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Assumption of public sector liahilities

National legislation which requires an NCB to take over the liabilities of a previously
independent public body, as a result of a national reorganisation of certain tasks and
duties (for example, in the context of a transfer to the NCB of certain supervisory
tasks previously camried out by the state or independent public authorities or bodies),
without fully insulating the NCB from all financial obligations resulting from the prior
activities of such a body, would be incompatible with the monetary financing
prohibition.62 Along the same lines, national legislation that requires an NCB to
obtain approval from the government prior to taking resolution actions under a broad
range of circumstances, but which does not limit the NCB's liability to its own
administrative acts, would be incompatible with the monetary financing prc\hibition.63

Financial support for credit and/or financial institutions

National legislation which provides for financing by an NCB, granted independently
and at their full discretion, of credit institutions other than in connection with central
banking tasks (such as monetary policy, payment systems or temporary liquidity
support operations), in particular the support of insolvent credit andfor other financial
institutions, would be incompatible with the monetary financing prohibition.

This applies, in particular, to the support of insolvent credit institutions. The rationale
is that by financing an insolvent credit institution, an NCB would be assuming a
government task.?* The same concerns apply to the Eurosystem financing of a credit
institution which has been recapitalised to restore its solvency by way of a direct
placement of state-issued debt instruments where no alternative market-based
funding sources exist (hereinafter ‘recapitalisation bonds’), and where such bonds
are to be used as collateral. In such case of a state recapitalisation of a credit
institution by way of direct placement of recapitalisation bonds, the subsequent use
of the recapitalisation bonds as collateral in central bank liquidity operations raises
monetary financing concems.?® Emergency liquidity assistance, granted by an NCB
independently and at its full discretion to a solvent credit institution on the basis of
collateral security in the form of a State guarantee, has to meet the following criteria:
(iy it must be ensured that the credit provided by the NCB is as short term as
possible; (i) there must be systemic stability aspects at stake; (iii) there must be no
doubts as to the legal validity and enforceability of the State guarantee under
applicable national law; and ({iv) there must be no doubts as to the economic
adequacy of the State guarantee, which should cover both principal and interest on
the loans.®

B2 Dpinion CON/2013/56

8 (pinion COMN/2015/22

8 (pinion CON/2013/5.

55 Opinions CON/2012/50, CONI2012/64, and CON/2012/71

8 Opinion COM/2012/4, footnote 42 referring to further relevant Opinicns in this field
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To this end, inserting references to Article 123 of the Treaty in national legislation
should be considered.

Financial support for resolution funds or financial arrangements
and for deposit insurance or investor compensation schemes

While administrative resolution tasks are generally considered as related to those
referred to in Article 127(5) of the Treaty, the financing of any resolution fund or
financial arrangement is not in line with the monetary financing prohibition.m Where
an NCB acts as resolution authority, it should not, under any circumstances, assume
or finance any obligation of either a bridge institution or an asset management
vehicle.” To this end, national legislation should clarify that the NCB will not assume
or finance any of these entities’ obligations.®

The Deposit Guarantee Schemes Directive’™ and the Investor Compensation
Schemes Directive”' provide that the costs of financing deposit guarantee schemes
and investor compensation schemes must be borne, respectively, by credit
institutions and investment firms themselves. National legislation which provides for
the financing by an NCB of a national deposit insurance scheme for credit institutions
or a national investor compensation scheme for investment firms would be
compatible with the monetary financing prohibition only if it were short term,
addressed urgent situations, systemic stability aspects were at stake, and decisions
were at the NCB's discretion.”™ To this end, inserting references to Article 123 of the
Treaty in national legislation should be considered. When exercising its discretion to
grant a loan, the NCB must ensure that it is not de facto taking over a government
task.”* In particular, central bank support for deposit guarantee schemes should not
amount to a systematic pre-funding opera\ticm.74

Fiscal agency function

Article 21.2 of the Statute establishes that the ‘ECB and the national central banks
may act as fiscal agents’ for ‘Union institutions, bodies, offices or agencies, central
governments, regional local or other public authorities, other bodies govemed by
public law, or public undertakings of Member States.” The purpose of Article 21.2 of
the Statute is, following transfer of the monetary policy competence to the
Eurosystem, to enable NCBs to continue to provide the fiscal agent service

5 Opinion COMN/2015/22
8 Opinions CONZ011£103, COMN/2012/99, CON/2Z015/3 and CONY2015/22.
0 Opinions CON2015f33 and COMI2015/35.

™ Recital 27 of Directive 20144%EU of the European Parliament and of the Council of 16 April 2014 on
deposit guarantee schemes (OJ L 173, 12.6.2014, p. 149)

™ Recital 22 of Directive 97/%EC of the European Parliament and of the Council of 3 March 1997 on
investor-compensation schemes (OJ L 84, 26.3.1997, p. 22).

™2 Opinion CON2015/40
™ Dpinions CONF2011/83 and COMI2015/53.
™ Opinion CON2011/84
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traditionally provided by central banks to governments and other public entities
without automatically breaching the monetary financing prohibition. Regulation (EC)
No 3603/93 establishes a number of explicit and narrowly drafted exemptions from
the monetary financing prohibition relating to the fiscal agency function, as follows: (i)
intra-day credits to the public sector are permitted provided that they remain limited
to the day and that no extension is possible;™ (ii) crediting the public sector's
account with cheques issued by third parties before the drawee bank has been
debited is permitted if a fixed period of time corresponding to the nomal period for
the collection of cheques by the NCB concerned has elapsed since receipt of the
cheque, provided that any float which may arise is exceptional, is of a small amount
and averages out in the short term;”™ and (iii) the holding of coins issued by and
credited to the public sector is permitted where the amount of such assets remains at
less than 10 % of coins in circulation.”

National legislation on the fiscal agency function should be compatible with EU law in
general, and with the monetary financing prohibition in pa\r‘ciculalr.?8 Taking into
account the express recognition in Article 21.2 of the Statute of the provision of fiscal
agency services as a |egitimate function traditionally performed by NCBs, the
provision by central banks of fiscal agency services complies with the prohibition on
monetary financing, provided that such services remain within the field of the fiscal
agency function and do not constitute central bank financing of public sector
obligations vis-a-vis third parties or central bank crediting of the public sector outside
the narrowly defined exceptions specified in Regulation (EC) No 3603/93.7° National
legislation that enables an NCB to hold govemment deposits and to service
government accounts does not raise concems about compliance with the monetary
financing prohibition as long as such provisions do not enable the extension of credit,
including overnight overdrafts. However, there would be a concern about compliance
with the monetary financing prohibition if, for example, national legislation were to
enable the remuneration of deposits or current account balances above, rather than
at or below, market rates. Remuneration that is above market rates constitutes a de
facto credit, contrary to the objective of the prohibition on monetary financing, and
might therefore undermine the prohibition’s objectives. It is essential for any
remuneration of an account to reflect market parameters and it is particularly
important to comelate the remuneration rate of the deposits with their maturity.BD
Moreover, the provision without remuneration by an NCB of fiscal agent services
does not raise monetary financing concems, provided they are core fiscal agent
services.”’

"5 See Article 4 of Regulation (EC) Mo 3603/93 and Qpinion CON/2013/2.

"8 See Article 5 of Regulation (EC) No 3603/93.

T See Article 6 of Regulation (EC) Mo 3603/93.

8 Opinion COMI2013/3.

"8 Opinions CON/2009/23, CONIZ009/6T and CON/2012/9.

0 See, among others, Opinions COM/2010/54, CON/2010/55 and COMN/2013/62.
¥ Opinion COMI2012/9.
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Prohibition on privileged access

Article 124 of the Treaty provides that ‘[aJny measure, not based on prudential
considerations, establishing privileged access by Union institutions, bodies, offices or
agencies, central governments, regional, local or other public authorities, other
bodies governed by public law, or public undertakings of Member States to financial
institutions, shall be prohibited.’

Under Article 1(1) of Council Regulation (EC) No 3604/93,% privileged access is
understood as any law, regulation or other binding legal instrument adopted in the
exercise of public authority which: (a) obliges financial institutions to acquire or to
hold liabilities of EU institutions or bodies, central governments, regional, local or
other public authorities, other bodies governed by public law or public undertakings
of Member States, or (b) confers tax advantages that only benefit financial
institutions or financial advantages that do not comply with the principles of a market
economy, in order to encourage those institutions to acquire or hold such liabilities.

As public authorities, NCBs may not take measures granting privileged access to
financial institutions by the public sector if such measures are not based on
prudential considerations. Furthermore, the rules on the mobilisation or pledging of
debt instruments enacted by the NCBs must not be used as a means of
circumventing the prohibition on privileged access.®® Member States’ legislation in
this area may not establish such privileged access.

Article 2 of Regulation (EC) No 3604/93 defines ‘prudential considerations’ as those
which underie national laws, requlations or administrative actions based on, or
consistent with, EU law and designed to promote the soundness of financial
institutions so as to strengthen the stability of the financial system as a whole and
the protection of the customers of those institutions. Prudential considerations seek
to ensure that banks remain solvent with regard to their depositors.® In the area of
prudential supervision, EU secondary legislation has established a number of
requiremnents to ensure the soundness of credit institutions.® A ‘credit institution’ has
been defined as an undertaking whose business is to receive deposits or other
repayable funds from the public and to grant credits for its own accou nt.%
Additionally, credit institutions are commonly referred to as ‘banks’ and require an
authorisation by a competent Member State authority to provide services.¥

8 Council Regulation (EC) Mo 3604/93 of 12 December 1993 specifying definitions for the application of
the prohibition of privileged access referred to in Article 104a of the Treaty [establishing the European
Community] (OJ L 332, 31.12.1993, p. 4). Article 104a is now Article 124 of the Treaty.

B See Atide 3(2) of and recital 10 of Regulation [EC) Mo 3604/33

8 Opinion of Advocate General Elmer in Case C-222/95 Parodiv Bangua H. Alberi de Bary [1997 ECR |-
3899, paragraph 24

8 See (1) Regulation (EUY Mo 575/2013 of the European Parliament and of the Council of 26 June 2013
on prudential requirements for credit institutions and investment firms and amending Regulation (EU)
No 6482012 (O L 176, 27 062013, p. 1), and (i) Directive 201336/EU of the European Parliament
and of the Council of 26 June 2013 on access to the activity of credt institutions and the prudential
supervision of creditinstitutions and investment firms, amending Directive 2002/87/EC and repealing
Directives 2006/458/EC and 2006/49EC (OJL 176, 27.06.2013, p. 338).

B Ses point (1) of Article 4{1) of Regulation (EU) No 575/2013.
¥ See Artice § of Directive 2013/36/EU
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Although minimum reserves might be seen as a part of prudential requirements, they
are usually part of an NCB's operational framework and used as a monetary policy
tool in most economies, including in the euro area.™ In this respect, paragraph 2 of
Annex | to Guideline ECB/2014/60% states that the Eurosystem’s minimum reserve
system primarily pursues the aims of stabilising the money market interest rates and
creating (or enlarging) a structural liquidity shortage.™ The ECB requires credit
institutions established in the euro area to hold the required minimum reserves (in
the form of deposits) on account with their NCB."!

