
medium-term objective (a structural deficit of 1% of GDP at most) over the
programme horizon. The European Commission’s Spring 2016 Economic Forecast
projects the structural deficit to remain below the medium-term objective from 2015
to 2017. It therefore assesses the country to be compliant with the preventive arm
requirements throughout the reference period.

The deficit-to-GDP ratio stayed at levels well below the 3% reference value
during the crisis. The deficit ratio reached its trough in 2015 at 0.0% of GDP, after
improving by 0.7 percentage points since 2009. The European Commission's
estimates (presented in Table 5.7.2) indicate that cyclical factors improved the
budget balance by 2.9 percentage peints of GDP between 2009 and 2015, following
their large deficit-increasing impact in 2008 and 2009 (5.3 percentage points) as the
Swedish government let automatic stabilisers operate freely. The structural balance
deteriorated by 2.2 percentage points between 2009 and 2015, while no substantial
temporary or one-off measures occurred in the same period.

The debt-to-GDP ratio increased progressively after the crisis, while staying at
levels well below the 60% reference value. The debt ratio increased steadily from
its post-crisis trough of 36.9% of GDP in 2011 to its peak of 44.8% of GDP in 2014,
mainly driven by large deficit-debt adjustments (see Table 5.7.2). The latter
increased the debt ratio by 7.0 percentage points over 2013 and 2014, mainly
reflecting loans to strengthen the currency reserves of Sveriges Riksbank and a
redefinition of statistics. Pimary deficits more than offset a debt-reducing growth-
interest rate differential in the same period. Contingent liability risks remain low, as
the banking sector is fully capitalised and public provisions related to the support
given to financial institutions are negligible.

Sweden’s government debt structure shows that fiscal balances are relatively
sensitive to interest rate and exchange rate fluctuations. The share of
government debt with a short-term maturity is relatively high (27.2% in 2015 — see
Table 5.7.2). Taking into account the level of the debt ratio, fiscal balances are
relatively sensitive to changes in interest rates. At the same time, the proportion of
government debt denominated in foreign currency is relatively high (25.8% in 2015).
Taking the size of the debt as a share of GDP into consideration, this leaves fiscal
balances relatively sensitive to the exchange rate movements of foreign currencies.
Moreover, potential short-term risks in terms of maturity structure emerge as a result
of a significant increase (5.5 percentage points) in the share of short-term debt
between 2013 and 2015.
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The European Commission’s Spring 2016 Economic Forecast points to
compliance under the preventive arm of the Stability and Growth Pact.
According to the Commission's latest forecast, a structural surplus of 0.3% of GDP in
2015 is projected to turn into a structural deficit of 0.5% and 0.9% of GDP in 2016
and, under unchanged policies, in 2017 respectively. It therefore sees no risk of
deviation from the medium-term objective (i.e. a structural deficit of 1% of GDP at
most).

Sweden has further strengthened its already strong national fiscal governance
framew ork over recent years. Sweden has a strong rule-based fiscal framework
consisting of three key components: (i) a general govemment surplus target of 1% of
GDP over the business cycle, (i) a three-year rolling nominal expenditure ceiling for
central government and the pension system, and (iii) a balanced budget requirement
for local governments. Over recent years, the Swedish govemment has introduced a
number of changes aimed at increasing the scope of budget bills under the new
European Semester, including regular evaluations to improve the accuracy of
forecasts and provisions to enhance the control of revenue. A parliamentary
committee is investigating whether to change the level of the surplus target. Any
change in the national target should ensure the medium-term sustainability of public
finances under the requirements of the Stability and Growth Pact.

Sweden faces low risks to the long-term sustainability of public finances, but
expenditure on long-term care raises some concerns. The detailed examination
performed for the European Commission’s 2015 Fiscal Sustainability Report points
to there being no risks over the short term, low risks over the medium term and
medium risks in the long term. The long-term risks stem from both the relatively
unfavourable initial budgetary position and the projected impact of age-related public
spending. In respect of the latter, according to the estimates by the European
Commission and the Economic Policy Committee reported in the 2015 Ageing
Reportf21 an ageing population poses some challenges to Swedish public finances,
especially in the area of long-term care. According to the AWG reference scenario,
strictly age-related expenditure is projected to rise by 0.7 percentage points of GDP
by the year 2060 from a level of 25.1% of GDP in 2013, mainly driven by long-term
care costs. In the AWG risk scenario, the increase in the cost of ageing amounts to
3.8 percentage points of GDP, a figure that was partly detemmined by long-term care
costs. Reforms aimed at increasing the availability of substitutes for publicly financed
formal care are needed, thus enhancing the long-term sustainability of public
finances.