This repont focuses on the compatibility both of national legislation or rules adopted
by NCBs and of the NCBs’ statutes with the Treaty prohibition on privileged access.
However, this report is without prejudice to an assessment of whether laws,
regulations, rules or administrative acts in Member States are used under the cover
of prudential considerations as a means of circumventing the prohibition on
privileged access. Such an assessment is beyond the scope of this report.

Single spelling of the euro

Aticle 3(4) of the Treaty on European Union lays down that the “Union shall
establish an economic and monetary union whose cumrency is the euro’. In the texts
of the Treaties in all the authentic languages written using the Roman alphabet, the
euro is consistently identified in the nominative singular case as ‘eurc’. In the Greek
alphabet text, the euro is spelled ‘cupw’ and in the Cyrillic alphabet text the euro is
spelled ‘eBpo’.92 Consistent with this, Council Regulation (EC) No 974/98 of 3 May
1998 on the introduction of the euro™ makes it clear that the name of the single
currency must be the same in all the official languages of the EU, taking into account
the existence of different alphabets. The Treaties thus require a single spelling of the
word ‘euro’ in the nominative singular case in all EU and national legislative
provisions, taking into account the existence of different alphabets.

¥ This is supported by Article 3(2) and recital 9 of Regulation (EC) No 360493

¥ Guideline (EUY 2015/510 of the European Central Bank of 19 December 2014 on the implementation of
the Eurosystermn monetary policy framework (General Documentation Guideline) (ECBR2014/60) (OJ L
91, 24.2015, p. 3)

The higher the reserve requirement is set, the fewer funds banks will have to loan out, leading to lower
money creation

¥ See Article 19 of the Statute; Council Regulation (EC) Mo 2531/98 of 23 November 1998 concerning
the application of minimum reserves by the European Central Bank (OJ L 318 27 111998 p. 1);
Requlation (EC) Mo 17452003 of the European Central Bank of 12 September 2003 on the application
of minimum reserves (ECE/2003/9) (OJ L 250, 2.10.2003, p. 10), and Regulation (EUJ) Mo 107 1/2013 of
the European Central Bank of 24 September 2013 concerning the balance sheet of the monstary
financial institutions sector (ECEf2013733) (OJ L 297, 7112013, p. 1).

The 'Declaration by the Republic of Latvia, the Republic of Hungary and the Republic of halta on the
spelling of the name of the single currency in the Treaties', annexed to the Treaties, states that;
“Without prejudice to the unified spelling of the name of the single currency of the European Union
referred to in the Treaties as displayed on banknotes and on coins, Latvia, Hungary and Malta declare
that the spelling of the name of the single currency including its derivatives as applied throughout the
Latvian, Hungarian and Maltese text of the Treaties, has no effect on the existing rules of the Latvian,
Hungarian or Maltese languages'.

= 0JL 139, 1151998, p. 1
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In view of the exclusive competence of the EU to determine the name of the single
currency, any deviations from this rule are incompatible with the Treaties and should
be eliminated. While this principle applies to all types of national legislation, the
assessment in the country chapters focuses on the NCBs’ statutes and the euro
changeover laws.

Legal integration of NCBs into the Eurosystem

Provisions in national legislation (in particular an NCB's statutes, but also other
legislation) which would prevent the performance of Eurosystem-related tasks or
compliance with the ECB’s decisions are incompatible with the effective operation of
the Eurosystem once the Member State concemed has adopted the euro. National
legislation therefore has to be adapted to ensure compatibility with the Treaty and
the Statute in respect of Eurosystem-related tasks. To comply with Article 131 of the
Treaty, naticnal legislation had to be adjusted to ensure its compatibility by the date
of establishment of the ESCB (as regards Sweden) and by 1 May 2004, 1 January
2007 and 1 July 2013 (as regards the Member States which joined the EU on these
dates). Nevertheless, statutory requirements relating to the full legal integration of an
NCB into the Eurosystem need only enter into force at the moment that full
integration becomes effective, i.e. the date on which the Member State with a
derogation adopts the euro.

The main areas examined in this report are those in which statutory provisions may
hinder an NCB’s compliance with the Eurosystem’s requirements. These include
provisions that could prevent the NCB from taking part in implementing the single
monetary policy, as defined by the ECB’s decision-making bodies, or hinder a
Gavernor from fulfilling their duties as a member of the ECB’s Governing Council, or
which do not respect the ECB’s prerogatives. Distinctions are made between
economic policy objectives, tasks, financial provisions, exchange rate policy and
intemational cooperation. Finally, other areas where an NCB's statutes may need to
be adapted are mentioned.

Economic policy objectives

The full integration of an NCB into the Eurosystem requires its statutory objectives to
be compatible with the ESCB’s objectives, as laid down in Article 2 of the Statute.
Among other things, this means that statutory objectives with a ‘national flavour — for
example, where statutory provisions refer to an obligation to conduct monetary policy
within the framework of the general economic policy of the Member State concemed
- need to be adapted. Furthermore, an NCB’s secondary objectives must be
consistent and not interfere with its obligation to support the general economic
policies in the EU with a view to contributing to the achievement of the objectives of
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the EU as laid down in Article 3 of the Treaty on European Union, which is itself an
objective expressed to be without prejudice to maintaining price stability.g’l

2272 Tasks

The tasks of an NCB of a Member State whose currency is the euro are
predominantly determined by the Treaty and the Statute, given that NCB’s status as
an integral part of the Eurosystem. In order to comply with Article 131 of the Treaty,
provisions on tasks in an NCB’s statutes therefore need to be compared with the
relevant provisions of the Treaty and the Statute, and any incompatibility must be
removed.® This applies to any provision that, after adoption of the euro and
integration into the Eurosystem, constitutes an impediment to camying out ESCB-
related tasks and in particular to provisions which do not respect the ESCB’s powers
under Chapter IV of the Statute.

Any national legislative provisions relating to monetary policy must recognise that the
EU’s monetary policy is to be carried out through the Eurosystem.96 AnNCB’s
statutes may contain provisions on monetary policy instruments. Such provisions
should be comparable to those in the Treaty and the Statute, and any incompatibility
must be removed in order to comply with Article 131 of the Treaty.

Monitoring fiscal developments is a task that an NCB carries out on a regular basis
to assess properly the stance to be taken in monetary policy. NCBs may also
present their views on relevant fiscal developments on the basis of their monitoring
activity and the independence of their advice, with a view to contributing to the
proper functioning of the European Monetary Union. The monitoring of fiscal
developments by an NCB for monetary policy purposes should be based on the full
access to all relevant public finance data. Accordingly, the NCBs should be granted
unconditional, timely and automatic access to all relevant public finance statistics.
However, an NCB's role should not go beyond monitoring activities that result from
or are linked — directly or indirectly — to the discharge of their monetary policy
mandate.” A formal mandate for an NCB to assess forecasts and fiscal
developments implies a function for the NCB in (and a corresponding responsibility
for) fiscal policymaking which may risk undermining the discharge of the
Eurosystem’s monetary policy mandate and the NCB's independence.BE

In the context of the national legislative initiatives to address the turmail in the
financial markets, the ECB has emphasised that any distortion in the national
segments of the euro area money market should be avoided, as this may impair the

#  Opinions CON/2010/30 and CON/201 0448

% See, in particular, Articles 127 and 128 of the Treaty and Articles 3 to 6 and 16 of the Statute.
% First indent of Article 127(2) of the Treaty.

¥ Opinions COM/2012f105, CON/201390 and CON/2013/91

For example, national legislative provisions transposing Council Directive 201 1/85/EU of 8 November
2011 on requirements for budgetary frameworks of the Member States (OJ L 306, 23112011, p. 41)
See Opinions COM/2013/90 and COM/2013/91
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implementation of the single monetary policy. In particular, this applies to the
extension of State guarantees to cover interbank deposits.gB

Member States must ensure that national legislative measures addressing liquidity
problems of businesses or professionals, for example their debts to financial
institutions, do not have a negative impact on market liquidity. In particular, such
measures may not be inconsistent with the principle of an open market economy, as
reflected in Article 3 of the Treaty on European Union, as this could hinder the flow of
credit, matenially influence the stability of financial institutions and markets and
therefore affect the performance of Eurosystem tasks.'™

National legislative provisions assigning the exclusive right to issue banknotes to the
NCB must recognise that, once the euro is adopted, the ECB’s Governing Council
has the exclusive right to authorise the issue of euro banknotes, pursuant to Article
128(1) of the Treaty and Article 16 of the Statute, while the right to issue euro
banknotes belongs to the ECB and the NCBs. National legislative provisions
enabling the government to influence issues such as the denominations, production,
volume or withdrawal of eurc banknotes must also either be repealed or recognition
must be given to the ECB’s powers with regard to euro banknotes, as set out in the
provisions of the Treaty and the Statute. Imespective of the division of responsibilities
in relation to coins between governments and NCBs, the relevant provisions must
recognise the ECB’s power to approve the volume of issue of euro coins once the
euro is adopted. A Member State may not consider currency in circulation as its
NCPB’s debt to the government of that Member State, as this would defeat the
concept of a single currency and be incompatible with the requirements of
Eurosystem legal intf—:graltion.m1

With regard to foreign reserve management,'™ any Member State that has adopted
the euro and which does not transfer its official foreign reserves'™ to its NCB is in
breach of the Treaty. In addition, any right of a third party — for example, the
government or parliament — to influence an NCB'’s decisions with regard to the
management of the official foreign reserves would be inconsistent with the third
indent of Article 127(2) of the Treaty. Furthermore, NCBs have to provide the ECB
with foreign reserve assets in proportion to their shares in the ECB’s subscribed
capital. This means that there must be no legal obstacles to NCBs transferring
foreign reserve assets to the ECB.

With regard to statistics, although regulations adopted under Article 34.1 of the
Statute in the field of statistics do not confer any rights or impose any obligations on
Member States that have not adopted the euro, Article 5 of the Statute, which
concems the collection of statistical information, applies to all Member States,
regardless of whether they have adopted the euro. Accordingly, Member States

® Opinions COM/2009/99 and CON/2011/79
190 Opinion CON2010/8

191 Opinion COMN2008/34

%2 Third indent of Article 127(2) of the Treaty.

193 with the exception of foreign-exchange working balances, which WMember State govermnments may
retain pursuant to Article 127(3) of the Treaty
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2274

2275

whose currency is not the euro are under an obligation to design and implement, at
national level, all measures they consider appropriate to collect the statistical
information needed to fulfil the ECB’s statistical reporting requirements and to make
timely preparations in the field of statistics in order for them to become Member
States whose currency is the euro.'™ National legislation laying down the framework
for cooperation between the NCBs and national statistical offices should guarantee
the NCBs'independence in the performance of their tasks within the ESCB's
statistical framework.'"®

Financial provisions

The financial provisions in the Statute comprise rules on financial accounts, '™

auditing,w capital subscripticm,1DB the transfer of foreign reserve assets'™ and the
allocation of monetary income.""® NCBs must be able to comply with their obligations
under these provisicns and therefore any incompatible national provisions must be
repealed.

Exchange rate policy

A Member State with a derogation may retain national legislation which provides that
the govemment is responsible for the exchange rate policy of that Member State,
with a consultative andfor executive role being granted to the NCB. However, by the
time that a Member State adopts the euro, such legislation must reflect the fact that
responsibility for the euro area’s exchange rate policy has been transferred to the EU
level in accordance with Articles 138 and 219 of the Treaty.

International cooperation

For the adoption of the euro, national legislation must be compatible with Article 6.1
of the Statute, which provides that in the field of intemational cooperation involving
the tasks entrusted to the Eurosystem, the ECB decides how the ESCB is
represented. National legislation allowing an NCB to participate in international
monetary institutions must make such participation subject to the ECB’s approval
(Article 6.2 of the Statute).

104 Opinion CON2013/88

195 Opinion CON2015/5 and CON/2015/24
%8 Amticle 26 of the Statute.

07 Article 27 of the Statute.

198 Article 28 of the Statute

83 Atticle 30 of the Stetute.

0 Article 32 of the Statute.
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Miscellaneous

In addition to the above issues, in the case of certain Member States there are other
areas where national provisions need to be adapted (for example in the area of
clearing and payment systems and the exchange of information).
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Table 3.1

The state of economic convergence

Compliance with the convergence criteria has increased since the ECB’s 2014
Convergence Report, with progress made in several countries in bringing
inflation rates down towards euro area levels (see Table 3.1). Progress has also
been made in all countries in reducing fiscal imbalances. However, none of the
countries examined in this report participates in ERM II, and some countries'
currencies have experienced sizeable fluctuations against the euro over the last few
years. Finally, significant progress has been achieved in reducing long-term interest
rate differentials versus the euro area.

Overview table of economic indicators of convergence

Price stability G budgetary devel and proj Exchange rate
HICP Countryin| General government General Currency Exchange rate
inflation ") excessive surplus (+)/ Government| participating in vis-a-vis| Long-term

deficit 2+ %) deficit () ¥ debt*) ERM 11" euro ** )] interest rate !

Bulgaria 2014 16 No 5.4 ] No on 33
2015 -1 Na 2.1 %7 Na on 25

2016 -0 Mo 2.0 28.1 Mo on 25

Czech Republic 2014 0.4 Mo -1.8 42.7 Mo 60 16
2015 03 Mo 0.4 411 Mo 09 il

2016 0.4 Mo 07 1.3 Na 039 056

Croatia 2014 0z Yes 45 86.5 Na a7 41
2015 03 Yes 32 6.7 Mo 03 3k

2016 -0.4 Yes 27 876 Mo 05 37

Hungary 2014 oo Mo 23 6.2 Mo -40 43
2015 0.1 Mo 20 7683 Na 04 34

2016 0.4 Mo 20 43 Mo 07 34

Poland 2014 01 Yes 33 0.5 Mo 03 35
2015 a7 Mo 2B 513 Mo on 27

2016 05 Mo 26 520 Mo -42 29

Romania 2014 14 Ma 08 398 Mo BRIl 45
2015 04 Mo 07 354 Mo on 358

2016 13 Mo 28 |7 Na -0 i

Sweden 2014 nz Mo -18 448 Mo 462 17
2015 o7 Mo on 434 Na 28 ik

2016 0.3 No 0.4 413 No 05 0s

Reference value ” 0.7 30 60.0 40

Sources: European Cormmission (Eurostat, DG ECFIM) and European System of Central Banks.

1) Average annual percentage change. Data for 2016 refer to the period from May 2015 to April 2016
2) Refers to whether a country was subject to an EU Council decision on the existence of an excessive deficit for at least part of the year.
3) The information for 2016 refers to the period up to the cut-off date for statistics (15 May 2018)
4) As a percentage of GDP. Data for 2016 are taken from the European Commission's Spring 2016 Economic Forecast.

&) Average annual percentage change. A positive (negative) number denotes an appreciation {(depreciation) vis-2-vis the euro

B) Average annual interest rate. Data for 2016 refer to the period from May 2015 to April 2016
7) The reference values for HICP inflation and long-term interest rates refer to the period from hay 2015 to April 2016, for the general government balance and debt, the reference
values are defined in Article 128 of the Treaty on the Functioning of the European Union and the related Protocol (Mo 12) on the excessive deficit procedure.

The econamic environment has become more favourable since the publication
of the last Convergence Report. Economic activity has started to gain momentum
again in most EU Member States and gradually become broader-based in the
countries covered by the report. This reflects the impact of rising real disposable
incomes supported by the absence of inflationary pressures in most countries,
accommodative monetary policies and increasing signs of economic stabilisation in
several euro area countries. The incipient recovery has led to significant
improvements in the labour market in almost all countries under review; in Croatia
unemployment has remained very high. In all countries further progress has been
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made with regard to correcting external imbalances and reducing the dependence on
external funding, particularly in the banking sector. This enhanced the resilience of
most of the countries under review during the recent episodes of turmoil in emerging
markets outside the EU. However, individual countries still have significant
vulnerabilities of various kinds, which, if not adequately tackled, are likely to restrain
the convergence process over the long term.

Regarding the price stability criterion, the 124month average inflation rate was
below - in some cases well below — the reference value of 0.7% in six of the
seven countries examined in this report (see Chart 3.1). Bulgaria, Croatia,
Poland and Romania recorded negative inflation rates. In Sweden inflation was
above the reference value. In the 2014 Convergence Report, Romania was the only
country that recorded an inflation rate above the then applicable reference value of
1.7%.

Chart 3.1
HICP inflation

(average annual percentage changes)

W 2014 Convergence Report (May 2013 - April 2014)
2018 Convergenyoe Report (May 2015 - April 2018)
= reference value 2014 Convergence Report (1.7%)

reference value 2016 Convergence Report 0.7%) [
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|| — | i)
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Siource: Eurostat

As regards the fiscal criteria, among the countries under review, only Croatia
is, at the time of publication of this report, subject to an EU Council decision
on the existence of an excessive deficit. This is in contrast to the situation
identified in the 2014 Convergence Report, when the Czech Republic and Poland
were also subject to excessive deficit procedures; these procedures were abrogated
in June 2014 (Czech Republic) and June 2015 (Poland). In 2015, the headline fiscal
balance stood at or below the 3% of GDP reference value in all countries except
Croatia, whereas in the 2014 report Croatia and Poland were reported as having
posted a fiscal deficit-to-GDP ratio above 3% in 2013 (see Chart 3.2a). As in the
2014 Convergence Report, Croatia and Hungary were in 2015 the only countries
with a general govemment debt-to-GDP ratio above the 60% reference value. In
Croatia the debt ratio was notably higher compared with the 2013 data, while in
Hungary it was slightly lower. Poland’s debt-to-GDP ratio was above 50% in 2015. In

ECB Convergence Report, June 2016 43

10112/16 ADD 1

MC/sr/ah
DGG 1A

www.parlament.gv.at

12
EN


https://www.parlament.gv.at/pls/portal/le.link?gp=XXV&ityp=EU&inr=107213&code1=RAT&code2=&gruppen=Link:10112/16;Nr:10112;Year:16&comp=10112%7C2016%7C

the Czech Republic and Sweden the ratio was below 50%, in Romania it was below
40%, and in Bulgaria it was below 30% (see Chart 3.2b).

Chart3.2a
General government surplus (+) or deficit {-)

{percentages of GDF)

W 20130
2014
= reference value (-3%) 0a
’ -
-0.4 0.4
- a7
-3 R
) 14
-2 20 21
3 28 25
32
-4
-4.0
-5
43
Croatia Poland Bulgaria Hungary Romania Czech Republic Sweden
Siource: Eurostat
1) Data have been revised slightly since the 2014 Convergence Report
Chart 3.2b
General government gross debt
{percentages of GDF)
W 20
2045
= reference value (B0%)
6.7
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& 513
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i}
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Siaurce: Eurostat.
1) Data have been revised slightly since the 2014 Convergence Report.

As regards the exchange rate criterion, none of the countries under review
participates in ERM Il. In several countries the exchange rate exhibited a relatively
high degree of volatility over the two-year reference period. Exceptions were the
currencies of Bulgaria and Croatia; the former country has a currency board vis-a-vis
the euro, while the latter operates a tightly managed float. Most other curencies
under review weakened against the euro over the reference period, most notably the
Polish zloty (see Chart 3.3). By contrast, the Czech koruna and the Croatian kuna
strengthened modestly against the euro.

ECB Convergence Report, June 2016 44

10112/16 ADD 1

MC/sr/ah
DGG 1A

www.parlament.gv.at

13
EN


https://www.parlament.gv.at/pls/portal/le.link?gp=XXV&ityp=EU&inr=107213&code1=RAT&code2=&gruppen=Link:10112/16;Nr:10112;Year:16&comp=10112%7C2016%7C

Chart 3.3
Bilateral exchange rates vis-a-vis the euro

(daily data; average of May 2014 =100; 19 May 2014-18 May 2016)
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Mote: An upward (downward) movement indicates an appreciation (depreciation) ofthe local currency.

With regard to the convergence of long-term interest rates, all seven countries
under review recorded, as in 2014, long4erm interest rates below the reference
value, which was 4% (Chart 3.4). Interest rates were lowest in the Czech Republic
and Sweden.

Chart 3.4
Long-term interest rates

(percentages, annual average)
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Siources: Eurostat and ECE

When considering compliance with the convergence criteria, sustainability is
essential. Convergence must be achieved on a lasting basis and not just at a given
point in time. The first decade of EMU showed that weak fundamentals, an
excessively loose macroeconomic stance at country level and overly optimistic
expectations about the convergence in real incomes pose risks not only for the
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countries concemed but also for the smooth functioning of the euro area as a whole.
Fulfilment of the numerical convergence criteria at a point in time is, by itself, not a
guarantee of smooth membership of the euro area. Countries joining the euro area
should thus demonstrate the sustainability of their convergence processes and their
capacity to live up to the permanent commitments which euro adoption represents.
This is in the country’s own interest, as well as in the interest of the eurc area as a
whole.

Lasting policy adjustments are required in many of the countries under review
to achieve sustainable convergence. A prerequisite for sustainable convergence
is macroeconomic stability and in particular sound fiscal policy. A high degree of
flexibility in product and labour markets is essential to cope with macroeconomic
shocks. A stability culture needs to exist, with well-anchored inflation expectations
helping to achieve an environment of price stability. Favourable conditions for an
efficient use of capital and labour in the economy are needed to enhance total factor
productivity and long-run economic growth. Sustainable convergence also requires
sound institutions and a supportive business environment. A high degree of
economic integration with the euro area is needed to achieve the synchronisation of
business cycles. Moreover, appropriate macroprudential policies need to be in place
to prevent the build-up of macroeconomic imbalances, such as excessive asset price
increases and credit boom-bust cycles. Finally, an appropriate framework for the
supervision of financial institutions needs to be in place.