Sweden should build on its strong track record so as to ensure the continued
compliance of its public finances with the requirements under the preventive
arm of the Stability and Growth Pact. Sweden should continue to anchor sound
public finances in its rule-based fiscal framework, thus ensuring compliance with its
medium-term objective in the years to come. In the short-to-medium term, risks are
low and mainly relate to the compaosition of government debt as a result of its

1 "The 2015 Ageing Report Economic and budgetary projections for the EL-28 Member States (2013

2060)", prepared by the AWG.
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573

sensitivity to interest rate and exchange rate movements. However, Sweden should
focus on minimising debt-financed expenditure linked to the recent influx of asylum
seekers, which is expected to continue over the coming years. In the long term, fiscal
risks arise from age-related expenditure, particulady in the area of long-term care.
Therefore, the Swedish government should adhere to its commitment to diversify its
liability structure towards safer components, such as long-term and krona-
denominated debt. Most importantly, the government should contain the growth in
age-related expenditure in order to stave off long-term risks to the sustainability of
public finances.

Exchange rate developments

In the two-year reference period from 19 May 2014 to 18 May 2016, the Swedish
krona did naot participate in ERM I, but traded under a flexible exchange rate
regime. Over the reference period the Swedish currency often traded substantially
below its May 2014 average exchange rate against the euro of 9.0298 kronor per
euro, which is used as a benchmark for illustrative purposes in the absence of an
ERM Il central rate (see Chart 5.7.3). On 18 May 2016 the exchange rate stood at
9.3525 kronor per euro, i.e. 3.6% weaker than its average level in May 2014. Over
the reference period the maximum upward deviation from this benchmark was 0.4%,
while the maximum downward deviation amounted to 6.9%. Looking back over a
longer period the exchange rate of the Swedish krona against the euro has
depreciated by 0.2% over the past ten years. On 4 January 2016 Sveriges Riksbank
announced its intention to intervene on the foreign exchange market if necessary to
ensure that developments in the krona exchange rate do not comprise a serious risk
to the uptum in inflation. Furthemmore, Sveriges Riksbank maintained a swap
agreement with the ECB for borrowing up to €10 billion in exchange for Swedish
kronor, which had been in place since 20 December 2007 with the aim of facilitating
the functioning of financial markets and providing euro liquidity to the latter if needed.
As this agreement has helped to reduce financial vulnerabilities, it might also have
had an impact on the exchange rate of the Swedish krona against the euro.

The exchange rate of the Swedish krona against the euro exhibited, on
average, a relatively high degree of volatility over the two-year reference
period. The currency depreciated by around 5% against the euro between May 2014
and August 2015, while the interest rate differential vis-a-vis euro area assets turned
negative. Thereafter, the krona strengthened by around 3% against the euroup to
the end of 2015 on account of a narrowing interest rate differential and the strong
performance of the Swedish economy. In the first two months of 20186, following the
above-menticned announcement by Sveriges Riksbank regarding possible exchange
rate interventions, the Swedish currency depreciated again vis-a-vis the euro. More
recently, the krona appreciated somewhat. Over the reference period short-term
interest rate differentials against the three-month EURIBOR were overall very small
and stood at -0.2 percentage point in the three-month period ending in March 2016.

The real effective exchange rate of the Swedish krona has depreciated overall
over the past ten years (see Chart 5.7.4).
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5.7.4

Over the past ten years Sweden has recorded large current account surpluses,
usually coupled with a relatively small negative net international investment
position {(see Table 5.7.3). In 2015 the surplus in the combined current and capital
account of the balance of payments stood at 5.7% of GDP, reflecting surpluses in
the goods, services and primary income balances. The comesponding net capital
outflows in the financial account were mainly in direct investment and other
investment. Gross external debt, which is concentrated in monetary financial
institutions, stood at 181.4% of GDP in 2015. Over the past ten years Sweden has
usually recorded a relatively small negative net intemational investment position,
which stood at-1.6% in 2015.