3.1 The price stability criterion

In April 2016 six of the seven countries under review recorded a 12-month
average inflation rate below — in several cases well below — the reference value
of 0.7% for the price stability criterion. Inflation was very low in the EU over the
reference period, mainly owing to the significant fall in oil prices. This was reflected
in a reference value of 0.7% (see Box 1 in Chapter 2). In all the countries examined,
inflation was very low by historical standards. The Czech Republic and Hungary
recorded low positive inflation rates below the reference value. In Bulgaria, Croatia,
Poland and Romania, inflation stood in negative territory. In Sweden inflation was
above the reference value.

Over the past ten years both the average level and the volatility of inflation
have varied significantly across the countries examined. Over this period
Bulgaria, Hungary and Romania recorded an average HICP inflation rate well above
3%. In the Czech Republic, Croatia and Poland, the average inflation rate was closer
to 2%. In Sweden inflation averaged 1.4% over the past ten years. During this
period, price dynamics were particularly volatile in Bulgaria, although inflation in the
Czech Republic, Croatia, Hungary, Poland and Romania also fluctuated within a
relatively wide range. Sweden recorded the lowest volatility in inflation rates. The
marked cross-country differences in the average level and the volatility of inflation
over the longer term contrast with the small inflation differentials over the reference
period from May 2015 to April 20186, indicating the progress made towards
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convergence over the recent past. To some extent, the recent developments also
reflect common oil price shocks.

The longer-term price developments mirrored a more volatile macroeconomic
environment in many countries. In the years leading up to the global financial
crisis, inflation accelerated amid robust economic growth in all countries examined.
At the same time, macroeconomic imbalances were building up in some central and
eastern European economies, particularly in the form of excessive credit growth and
large cumrent account deficits. In most of the countries under review, average annual
inflation peaked in 2008, before declining substantially in 2009 amid an abrupt
economic downturn and a fall in global commaodity prices. In the following years,
price developments became more heterogeneous, partly reflecting differences in the
strength of the economic recovery and country-specific measures related to
administered prices. In 2013 inflation embarked on a downward trend in all countries
under review, reaching historical lows and often even negative levels. This broad-
based movement has mainly reflected developments in global commaodity prices, low
imported inflationary pressures and persistent spare capacity in some countries. The
developments in global commodity prices have had a particularly pronounced impact
on central and eastern European economies, given the relatively large weight of
energy and food in their HICP baskets. In some of the countries under review, cuts in
administered prices and indirect taxes, base effects from pastincreases in indirect
taxes or a strengthening of the nominal effective exchange rate also exerted
downward pressure on inflation. Against this backdrop, monetary policy conditions
have been loosened considerably over recent years.

While inflation is expected to increase moderately in the coming years, there
are concems over the longer term regarding the sustainability of inflation
convergence in mast of the countries examined. In 2016 and 2017 inflation is
expected to gradually increase from the current very low levels in all countries under
review, according to the European Commission’s Spring 2016 Economic Forecast.
This partly reflects base effects related to the recent decline in oil prices. However,
the fragile global economic recovery, coupled with persistent spare capacity in some
countries, is expected to keep underlying inflationary pressures contained. The risks
to the price outlook are broadly balanced in most countries. A key downside risk
relates to heightened uncentainties regarding developments in the global economy,
which could reduce external price pressures. In most of the countries under review,
upside risks to inflation could arise from stronger than expected domestic price and
wage pressures amid strengthening economic activity and tightening labour market
conditions. Looking further ahead, in many of the central and eastern European
countries under review the catching-up process is likely to result in positive inflation
differentials vis-a-vis the euro area.

An environment that is conducive to sustainable price stability in the countries
covered in this report requires stability-oriented economic policies, structural
reforms and measures to safeguard financial stability. Achieving or maintaining
an environment supportive of price stability will crucially depend on the
implementation of further structural reforms. In particular, wage increases should
reflect labour productivity growth at firm level and take into account labour market
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3.2

conditions and developments in competitor countries. In addition, continued reform
effort is needed to further improve the functioning of labour and product markets and
maintain favourable conditions for economic expansion and employment growth. To
that end, measures to support stronger govemance and further improvements in the
quality of institutions are essential in the central and eastern European economies.
Given the limited room for manoeuvre for monetary policy under the tightly managed
exchange rate regime in Croatia, as well as the currency board framework in
Bulgaria, it is imperative that other policy areas support the capacity of these
economies to cope with country-specific shocks and to avoid the build-up of
macroeconomic imbalances. Financial sector and supervisory policies should be
aimed at further safeguarding financial stability. In this respect, the recommendations
of the European Systemic Risk Board should also be implemented.

The government budgetary position criterion

At the time of publication of this report, only Croatia is subject to an EU
Council decision on the existence of an excessive deficit. The deadline for
correcting the excessive deficit situation in Croatia is 2016. All the other countries
under review posted a fiscal deficit-to-GDP ratio at or below the 3% reference value
in 2015. Croatia recorded a deficit of 3.2% of GDP; the remaining deficits were 2.6%
in Poland, 2.1% in Bulgaria, 2.0% in Hungary, 0.7% in Romania and 0.4% in the
Czech Republic. Sweden recorded 0%.

Between 2013 and 2015 the fiscal balance improved in most of the countries
covered by this report, with the exception of Bulgaria. In Croatia, Poland,
Romania and Sweden, the improved budget balances largely reflect a better
macroeconomic situation, as well as structural consolidation efforts. In the case of
Hungary and the Czech Republic, the better macroeconomic developments have
been partially offset by a loosening in the fiscal stance. The deficit increase in
Bulgaria is mostly explained by a deterioration in the structural balance.

For 2016, the European Commission forecasts the deficitto-GDP ratio to be
below the 3% reference value in all countries. Romania, Croatia and Poland are
projected to post a deficit ratio below the reference value at 2.8%, 2.7% and 2.6% of
GDP respectively. The deficit ratios in Bulgaria and Hungary are forecast to reach
2.0%, and those in Czech Republic and Sweden are projected to stay well below the
reference value, at 0.7% and 0.4% of GDP respectively.

In Croatia and Hungary the debt ratio was above 80% of GDP in 2015, while in
the other countries under review the debt levels were below or well below this
threshold (see Table 3.1). Since 2013 the government debt-to-GDP ratio has
increased by 9.6 percentage points in Bulgaria, 4.5 percentage points in Croatia and
3.7 percentage points in Sweden. In Hungary and Romania the debt ratios changed
only slightly. In the same period Poland and the Czech Republic posted notable
reductions in their debt ratios (by 4.7 and 4.1 percentage points of GDP
respectively). Taking a longer perspective, between 2006 and 2015, the govemment
debt-to-GDP ratio increased substantially in Croatia (by 47.8 percentage points),
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Romania (by 26.2 percentage points), the Czech Republic (by 13.1 percentage
points) and Hungary (by 10.7 percentage points), while in the rest of the countries
the changes were smaller.

For 2016, the European Commission projects a rise in the debt ratio in
Bulgaria, the Czech Republic, Croatia, Poland and Romania, with opposite
dynamics in Hungary and Sweden. The Commission’s projections also indicate
that the debt ratio will remain below the 60% reference value in all countries except
Croatia and Hungary in 2016.

Looking ahead, it is essential for the countries examined to achieve andfor
maintain sound and sustainable fiscal positions. Croatia —which is subject to an
EU Council decision on the existence of an excessive deficit — must comply with its
EDP commitments in a credible and timely manner and bring its budget deficit below
the reference value in 2016. Further consolidation is also required in Bulgaria,
Hungary and Poland, which have yet to attain their medium-term budgetary
objectives, and also in the Czech Republic and Romania, which are projected to
deviate from theirs. In this respect, particular attention should be paid to limiting
expenditure growth to a rate below the medium-term potential economic growth rate,
in line with the expenditure benchmark rule of the revised Stability and Growth Pact.
Moreover, beyond the transition period provided for under the Pact, countries whose
debt-to-GDP ratio exceeds the reference value should ensure that the ratio is
declining sufficiently, in accordance with the provisions of the enhanced Pact.
Further consolidation would also make it easier to deal with the budgetary
challenges related to the ageing of the population and to build up buffers to allow
automatic stabilisers to work. Strong national fiscal frameworks that are fully in line
with EU rules and implemented effectively should support fiscal consolidation and
limit slippages in public expenditure, while helping to prevent a re-emergence of
macroeconomic imbalances. Overall, fiscal strategies should be consistent with
comprehensive structural reforms to increase potential growth and employment.

3.3 The exchange rate criterion

MNone of the countries examined in this report participates in ERM Il. The
countries under review operate under different exchange rate regimes.

The Bulgarian lev remained fixed at 1.95583 levs per euro within the framework
of a currency board in the reference period. This exchange rate regime operated
amid mostly low short-term interest rate differentials vis-a-vis the euro area.

The Croatian kuna and the Romanian leu traded under flexible exchange rate
regimes involving - to different degrees — a managed float vis-a-vis the euro. In
the case ofthe Croatian kuna, this was reflected in low exchange rate volatility
compared with the other flexible currencies under review, amid low short-term
interest rate differentials vis-a-vis the euro area. The exchange rate of the Romanian
leu against the euro showed a relatively high degree of volatility, with short-term
interest rate differentials vis-a-vis the euro area remaining at relatively high levels
throughout the reference period. In 2009, Romania was granted an international
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3.4

3.5

financial assistance package, led by the EU and the IMF, followed by a
precautionary financial assistance programme in 2011 and a successor programme
in 2013. As these agreements have helped reduce financial vulnerabilities, they
might also have contributed to reducing exchange rate pressures over the reference
period.

All other currencies traded under a flexible exchange rate regime amid high
exchange rate volatility in most countries. As regards the Czech Republic,
however, this has since 2013 involved a commitment by Ceska narodni banka not to
let the koruna appreciate above a level close to CZK 27 against the euro. Short-term
interest rate differentials vis-a-vis the euro area were small in the Czech Republic
and Sweden but relatively high in Hungary and Poland. In the case of Poland, a
Flexible Credit Line arrangement with the IMF, designed to meet the demand for
crisis-prevention and crisis-mitigation lending, was in place over the reference
period. As this arrangement has helped to reduce risks related to financial
vulnerabilities, it might also have contributed to reducing the risk of exchange rate
pressures. In Sweden, over the reference period Sveriges Riksbank maintained a
swap agreement with the ECB which, as it has helped to reduce financial
vulnerabilities, might also have had an impact on exchange rate developments.

The long-term interest rate criterion

Over the reference period, all countries under examination recorded average
long-term interest rates that were - to different degrees — below the 4.0%
reference value. Long-term interest rates in the Czech Republic and Sweden were
below 1%, while they stood between 2% and 3% in Bulgarna and Poland, and above
3% in Croatia, Hungary and Romania.