The Swedish economy is well integrated with the euro area through trade and
investment linkages. In 2015 exports of goods and services to the euro area
constituted 39.3% of total exports, while the corresponding figure for imports was
higher, at 47.9%. The share of the euro area in Sweden’s stock of inward direct
investment stood at 57.2% in 2015, and its share in the country's stock of portfolio
investment liabilites was 31.9%. The share of Sweden’s stock of foreign assets
invested in the euro area amounted to 47.7% in the case of direct investment and
37.1% in the case of portfolio investment in 2015.

Long-term interest rate developments

Over the reference period from May 2015 to April 2016, long-term interest rates
in Sweden were 0.8% on average and thus well below the 4.0% reference value
for the interest rate convergence criterion (see Chart 5.7.5).

Long-term interest rates in Sweden have been on a declining trend since 2008,
with some volatility, as 12-month moving averages fell from over 4% to only
0.8% at the end of the reference period. Substantial decreases in Swedish long-
term interest rates were recorded between 2011 and 2012, and then from late 2013
until early 2015 (see Chart 5.7.5). In the first episode, the decline partly reflected
safe-haven flows into Swedish sovereign debt. At the time, Swedish sovereign debt
continued to hold the highest possible credit rating from the major credit rating
agencies while several euro area sovereigns were coming under stress. After safe-
haven flows had lessened as tensions in euro area financial markets eased, long-
tem interest rates in Sweden increased. However, from late 2013 onwards long-
temm interest rates in Sweden began to experience a protracted decline, partly on the
back of the government bond purchase programme launched by Sveriges Riksbank.

Sweden’s long-term interest rate differential vis-a-vis the euro area had almost
disappeared at the end of the reference period, following sizeable moves aver
the past ten years. These moves reflect to a large extent the build-up and
subsequent reversal of safe-haven flows to Sweden, as the differential dropped
rapidly to its low point of -3 percentage points in late 2011. The differential dropped
amid sovereign tensions in the eurc area, before starting to converge back towards
zero in mid-2012 as those tensions abated (see Chart 5.7.6). Ever since 2013,
Swedish long-term rates have traded below, but within 1 percentage point of, their
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euro area average equivalents, as rates in both jurisdictions declined in comparable
fashion. At the end of the reference period, the differential reached -0.1 percentage
points (0.6 percentage points as compared with the AAA euro area yield).

At the end of 2015 the Swedish capital market was highly developed, with
corparate bond issuance and equity market capitalisation accounting for a
higher share of GDP than in the euro area (see Table 5.7.4). In particular, relative
to economic activity, non-financial corporations in Sweden finance themselves about
one and a half times as intensively through bonds as their euro area counterparts,
while the relative size ofthe stock market is approximately twice the size of that of
the euro area. Integration of the Swedish financial sector with the euro area, as
measured by the claims of euro area banks on Swedish banks, is moderate. Claims
of euro area MFIs accounted for 8.3% of Swedish banks’ liabilities in 2015 (see
Table 5.7 4). Sweden’s financial sector is highly developed. This is evident, among
other indicators, in the provision of bank loans to the private sector. At the end of
2015, these stood at a level of 130.5% of GDP and, thus, somewhat higher than the
corresponding figure in the euro area of 114.7%. Even though foreign-owned banks
in general do not play a particularly prominent role in Sweden, the Swedish banking
sector is well integrated into the EU financial system. Unlike in many peer countries,
integration exists in the form of ownership by Swedish banks of euro area MFls,
rather than vice versa. Moreover, Swedish banks are particularly active in the
Nordic-Baltic euro area countries.
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Sweden - Price developments

Chart 5.7.1 HICP inflation and reference value 1)
(annual percentage changes)
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Sources: European Commission (Eurostat) and ECE calculations
1) The basis of the calculation of the reference walue for the period from May 2015 to April 2016 is the unweighted arithmetic average of the annual percentage
changes in the HICP for Bulgaria, Slovenia and Spain plus 1.5 percentage points. The reference walue is 0.7 %

Table 5.7.1 Measures of inflation and related indicators
(annual percentage changes, unless otherwise indicated)