Since the 2014 Convergence Report long-term interest rate spreads vis-a-vis
the euro area average have remained broadly stable in most of the countries
under review. However, financial markets have continued to differentiate between
countries on the basis of their extemal and internal vulnerabilities, including the
developments in budgetary performance and the prospects for sustainable
convergence.

Other relevant factors

According to the European Commission, most of the countries under review
have made progress in addressing imbalances in their economies, albeit to a
different degree. The European Commission’s in-depth reviews, the results of
which were published on 8 March 2016, concluded that Sweden was experiencing
macroeconomic imbalances, and that Bulgaria and Croatia were experiencing
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excessive macroeconomic imbalances''". As regards Bulgaria, the Commission
stated that the economy continues to be characterised by remaining fragilities in the
financial sector and high corporate indebtedness, which need to be addressed
through the full implementation of ambitious reforms As regards Croatia, the
Commission found that limited progress had been made towards the correction of
macroecenomic imbalances, while the implementation of the reform agenda had
suffered significant delays, partly due to parliamentary elections held in November
2015. While the European Commission classified the other countries under review
as having no imbalances, various challenges also exist for these countries.

External deficits have been reduced in recent years. The MIP scoreboard shows
that three-year average current account balances improved further in 2015 (see
Table 3.2). In Sweden, however, the large current account surplus remained
unchanged compared with 2014 (just below the 6% of GDP indicative threshold).
Surpluses were also observed in Hungary, Croatia, Bulgaria and the Czech
Republic, whereas deficits were reported in Poland and Romania.

The negative net international investment position as a share of GDP has
diminished but stayed at high levels in almost all countries under review. On
the positive side, the net foreign liabilities of the central and eastem European
countries are mainly in foreign direct investment, which is assessed to constitute a
stable form of financing. In 2015 the net international investment position was
beyond the indicative threshold of -35% of GDP in five out of the seven countries
under review. Net foreign liabilities were particularly sizeable in Croatia, where they
exceeded 70% of GDP. Net foreign liabilities were smallest in the Czech Republic
(31.5% of GDP) and Sweden (1.6% of GDP).

In terms of price and cost competitiveness, over the three-year period from
2013 to 2015, real effective exchange rates depreciated to different degrees in
most of the examined countries, with Romania and Croatia being the only
exceptions. The three-year growth rate of unit labour costs, which in the pre-crisis
years stood at very high levels in almost all countries, has generally remained below
the indicative threshold of 12% over recent years. Over the five-year period from
2011 to 2015, gains in export market shares were experienced in Romania and, to a
lesser extent, Bulgaria, Poland and the Czech Republic. The other countries’ export
market shares decreased.

House prices have increased again in all countries under review except

Croatia. This follows a downward correction from the high levels reached in the pre-
crisis phase. Sweden has recorded particulady strong increases in house prices over
recent years, partly due to supply-side bottlenecks and historically low interest rates.

" For countries identified as having excessive imbalances the MIP Regulation (Regulation (EU) No
11762011 of the European Parliament and of the Council of 16 November 2011 on the prevention and
correction of macroeconomic imbalances) foresees the possibility for the EU Council, upon a
recommendation by the European Commission, to recommend that the Member State concerned takes
corrective action. This would result in the country entering a different procedure, i e the excessive
imbalance procedure (EIP)
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Table 3.2
Scoreboard for the surveillance of macroeconomic imbalances

Table 3.2a — External imbalances and competitiveness indicators

Real effective
Current account Net international exchange rate, Export Nominal unit
balance ! investment position 2 HICP -deflated market share *! labour costs %
Bulgaria 2013 03 734 -10 0z 152
2014 04 748 28 B0 170
2015 12 -60.7 -4.1 14.4 108
Czech Republic 2013 -14 -39.4 -31 9.4 42
2014 -06 -36.8 -100 a7 3a
2015 0z -31.4 -850 0.4 01
Croatia 2013 oo -88.7 -40 231 -29
2014 06 -B8.1 -10 -186 -58
2015 23 -78.7 0.1 3.1 -5.1
Hungary 2013 22 -834 -40 209 63
2014 26 =739 70 -156 69
2018 34 -B3.6 59 7.2 6.1
Poland 2013 -34 637 43 0.1 33
2014 -23 B71 -13 50 25
2015 -12 -60.7 -10 9.1 -1.4
Romania 2013 -36 -61.9 03 142 =32
2014 =21 -56.9 -1 208 =]
2015 -09 -50.2 27 N7 11
Sweden 2013 =] -14.3 51 -16.5 86
2014 58 25 -36 87 72
2015 58 -16 79 9.9 40
Threshald - 0460 =350 +110 6.0 +20
Table 3.2b — Internal imbalances and unemployment indicators
Internal imbalances MNewunemployment indicators
House prices,| Private sector| Private| Financial General| Unemploy- Long-temm Youth
consumption- credit flow; sector debt, ector|] government| ment Activity| unemploy- unemploy-
deflated ®)| corsolidated *| consolidated *) ies *1 debt ?) rate ") rate *) ment *) ment *)
Bulgaria 203 0.4 7.3 1322 43 17 122 1.7 27 B4
2014 15 -03 1243 72 7 122 31 il -1.3
s 36 . . 7 12 22 -1.2 6.4
Crech Republic 203 08 4.4 741 13 45 62 27 on il
2014 1.8 1.8 77 4.4 43 87 30 0.1 22
2015 3.8 . . 41 6.1 2.4 06 £.9
Croatia 203 &7 -0B a7 32 gz 157 -1.4 44 176
2014 12 0.3 1208 ng a7 189 20 17 g9
2015 24 ar 170 30 01 039
Hungary 23 4B -1 952 -0 7 107 28 05 0z
2014 31 -05 93 a5 76 L] 46 -1B 5B
2015 1156 . . 75 8.2 4.3 -1.8 -10.8
Poland 203 47 31 754 76 56 100 1.7 14 36
2014 1.1 4.8 779 06 50 38 21 03 -1.8
2015 28 . . 51 g0 1.6 -1.1 47
Romania 203 28 -15 BE.6 1.1 35 70 0o ik} 16
2014 32 -24 B2.1 1.1 40 69 16 01 0z
2015 1.7 0.0 58.3 38 35 682 1.3 on 0.9
Sweden 203 4.7 4.7 192.4 .8 40 73 20 01 -1.2
2014 a6 59 194.0 134 45 a0 16 on 0z
2015 120 43 78 1.4 0.0 33
Threshald +6.0 +4.0 133 +16.5 +60 +00 -02 05 20

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

Mote: This table includes data available as of 18 May 2016, i.e. the cut-off date for this report, and therefore differs from the scoreboard published in the Alert Mechanism Report of

Movernber 2015

1) As a percentage of GDP, three-year average.

2) As a percentage of GDP.

] Three-year percentage change relative to 41 other industrial countries. A positive value indicates a loss of competitive ness.
) Five-year percentage change

) Three-year percentage change

] Year-on-year percentage change

) Three-year average

8) Three-year percentage point change

O )
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A relatively long period of credit expansion prior to the financial crisis left the
private non-financial sector with high levels of accumulated debt in some of
the countries under review. This constitutes a key vulnerability in those countries.
Strong credit growth, especially in loans for house purchase in Sweden, requires
close monitoring. In 2014 Sweden recorded a patticularly high level of private sector
debt, exceeding 190% of GDP. In addition, the stock of foreign currency loans in
several countries is very large and represents a macroeconomic and financial risk,
as it exposes unhedged borrowers to exchange rate risk. Risks stemming from
foreign currency mismatches — affecting households and in Croatia also the public
sector — are significant in Croatia, Romania and, to a lesser extent, Poland.

Financial sector policies should be aimed at ensuring that the financial sector
makes a sound contribution to economic growth and price stability in the
countries under review, and supervisory policies should be geared towards
stabilising the supervisory framework, which is a precondition for joining the
Single Supervisory Mechanism (SSM). In order to minimise the potential risks
associated with a large share of loans being denominated in foreign currency, the
recommendations of the European Systemic Risk Board (ESRB) on lending in
foreign currencies should be implemented. Close cooperation between supervisors
across EU countries is important to ensure the effective implementation of
measures.

The adjustment process has resulted in a relatively high level of
unemployment in some of the countries under review. Notably, in Croatia high
levels of long-term and youth unemployment highlight the severity of domestic
imbalances. Unemployment — which has generally been accompanied by a
worsening of skill and/for cross-regional mismatches — is a vulnerability in many
countries and poses a risk to the convergence of real incomes, also in view of
adverse demographic trends.

The strength of the institutional environment is another important factor in the
analysis of the sustainability of economic integration and convergence. In
several central and eastern European countries, removing the existing rigidities and
impediments to the efficient use and allocation of production factors would help to
enhance economic potential. These reflect, for example, weaknesses in the business
environment, the relatively low quality of institutions, weak governance and
corruption. By hampering potential output growth, the institutional environment may
also undermine a country’s debt-servicing ability and make economic adjustments
more difficult. It may also affect a country’s ability to implement necessary policy
measures.

The quality of institutions and govemance is relatively weak in all countries
under review except Sweden. Specific institutional indicators broadly confirm an
overall picture of weak quality of institutions and governance in most of the countries,
although with some notable differences (Chart 3.5 and 3.6). Croatia has the weakest
quality of institutions and govemance among the countries under review, and is
ranked second to last among the EU countries, despite some improvement over the
past few years. Although countries are ranked differently depending on the source
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used to measure the quality of the business and institutional environment, there is
clearly still significant room for improvement in this field in most of the countries.

Chart 3.5
Overview of EU country rankings in terms of institutional quality

W range of ranks (2015)
average of ranks (2003)
W average of ranks (2015)
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Sources: Worldwide Governance Indicators 2015, The Global Competitiveness Report 20152016 (Waorld Econarnic Forurr) |
Corruption Perceptions Index 2015 (Transparency Intemational) and Doing Business 2016 (World Bank)

Motes: Countries are ranked from one (best performer in the EU) to 28 (worst performer inthe EU) and ordered according to their
average position in the 2015 rankings. Inthe Doing Business report Malta has only been covered since the 2013 report and Cyprus
anly since 2010.

Chart 3.6
EU country rankings in terms of institutional quality by individual indicator

B Worldwide Governance Indicators (2015)
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B The Global Campetitiveness Report 2015-2016 (Warld Econamic Forurm)
W Doing Business 2016 (Warld Bank)

30 —
24
20
15
10
sl
Ll
FI |SE|DK DE UK NL AT IE EE LU FR BE PT LT|PL|CZ|ES LW S MT CY S IT HR|GR

Sources: Worldwide Governance Indicators 2015, The Global Competitiveness Report 20152016 (Waorld Econaric Forurr) |
Cormuption Perceptions Index 2015 (Transparency Intermational) and Doing Business 2016 (World Bank).

Maote: Countries are ranked from one (best performer in the EU) 1o 28 (worst performer in the EU) and ordered according to their
average position in the 2015 ranking s.

Wide-ranging structural reforms are required in most of the countries under
review to improve economic growth and competitiveness. Improving the local
institutions, govemance and business environment, along with further progress with
the privatisation of state-owned enterprises and reinforced efforts to enhance the
absorption of EU funds, would help to speed up productivity growth. This would in
tum contribute to increasing competition in key regulated sectors (e.g. energy and
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transport), diminishing barriers to entry and encouraging much-needed private
investment.

Finally, institutional features relating to the quality of the statistics are also
essential to support a smooth convergence process. This applies to, among
other things, the specification of the legal independence of the national statistical
authority, its administrative supervision and budget autonomy, its legal mandate for
data collection and its legal provisions governing statistical confidentiality, which are
described in more detail in Chapter 6.
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Country summaries

Bulgaria

In April 2016 the 12-month average rate of HICP inflation in Bulgaria was -1.0%,
i.e. well below the reference value of 0.7% for the criterion on price stability.
Over the past ten years this rate has fluctuated within a wide range, from -1.7% to
12.6%, and the average for that period was elevated, standing at 3.6%. Looking
ahead, there are concerns regarding the sustainability of inflation convergence in
Bulgaria over the longer term. The catching-up process is likely to result in positive
inflation differentials vis-a-vis 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.

Bulgaria’s general government deficit and debt complied with the Maastricht
criteria in 2015. Bulgaria has been subject to the preventive arm of the Stability and
Growth Pact since 2012. The deficit exceeded the 3% of GDP reference value in
2014. However, the European Commission assessed the excess deficit to be both
exceptional and temporary, thereby not warranting the opening of an excessive
deficit procedure. The European Commission’s Spring 2016 Economic Forecast
points to the risk of some deviation from the adjustment path towards the medium-
term objective in both 2016 and 2017. Furthermore, Bulgaria faces medium risks to
fiscal sustainability in the long run, partly as a result of the expected increase in age-
related expenditure on health care and long-term care. Further reforms in these
areas and further progress towards the medium-term objective in line with
preventive-arm requirements are essential for ensuring sound public finances over
the medium and long term.

In the two-year reference period from 19 May 2014 to 18 May 2016, the
Bulgarian lev did not participate in ERM Il, but its exchange rate was fixed at
1.95583 levs per euro within the framework of a currency board. Over the past
decade Bulgaria’s current and capital account has improved, while the country’s net
foreign liabilities remain high.

Over the reference period from May 2015 to April 2016, long-term interest rates
in Bulgaria were 2.5% on average and thus below the 4.0% reference value for
the interest rate convergence criterion. Long-term interest rates in Bulgaria have
decreased since 2009, with 12-month average rates having declined from above 7%
to below 3%.

Achieving an environment that is conducive to sustainable convergence in
Bulgaria requires stability-oriented economic policies and wide-ranging
structural reforms. With regard to macroeconomic imbalances, the European
Commission selected Bulgaria for an in-depth review in its Alert Mechanism Report
2016 and concluded that Bulgana is experiencing excessive macroeconomic
imbalances. Bulgaria would benefit from wide-ranging structural reforms to enhance
the institutional and business environment. In order to safeguard financial stability, it

ECB Convergence Report, June 2016 56

10112/16 ADD 1

MC/sr/ah
DGG 1A

www.parlament.gv.at

25
EN


https://www.parlament.gv.at/pls/portal/le.link?gp=XXV&ityp=EU&inr=107213&code1=RAT&code2=&gruppen=Link:10112/16;Nr:10112;Year:16&comp=10112%7C2016%7C

is essential that the authorities complete the asset quality review and stress test
exercises relating to the financial sector and further improve supervisory practices.

Bulgarian law does not comply with all the requirements for central bank
independence, the monetary financing prohibition, and legal integration into
the Eurosystem. Bulgaria is an EU Member State with a derogation and must
therefore comply with all adaptation requirements under Article 131 of the Treaty.

4.2 Czech Republic

In April 2016 the 12-month average rate of HICP inflation in the Czech Republic
was 0.4%, i.e. below the reference value of 0.7% for the criterion on price
stability. Over the past ten years this rate has fluctuated within a relatively wide
range, from 0.3% to 6.6%, and the overall average for that period was moderate,
standing at 2.1%.

The Czech Republic’s general government deficit and debt complied with the
Maastricht criteria in 2015. The Czech Republic has been subject to the preventive
arm of the Stability and Growth Pact since 2014. The European Commission’s
Spring 2016 Economic Forecast projects the structural deficit to remain below the
medium-term objective over the forecast horizon and, thus, in compliance with the
preventive arm’s requirements. The Czech Republic is at medium risk of fiscal stress
over the long term, mainly as a result of an ageing population. Broadening the scope
of the current fiscal framework reforms, strictly enforcing the existing rules and
making further progress towards the medium-term objective in full compliance with
preventive-arm requirements are necessary in order to ensure sound public
finances.

In the two-year reference period from 19 May 2014 to 18 May 2016, the Czech
koruna did not participate in ERM Il. The koruna traded under a flexible exchange
rate regime, although since November 2013 this has entailed a commitment by
Ceska narodni banka not to let the koruna appreciate above a level of 27 korunas
per euro. The exchange rate of the Czech koruna against the euro exhibited a low
degree of volatility over the reference period. On 18 May 2016 the exchange rate
stood at 27.022 korunas per euro, i.e. 1.5% stronger than its average level in May
2014. The current account deficit shrank gradually and the balance tumed positive
from 2014, while the country’s net foreign liabilities declined steadily.

Over the reference period from May 2015 to April 2016, long-term interest rates
inthe Czech Republic were 0.6% on average and thus well below the 4.0%
reference value for the interest rate convergence criterion. Long-term interest
rates in the Czech Republic have decreased since 2009, with 12-month average
rates having declined from almost 5% to below 1%.

Achieving an environment that is conducive to sustainable convergence
requires conducting price stability-oriented economic policies, including
targeted structural reforms that are geared to ensuring macroecanomic
stability. With regard to macroeconomic imbalances, the European Commission did
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4.3

not select the Czech Republic for an in-depth review in its Alert Mechanism Report
2016. Nevertheless, the targeted structural reforms with regard to labour and product
market policies, as well as the business environment, need to be stepped up in order
to boost potential growth.

Czech law does not comply with all the requirements foar central bank
independence, the monetary financing prohibition and legal integration into
the Eurosystem. The Czech Republic is an EU Member State with a derogation and
must therefore comply with all adaptation requirements under Article 131 of the
Treaty.

Croatia

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.
Over the past ten years this rate 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%.
Looking ahead, there are concerns regarding the sustainability of inflation
convergence in Croatia over the longer term. The catching-up process is likely to
result in positive inflation differentials vis-a-vis 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.

Croatia’s general government deficit and debt did not comply with the
Maastricht criteria in 2015. Croatia has been subject to the corrective arm of the
Stability and Growth Pact since 2014, with the deadline for correcting the excessive
deficit being 2016. The European Commission’s Spring 2016 Economic Forecast
foresees a timely correction of the excessive deficit but points to the risk that Croatia
will not comply with the provisions of the Stability and Growth Pact. The
Commission’s 2015 Fiscal Sustainability Report suggests that Croatia faces a high
debt sustainability risk over the medium term. Over the long term, while Croatia
appears to be at low risk owing to the projected decrease in age-related spending,
the low level of, and projected further decline in, the benefit ratio raise concems
about the adequacy of the pension system. Overall, it is essential that Croatia follows
a determined, growth-friendly consolidation strategy that addresses the high risks to
medium-term debt sustainability. This will need to be coupled with an overhaul of the
fiscal govemance framework that is geared towards improving public spending
efficiency in order to create the conditions for a lasting improvement in the conduct of
fiscal policies.

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 exchange rate of the Croatian kuna against the euro exhibited, on average, a
low degree of volatility over the reference pericd. On 18 May 2016 the exchange rate
stood at 7.488 kuna per euro, i.e. 1.4% stronger than its average level in May 2014.
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Croatia’s current and capital account has improved over the past decade, while the
country’s net foreign liabilities remain high.

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. Long-term interest rates in Croatia have
decreased since 2009, with 12-month average rates having declined from around
8% to below 4%.

Achieving an environment that is conducive to sustainable convergence in
Croatia requires stability-oriented economic policies and wide-ranging
structural reforms. 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. In terms of structural reforms, there is considerable scope and an urgent
need for reforms aimed at improving the institutional and business environment,
boosting competition in the product markets, reducing mismatches in the labour
market and enhancing the efficiency of the public administration and the judicial
system. Significant efforts should also be made to ensure that Croatia improves its
very weak absorption of EU funds.

Croatian law does not comply with all the requirements for central bank
independence. Croatia is an EU Member State with a derogation and must
therefore comply with all adaptation requirements under Article 131 of the Treaty.

4.4 Hungary

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. Over
the past ten years this rate 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%. Looking
ahead, there are concerns regarding the sustainability of inflation convergence in
Hungary over the longer term. The catching-up process is likely to result in positive
inflation differentials vis-a-vis 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.

In 2015 Hungary’s general government deficit complied with the Maastricht
criteria, whereas its debt exceeded the reference value. Hungary has been
subject to the preventive arm of the Stability and Growth Pact since 2013. The
European Commission’s Spring 2016 Economic Forecast points to the high risk of a
significant deviation from the adjustment path to the medium-term objective over the
2016-17 period. Hungary is at no risk of fiscal stress over the long term, but medium
risk over the medium term. An ageing population poses a challenge to the
sustainability of public finances. Determined progress towards the medium-term
objective in line with preventive-arm requirements, as well as reform of the fiscal
governance framework, are necessary in order to safeguard the sustainability of
public finances over the medium term.

ECB Convergence Report, June 2016 59

10112/16 ADD 1 MC/st/ah 28
DGG 1A EN

www.parlament.gv.at


https://www.parlament.gv.at/pls/portal/le.link?gp=XXV&ityp=EU&inr=107213&code1=RAT&code2=&gruppen=Link:10112/16;Nr:10112;Year:16&comp=10112%7C2016%7C

4.5

In the two-year 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. The exchange rate of the Hungaran forint against the euro
exhibited, on average, a relatively high degree of volatility over the reference period.
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 past decade Hungary's current
and capital account has improved markedly and has contributed to some reduction in
the country’s net foreign liabilities, which remain high.

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. Long-term interest rates in Hungary have

decreased since 2009, with 12-month average rates having declined from above 9%
to below 4 %.

Achieving an environment that is conducive to sustainable convergence in
Hungary requires stability-oriented economic policies and wide-ranging
structural reforms. 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.
However, Hungary would benefit from structural reforms aimed at promoting private
sector-led growth, such as improving the governance of institutions, removing red
tape and the excessive tax burden, and fostering private credit growth.