[2008-20160[200R-2010 0] 2011-20160] 2011] 2012] 2013]  2014] 2015 201B2[20172
Measures of inflatien
HICP 1.4 2.1 o7 14 09 04 02 0.7 oa 1.2
HICF excluding unprocessed food and energy 1.3 1.7 09 1.1 1.0 0.8 05 11 12 1.3
HICF at constant tax rates 3 1.3 1.8 07 14 1.3 04 02 0.4 -
CPI 1.1 1.4 07 3.0 04 0.no -0.2 0.no - -
Private consurmption deflator 1.4 19 08 1.7 05 0.7 o7 1.0 1.1 1.3
GOP deflatar 1.8 23 14 1.2 1.1 1.1 18 14 7 1.8
Producer prices # 1.7 3.7 -02 08 -0.3 -0.7 01 =11 - -
Related indicators

Real GOP growth 18 16 20 27 -0.3 12 23 4.1 34 28
GDF per capita in PPS= (euro area = 100) 6.0 1186 11645 1168 1749 1183 1141 - -
Comparative price levels (euro area = 100) "77 11189 1248 1222 1243 1283 1238 . - -
Cutput gap -0.7 0. -1.4 -0.2 -1.49 -24 =21 -0.8 02 0.4
Unernployment rate (%) ™ 74 1.2 78 7.8 a0 g.0 78 T4 6.8 6.3
Unit labhour costs, whole econormy 23 258 21 2B 4.1 1.7 1.3 1.0 1.3 18
Compensation per employee, whaole econarmy 31 34 28 3.2 31 20 22 3B 31 3.2
Lahour productivity, whole econormy 0g 048 06 0.5 -1.0 0.3 0§ 26 18 1.4
Imparts of goods and services deflator 07 1.7 -0.3 -0.2 -1 -28 1.7 048 -24 1.2
Maominal effective exchange rate -0.2 -04 oo .1 1.0 3.2 -3.8 -6.1 - -
Maoney supply (M3) 2 6.6 8.6 4.7 6.5 38 3.1 4.2 6.1 - -
Lending from banks @ 6.5 8.7 43 5.5 36 3.0 51 44 - -
Stock prices (OMXS30) 807 204 252 -148 1.8 207 98 -1.2 - -
Residential property prices BB 73 B2 25 1.2 545 94 131 - -

Sources: European Cormmission (Eurostat, DG ECFIN), national data for CPI, money supply, lending fram banks and residential property prices, and ECB calculations based on

Thomson Reuters data for stock prices

1) Multi-annual averages calculated using the geometric mean, except for GOP per capita in PPS, comparative price levels, output gap and unemployment rate, for which the
arithmetic mean is used.

2) Data from the European Commission's Spring 2016 Economic Forecast

3) The difference between the HICP and the HICP at constant tax rates shows the thearetical impact of changes in indirect taxes {e.g. WAT and excise duties) on the overall rate
of inflation. This impact assumes a full and instantaneous pass-through of tax rate changesto the price paid by the consumer.

4) Domestic sales, total industry excluding construction.

&) PPS stands for purchasing power standards.

B) Percentage difference of potential GOP: a positive (hegative) sign indicates that actual GOP is above (below) potential GDP.

7) Definition conformsto International Labour Organization guidelines.

&) EER-35 group of trading partners. A positive (negative) sign indicates an appreciation (depreciation)

9) The series includes repurchase agreements with central counterparties.

107 Mot adjusted forthe derecognition of loans from the MF statistical balance sheet due to their sale or se curitisation

117 Multi-annual and annual figures represent the percentage change between the end of the given period and the end of the previous period
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Sweden - Fiscal developments

Chart 5.7.2 General government balance and debt
(3= a percentage of GOP)

- government balance (left-hand =cale)
government dehbt (right-hand scale)
= = reference values (government balance: -3%; government debt: 60%)
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Sources: European Systern of Central Banks and European Commission (Eurostat)

Table 5.7.2 Government budgetary developments and projections
(as a percentage of GOP, unless othenwise indicated)