Hungarian law does not comply with all the requirements for central bank
independence, the prohibition of monetary financing, the requirements for the
single spelling of the euro and legal integration into the Eurosystem. Hungary
is an EU Member State with a derogation and must therefore comply with all
adaptation requirements under Article 131 of the Treaty.

Poland

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.
Over the past ten years this rate 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%.
Locking ahead, there are concerns regarding the sustainability of inflation
convergence in Poland over the longer term. The catching-up process is likely to
result in positive inflation differentials vis-a-vis 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.

Poland’s general government deficit and debt complied with the Maastricht
criteria in 2015. Poland has been subject to the preventive arm of the Stability and
Growth Pact since 2015. The ECOFIN Council decided in June 2015 to abrogate the
excessive deficit procedure for Poland, despite the deficit being above the reference
value, on the grounds that the debt-to-GDP ratio was below 60% and the excess
over the reference value was small and could be explained by the net cost of past
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4.6

pension reforms. 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. Moreover, in the medium and long run, Poland faces
medium risks to fiscal sustainability. Therefore, further progress towards the
medium-term objective in line with preventive-arm requirements is essential for
ensuring sound public finances over the medium and long term.

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. The exchange rate ofthe Polish zloty against the euro exhibited, on
average, a relatively high degree of volatility over the reference period. 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, Poland’s current and capital account has improved over
the past decade, while the country's net foreign liahbilities remain high.

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. Long-term interest rates in Poland have
decreased since 2009, with 12-month average rates having declined from
approximately 6% to below 3%.

Achieving an environment that is conducive to sustainable convergence in
Poland requires stability-oriented economic policies, policy measures
safeguarding financial stability and targeted structural reforms. With regard to
macroeconomic imbalances, the European Commission did not select Poland for an
in-depth review in its Alert Mechanism Report 2016. It is essential to preserve the
currently strong financial position of the banking sector in order to ensure its sound
contribution to economic growth, which should be supported by well targeted
structural reforms to enhance competition in product markets and speed up
innovation, privatisation and infrastructure modernisation.

Polish law does not comply with all the requirements for central bank
independence, confidentiality, the monetary financing prohibition and legal
integration into the Eurosystem. Poland is an EU Member State with a derogation
and must therefore comply with all adaptation requirements under Article 131 of the
Treaty.

Romania

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% for the criterion on price
stability. Over the past ten years this rate 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%. Looking ahead, there are concerns regarding the sustainability of inflation
cohvergence in Romania over the longer term. The catching-up process is likely to
result in positive inflation differentials vis-a-vis 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.

ECB Convergence Report, June 2016 61

10112/16 ADD 1

MC/sr/ah
DGG 1A

www.parlament.gv.at

30
EN


https://www.parlament.gv.at/pls/portal/le.link?gp=XXV&ityp=EU&inr=107213&code1=RAT&code2=&gruppen=Link:10112/16;Nr:10112;Year:16&comp=10112%7C2016%7C

Romania’s general govermmment deficit and debt complied with the Maastricht
criteria in 2015. Romania has been subject to the preventive arm of the Stability and
Growth Pact since 2013. According to the European Commission’s Spring 2016
Economic Forecast, Romania has complied with its medium-term objective since
2013, but is at risk of a significant deviation in both 2016 and 2017. Furthermore, the
expansionary fiscal measures being planned are expected to push the deficit above
the 3% of GDP threshold in 2017 and put the debt on an upward path. The
Commission’s 2015 Fiscal Sustainability Report points to high sustainability risks in
the medium term and medium sustainability risks in the long term, partly related to
the rising cost of health care and long-term care. Further reforms in these areas and
a prudent conduct of fiscal policy, ensuring a rapid return to the medium-term
objective, are warranted in order to safeguard the sustainability of public finances.

In the two-year reference period from 19 May 2014 to 18 May 2016, the
Romanian leu did not participate in ERM Il, but traded under a flexible
exchange rate regime involving a managed floating of the currency’s exchange
rate. The exchange rate of the Romanian leu against the euro exhibited, on average,
a relatively high degree of volatility over the reference period. 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. 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.

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. Long-term interest rates in Romania have
decreased since 2009, with 12-month average rates having declined from close to
10% to below 4%.

Achieving an environment that is conducive to sustainable convergence in
Romania requires stability-oriented economic policies and widesanging
structural reforms. 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.
Nevertheless, there is considerable scope and a need for measures aimed at
improving the institutional and business environment, boosting investment and
competition in product markets, reducing youth and long-term unemployment, and
improving both the quality and efficiency of the public administration and the judicial
system. Significant efforts should also be made to improve Romania's very weak
absorption of EU funds.

Romanian law does not comply with all the requirements for central bank
independence, the monetary financing prohibition and legal integration into
the Eurosystem. Romania is an EU Member State with a derogation and must
therefore comply with all adaptation requirements under Article 131 of the Treaty.
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47 Sweden

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. Over
the past ten years this rate has fluctuated within a range from 0.2% to 3.4% and the
average for that period was subdued, standing at 1.4%. Looking ahead, monetary
policy and the stahility-oriented institutional framework should continue to support
the achievement of price stability in Sweden.

Sweden’s general government deficit and debt complied with the Maastricht
criteria in 2015. Sweden has been subject to the preventive arm of the Stability and
Growth Pact since it came into force in 1998. According to the European
Commission’s Spring 2016 Economic Forecast, Sweden is expected to comply with
its medium-term budgetary objective over the forecast horizon. From a debt
sustainability perspective, Sweden faces low and medium risks over the medium and
long term respectively, mainly related to the projected increase in long-term care
expenditure. Reforms in this area and continued compliance with the medium-term
objective over the coming years would ensure that the track record of sound public
finances would be enhanced further.

In the two-year reference period from 19 May 2014 to 18 May 2016, the Swedish
krona did not participate in ERM I, but traded under a flexible exchange rate
regime. The exchange rate of the Swedish krona against the euro exhibited, on
average, a relatively high degree of volatility over the reference peried. 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 past ten years Sweden has recorded large
current account surpluses, usually coupled with a relatively small negative net
intemational investment position.

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. Long-term interest rates in Sweden
have decreased since 2009, with 12-month average rates having declined from
above 3% to below 1%.

Maintaining an environment that is conducive to sustainable convergence in
Sweden requires the continuation of stability-oriented economic policies,
targeted structural reforms and measures to safeguard financial stability. With
regard to macroeconomic imbalances, the European Commission selected Sweden
for an in-depth review in its Alert Mechanism Report 2016 and concluded that
Sweden is experiencing macroeconomic imbalances. Against this backdrop, decisive
efforts are needed to address the risks to macroeconomic stability stemming from
the ongoing housing boom and the elevated level of private debt.

Swedish law does not comply with all the requirements for central bank
independence, the monetary financing prehibition and legal integration into
the Eurosystem. Sweden is an EU Member State with a derogation and must
therefore comply with all adaptation requirements under Article 131 of the Treaty.
Pursuant to the Treaty, Sweden has been under the obligation to adopt national
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legislation with a view to integration into the Eurosystem since 1 June 1998. As yet
no legislative action has been taken by the Swedish authorities to remedy the
incompatibilities described in this and previous reports.
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511

Examination of economic convergence in individual
countries

Bulgaria

Price developments

In April 2016 the 12-month average rate of HICP inflation in Bulgaria was -1.0%,
i.e. well below the reference value of 0.7% for the criterion on price stability
(see Chart 5.1.1). 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 wide range, from -1.7% to 12.6%, and the average for that
period was elevated, standing at 3.6%. Before the onset of the global financial
crisis, inflation accelerated significantly on account of adjustments to administered
prices, the harmonisation of excise duties with EU levels and a series of supply-side
shocks. At the same time, Bulgaria also exhibited growing signs of an overheating
economy and an increasingly tight labour market, coupled with large capital inflows.
Having peaked at 12% in 2008, inflation then declined rapidly, mainly as a result of
lower commaodity prices and the contraction in economic activity in an environment of
subsiding capital inflows and comprehensive fiscal consolidation measures. Since
then economic activity has been subdued (see Table 5.1.1). Between 2009 and 2012
the average annual rate of inflation hovered around 3%, before dropping sharply to a
low point of -1.6% in 2014. This fall in inflation was driven by declining commodity
prices, an appreciation in the effective exchange rate of the lev and domestic factors,
such as cuts in administered prices. In 2015 inflation recovered slightly.
Unemployment also moderated, having increased significantly in the wake of the
crisis. In recent years growth in nominal wages and unit labour costs has been much
lower than before the crisis.

For the first four months of 20186, the average annual rate of HICP inflation
stood at -1.5%. During that period inflation was driven down primarily by the drop in
energy prices, most notably in fuel prices, given their large share in Bulgaria’'s HICP
basket. Declines in the prices of durable goods, food and services also exerted
downward pressure on overall HICP inflation.

Policy choices have played an important role in shaping inflation dynamics in
Bulgaria over the past decade, most notably the orientation of monetary policy
towards price stability. In 1997 Bulgaria adopted a currency board framework,
under which the lev was first fixed to the Deutsche Mark and then to the euro in
1999. During the period 2004-08 monetary conditions under the currency board
framework became too expansionary for a catching-up economy, partly due to strong
capital inflows.

Inflation is expected to increase in the coming years, albeit remaining
subdued; over the longer term there are concerns regarding the sustainability
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of inflation convergence in Bulgaria. According to the European Commission’s
Spring 2016 Economic Forecast, the average annual rate of inflation will increase to
-0.7%in 2016 and 0.9% in 2017. Risks to the medium-term inflation outlook are
broadly balanced. Upside risks relate to an acceleration in the underying growth
momentum, while downside risks may arise from heightened uncertainty regarding
developments in the global economy, which could reduce external 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 Bulgaria 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
Bulgaria requires stability-oriented economic policies and wide-ranging
structural reforms. Given monetary policy's limited room for manoeuvre under the
currency board framework, it is imperative that other policy areas provide the
economy with the wherewithal to cope with country-specific shocks in order to
prevent the reoccurrence of macroeconomic imbalances. Structural reforms to
enhance the business and institutional environment are crucial in order to attract
foreign direct investment and raise potential growth. These include significantly
reducing corruption and ensuring an independent and effective judiciary system. In
the context of the high level of long-term unemployment, additional measures to
improve the employability of the workforce are required. It is also essential to
strengthen national policies aimed at enhancing competition in product markets and
to proceed with the liberalisation of regulated sectors. Additional efforts are also
needed to ensure that Bulgaria continues to improve its absomtion of EU funds. With
regard to macroeconomic imbalances, the European Commission selected Bulgaria
for an in-depth review in its Alert Mechanism Report 2016 and concluded that
Bulgarnia 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. The failure of Corporate Commercial Bankin 2014
revealed imprudent business practices in some credit institutions, coupled with
inefficient supervision over them, and fundamental institutional problems. In order to
maintain confidence in the financial system, it is essential that the authorities
complete the asset quality review and stress tests relating to the banking and non-
bank financial sectors. They need to ensure that sufficient resources are in place to
follow up on these exercises effectively. Moreover, the process of enhancing the
supervisory practices of brnrapcka HapogHa 6adka (Bulgarian National Bank)
should continue in line with the results of the assessment of the implementation of
the Basel Core Principles for Effective Banking Supervision in Bulgaria.112 In order to
deal with the high level of non-performing loans, the authorities should encourage
the cleaning-up of banks’ balance sheets by removing legal and judicial obstacles to
the resolution of non-performing loans. Moreover, in order to minimise potential risks

"2 "Buylgaria: Financial Sector Assessment Program — Detailed Assessment of Observance on the Basel

Core Principles for Effective Banking Supervision®, Couniry Repord, Mo 15/295, IMF, October 2015,
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to financial stability associated with the high proportion of foreign currency loans, the
recommendations of the ESRB should be taken into account.