[2006-2015 [2008-20108[2011-2018 8] 2011 2012] 2013] 2014] 201s] 20162] 20173] z018] 2019
Govemment balance 0.3 13 08| 01 09 14 16 0.0 04 0.7 .
Total revenue 215 5245 506| 505 507 510 502 504 498 497
Current revenue 414 524 503 S04 504 506 &S00 503 49.8 488
Direct taxes 188 183 178 1768 174 178 178 183 181 182
Indirect taxes 221 2232 2200 #1898 222 222 18 220 220 221
IMet social contributions 3.7 3.6 37 37 38 38 37 3.7 36 36
Other current revenue » 7.0 7.2 6.7 7.1 7.0 69 6.4 6.2 5.8 57
Capital revenue 0.2 0.1 nz 0.1 04 03 0.1 0.z 0.1 01
Total expenditure 512 g1.1 514 808 517 524 517 4§04 a0.1 0.4
Current expenditure 487 488 467 458 469 477 471 459 458 458
Caompensation of employees 124 124 128 121 125 126 128 124 12.3 123
Social benefits 183 18.2 183 178 184 188 188 181 168 188
Interest payahle 1.1 14 0g 11 04 0g 07 0.5 0.5 05
Cther current expenditure @ 14.8 14.7 181 148 1581 184 182 1580 16.0 16.0
Capital expenditure 4.5 4.4 46 46 4.8 47 46 4.5 4.5 4.6
of which: Investment 44 4.3 4.4 4.4 486 45 4.5 4.3 4.4 44
Cyclically adjusted balance 07 14 oo 01 0z oo -0.3 0.3 -08 08
COne-off and temporary measures oo 00 0o oo 00 oo oo 0o
Structural balance 2 oo 0.1 0.2 oo -03 0.3 -0.5 0.8
Govemment debt 3938 393 404| 369 372 388 448 434 413 40.1
Average residual maturity (in years) - - - - - - - -
In fareign currencies (% of total) 27 217 2381 201 186 282 262 258
of which” Euro 8.8 8.5 9.1 9.1 g0 107 9.1 8.7
Domestic ownership (% of total) B7 B 730 B22| BB2Z B4Y EBOB 5B1 B12
Mediurm and long-term maturity (% of total}® 73 .4 732 Tiael v43 Y18 783 Y068 V28
of which: Variatlle interest rate (% of total) - - - - - - -
Deficit-debt adjustment 13 09 17 06 04 21 49 12
Net acquisitions of main financial assets 14 1.2 16 14 08 26 38 08
Currency and deposits 0.3 0.1 05 08 -0z -0z 20 -03
Deht securities 0.3 04 03 02 -01 oo 15 0z
Loans 1.1 1.0 12 08 0.5 34 08 0.7
Equity and investment fund shares orunits  -0.3 -0.3 -04 -01 06 -0B -0s  -14
Rewvaluation effects on debt 0.2 -0.2 05 04 -01 05 12 05
of which: Foreign exchange halding
gainsflosses - - o3 -01  -04 a1 14 0.6
Cther -0.3 -0.2 -0.4 =11 -1.2 -10 0o 15
Convergence programme: government balance - - - - - - - - -04 07 -04 041
Convergence programme: structural balance - - - - - - - - -0.2 07 -05 0.0
Convergence programme: government debt - - - - - - - - 425 411 403 381

Sources: European Systern of Central Banks and European Commission (Eurostat, DG ECFIN).

1) Multi-annual averages.

2) Data from the European Commission's Spring 2016 Economic Forecast, except for convergence programme data.
3) Sales and other current revenue.

4 Intermediate consurnption, subsidies payable and other current expenditure

5) Cyclically-adjusted balance excluding one-off and other termporary measures.

B) Original maturity of more than one year.

71 Time of recording differences and other discrepancies (sector reclassfications and statistical discrepancies).
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Sweden - Exchange rate and external developments

Chart 5.7.3 Bilateral exchange rate and short-term Chart 5.7.4 Effective exchange rates 1)
interest rate differential (EER-28 group of trading partners; monthly averages; base index Q1 1993 = 100)

(SEK/EUR exchange rate: monthly averages,
difference hetween three-month interbank interest rates
and three-month EURIBOR: hasis points, monthly values)
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Sources: National data and ECE calculation s Source: ECE

1) The real EER-38 iz CHl deflated. An increase (decrease) in the EER indicates
an appreciation (depreciation).

Table 5.7.3 External developments
(as a percentage of GOP, unless othenwise indicated)

[ 2008-20150] 20082010 2011-20150] G011 2012] 2013] 2014 201s] 20182 20172
Balance of pay ments
Current account and capital account balance 3 6.0 B.7 87 88 87 88 572 57 56 5.5
Current account balance 6.2 6.8 549 6.1 549 6.0 54 54 58 5.7
Goods 38 4.5 34 3.6 3.7 3.6 33 24
Services 18 1.3 20 18 18 2.1 1.8 26
Primary income 232 24 20 20 272 19 149 21
Secandary income -15 -1.3 -168 -1.3 -18 -1.7 -1.7 -168
Capital account balance -0z -0.1 -02 -0.2 -0.2 -0.2 0.1 -02
Combined direct and portfolio investment bhalance @ -1.0 =21 -0.3 -2.0 -0.8 -4.0 5.0 o1
Direct investment 24 21 26 3.0 2.3 44 04 23
Portfolio investment -34 -4.3 -28 -5.1 -3 -84 4.2 =21
Cther investment halance a8 13 4.1 94 32 g4 -1.3 28
Reserve assets - - 06 0.1 0.1 28 0.0 03
Exports of goods and services 458 4B6.2 453 488 458 438 448 453
Imports of goods and services 40.0 404 388 412 403 384 306 398
MNet intemational investment position & -5.4 08 -9.1( -104  -1889 -143 25 -16
Gross external debt @ 189.0 191.9 1873 1929 1870 1846 1906 1814
Internal trade with the eure areas
Exports of goods and services . 393 388 388 385 401 393
Imports of goods and services 487 493 482 498 483 478
Investment position with the euro area ®
Direct investment assets o 488| 488 485 484 488 477
Direct investment liahilities & 5813 80.9 592 574 568 572
Portfolio investment assets o . 386 401 402 385 360 371
Portfolio investment liabilities ¢ 34.1 36.7 325 334 343 36 34 314
Sources: European Systern of Central Banks and European Commission (Eurostat, DG ECFIM).
Mote: Backdata are available from 2003
1) Multi-annual averages.
2) Data from the European Commission's Spring 2016 Economic Forecast
3) Differences hetween totals and surn of their corponents are due to rounding
4) End-of-period outstanding amaunts
4) As g percentage of the total.
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Sweden - Long-term interest rate developments

Chart 5.7.5 Long-term interest rate 1)

(monthly averages in percentages)

= |ong-term interest rate
longrterm interest rate (12-month moving average)

Chart 5.7.6 Long-term interest rate and HICP inflation

differentials vis-a-vis the euro area
{monthly averages in percentage points)
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Sources: European Systern of Central Banks and ECE calculations Sources: European Systern of Central Banks, ECB calculations and European
1) The hasis of the calculation of the reference walue for the period from May 2015 Cormission (Eurostat)
0 April 2016 is the unweig hted arithmetic average of the interest rate levels
in Bulgaria, Slovenia and Spain plus 2 percentage points. The reference value is
40%.
Table 5.7.4 Long-term interest rates and indicators of financial development and integration
(as a percentage of GOP, unless othenwse indicated)
PO0G-2015 *ROOB-2010 *R0O11-2018 ») 2012 2013] 2014] 2018  May 2015 Memo item
to BUro area
Apr. 2016 2015
Long-term interest rates
Sweden 2 27 3B 1.8 18 21 1.7 0s -
Eura area 2.3 34 4.0 24 34 a0 20 12 1.2 -
Euro area AAA par curve, ten-year residual maturity 2% 28 38 1.8 21 148 14 0.6 -
Indicators of financial development and integration
Debt securities issued by financial corporations 1014 921 110.7| 1068 1118 11586 1120 - 736
Debt securities issued by non-financial corporations 172 180 184 177 12 210 208 - 10.8
Stock market capitalisation ® 1101 1052 11501 1024 1203 1280 1329 - 60.4
MFI credit to non-government residents o 124 2 1178 130.5| 1303 1313 13289 1308 - 147
Claims of eura area MFls on resident MFls @ 83 8.8 B.6 a.n a4 4.0 a3 - 274
Sources: European Systern of Central Banks and ECE calculations
1) Multi-annual averages calculated using the arithmetic average
2) Average interest rate
3) Included for information only
4j Outstanding amount of debt securities issued by resident MFls and other financial corporations.
4} Outstanding amount of debt securities issued by resident non-financial corporations.
&) Outstanding amount of listed shares issued by residents at the end of the period at market values
T)MFI (excluding NCB) credit to domestic non-MF| residents ather than general government. Credit includes outstanding amaounts of lnans and debt securities
8) Qutstanding amount of deposits and debt securiies issued by domestic MFls (excluding the NCE) held by eura area MFIs as a percentage of total liabilities of domestic MFls
{excluding the NCE). Total liabilities exclude capital and reserves and remaining liabilities.
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