Fiscal developments

The deficit and debt complied with the Maastricht criteria in 2015. In the
reference year 2015 the general govemment budget balance recorded a deficit of
2.1% of GDP, i.e. below the 3% reference value. The general government gross
debt-to-GDP ratio was 26.7%, well below the 60% reference value (see Table 5.1.2).
Compared with the previous year, the deficit declined by 3.4 percentage points of
GDP, while there was a smaller decline in the debt ratio (0.3 percentage points). The
deficit ratio is forecast by the European Commission to decline slightly to 2.0% in
2018, while the government debt ratio increases moderately to 28.1% of GDP. 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 in 2016.

Bulgaria has been under the preventive arm of the Stability and Growth Pact
since 2012. Owing to a rise in the budget deficit above the reference value in 2009,
the ECOFIN Council decided on 13 July 2010 that an excessive deficit situation
existed in Bulgaria and set 2011 as the deadline for correcting it. Following the
correction of the excessive deficit, the ECOFIN Council abrogated the EDP for
Bulgaria on 22 June 2012. While general govemment debt was well below the 60%
of GDP reference value in the 2009-15 period, the general government deficit in
Bulgaria reached 5.4% of GDP in 2014, i.e. above the reference value, mostly as a
result of the one-off capital transfer related to the reclassification of the Deposit
Insurance Fund within the govemment sector (amounting to 3% of GDP), but also
sizeable revenue shortfalls and a large increase in public investment. The European
Commission's report of 16 November 2015 assessed the exceeding of the reference
value to be both exceptional and temporary, and therefore not warranting the
opening of an EDP.

MNon-cyclical factors have been the main contributors to the deficit dynamics
during recent years. The improvement in the deficit ratio between 2010 and 2013,
which amounted to 2.8% of GDP, can mainly be explained by an improvement in the
structural balance (of 2.2 percentage points of GDP) and, to a lesser extent, by
cyclical factors. The 2009 and 2014 deficit increases were almost entirely attributable
to non-cyclical factors: revenue shortfalls in 2009 and capital transfers related to the
reclassification within the government sector in 2014 (European Commission
estimates are presented in Table 5.1.2).

Government debt-to-GDP ratio has remained well below the 60% reference
value throughout the crisis, although it has recently increased. The debt ratio
increased significantly, from 13.7% in 2009 to 17.1% of GDP in 2013, on the back of
primary deficits as well as unfavourable interest-growth differentials. The increase in
the debt to 27% of GDP in 2014 was mainly attributable to the financing of the
budget deficit, the temporary accumulation of reserves, the loan to the Deposit
Insurance Scheme and the provision of liquidity to the banking sector. Over the
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forecast period, the debt-to-GDP ratio is on an upward trend, reaching 28.7% of
GDP in 2017. An increasing debt level and, subsequently, higher interest
expenditure could limit the necessary fiscal buffers to stabilise the economy in the
event of an adverse shock. Potential risks pertain to possible additional support to
the financial sector above that already incorporated in projections by the Bulgarian
government, as well as public sector contingent liabilities stemming from state-
owned enterprises. The govemment did not report contingent liabilities related to the
financial sector.

In the presence of a credible currency hoard, the level and structure of public
debt allows Bulgaria to manage its debt effectively. The share of govemment
debt with a short-term maturity had been negligible, with only a temporary increase
in 2014 (from about 2% to 23% — see Table 5.1.2). Taking into account the level of
the debt ratio, fiscal balances are relatively insensitive to changes in interest rates.
At the same time, the proportion of foreign cumrency-denominated government debt
is high (79.1% in 2015). However, given that it is mostly denominated in euro, the
anchor currency of Bulgaria’s currency board framework, fiscal balances are
relatively insensitive to changes in exchange rates other than the EUR/BGN
exchange rate, which is fixed under the cumrency board.

The European Commission's Spring 2016 Economic Forecast points to risks of
some deviation from the SGP's 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 be 1.8% of GDP
in 2016 and 1.4% of GDP in 2017. Deviations from the adjustment path towards the
structural balance target, in both 2016 and 2017, point to the need for further
consolidation in order to achieve an annual fiscal adjustment of 0.5% of GDP
towards the medium-term objective. In contrast, Bulgaria's medium-term fiscal policy,
as presented in the 2016 Convergence Programme, projects a structural deficit of
1.7% in 2016 and of 0.5% and 0.2% of GDP in 2017 and 2018 respectively, below
the medium-term budgetary objective of 1% of GDP.

In recent years Bulgaria has strengthened its national fiscal governance
framew ork significantly, but there is still scope to further enhance the
independence and effective operation of the relevant bodies. After delays in
2013-14, Bulgaria’s fiscal governance framework has recently been modemised
through the adoption of the Law on the Fiscal Council and Automatic Correction
Mechanisms in 2015. This legislation introduced: (i) an independent advisory body
which monitors and analyses the fiscal stance in line with the enhanced EU fiscal
governance, and (ji) a set of rules to improve transparency in, and public awareness
of, fiscal govemance issues. Furthermore, the law defines the mechanisms
automatically correcting deviations from the medium-term objective and enforcing
the adjustment path towards it. However, the fiscal council was still not cperaticnal at
the time of the cut-off date for this report. Moreover, a regular and comprehensive
risk-based audit of tax compliance and the shadow economy, an increase in the
efficiency of public spending and a limit on contingent liabilities related to the state-
owned enterprises could help in minimising potential fiscal risks.
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Over the long run, Bulgaria faces medium risks to fiscal sustainability, partly
as a result of age+elated expenditure on health care and long-term care. The
European Commission's 2015 Fiscal Sustainability Report does not foresee any
significant sustainability risks over the medium term, thanks to the very low starting
point of the debt ratio. In the long run, however, Bulgaria appears to be facing
medium risks, reflecting an unfavourable initial budget position compounded by age-
related costs on health care and long-term care. Despite measures designed to
tackle the costs of ageing, Bulgaria, according to the 2015 projections by the
European Commission and the EU’s Economic Policy Committee, " is likely to
experience a moderate increase in strictly age-related public expenditure (by 0.5
percentage peints of GDP over the period 2013-2060 in the AWG reference
scenario). In the AWG risk scenario, however, there is a notable increase in costs,
amounting to 3.6 percentage points of GDP, mainly due to long-term care spending
(2.5 percentage points of GDP) and health care (1.1 percentage points of GDP).
These developments signal the need for further reforms in order to enhance the
long-term sustainability of public finances.

Despite the low level of public debt, a prudent fiscal policy and reforms are
essential for the medium-term sustainability of the public finances. A prudent
and effective fiscal policy will ensure that Bulgaria complies with the preventive arm
of the SGP and maintains buffers to alleviate adverse shocks. Further improvements
in areas such as tax compliance, the informal economy and spending efficiency,
followed by a credible fiscal framework strengthened by the efficient operation of the
fiscal council, are essential for achieving medium-term fiscal sustainability.
Moreover, there is scope for a more growth and environment-friendly tax system, a
shift towards a lower tax wedge for lower-paid labour, an efficient use of property
taxes and the cost-effective provision of healthcare services.

Exchange rate developments

In the two-year reference period from 19 May 2014 to 18 May 2016, the
Bulgarian lev did not participate in ERM Il, but its exchange rate was fixed to
the euro at 1.95583 levs per euro within the framework of a currency board
{see Chart 5.1.3). This framework, which was adopted in July 1997 to address the
repercussions of a financial crisis and hyperinflationary pressures, was based initially
on a commitment to maintain a fixed exchange rate to the Deutsche Mark. In
January 1999 the reference currency was changed to the euro. Over the reference
period the lev did not exhibit any deviation from the rate of 1.95583 levs per euro,
which is used as a benchmark for illustrative purposes in the absence of an ERM Il
central rate. As implied by the currency board framework, Brnrapcka HapogHa
6axka (Bulgarian National Bank) has continued to exchange on demand domestic
currency against the anchor currency and vice versa at the fixed rate. Short-term
interest rate differentials against the three-month EURIBOR stood at a low level
throughout the reference period.

"3 Eyropean Commission and Economic Policy Committee, " The 2015 Ageing Report Economic and
budgetary projections for the ELU-28 Member States (2013-2060)".
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The real effective exchange rate of the Bulgarian lev appreciated overall over
the past ten years, although it has depreciated since 2009 (see Chart 5.1.4).
However, this indicator should be interpreted with caution, as during this period
Bulgaria was subject to a process of economic convergence, which complicates any
historical assessment of real exchange rate developments.

Bulgaria’s current and capital account has improved over the past decade,
while the country’s net foreign liabilities remain high (see Table 5.1.3). After
recording very large extemal deficits in 2007 and 2008, the combined current and
capital account improved steadily and tumed into a surplus from 2011. This
improvement primarily reflected a substantial reduction in the goods deficit on
account of the export-led recovery and subdued domestic demand following the
sham contraction in activity. The sumplus widened to 3.1% of GDP in 2014 and 4.6%
of GDP in 2015, amid further improvements in the goods balance and a growing
capital account surplus owing to increased transfers to the government from EU
institutions. The substantial adjustment in the balance of payments was associated
with a significant contraction in net direct investment inflows from more than 20% of
GDP in 2006 and 2007 to an average of 2.8% of GDP in the period from 2011 to
2015, while the balance on other investment tumed into net outflows. Gross extemal
debt increased substantially from 78.1% of GDP in 2008 to 97 4% in 2014, before
declining to 82.9% in 2015. At the same time the country’s net international
investment position, which had deteriorated substantially from -58.0% of GDP in
2008 to -101.8% in 2009, improved to -74.8% in 2014 and -60.7% in 2015. However,
the country’s net foreign liabilities are still very high, with foreign direct investment
accounting for the largest part of gross foreign liabilities. Fiscal and structural policies
therefore continue to be important for supporting external sustainability and the
competitiveness of the economy.

The Bulgarian 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 43.2% of total exports, while the corresponding figure for imports was
similar, at 43.6%. The share of the euro area in Bulgaria’s stock of direct investment
liabilities stood at 63.4% and its share in the country’s stock of portfolio investment
liabilities was 54.1% in 2015. The share of Bulgaria’s stock of foreign assets invested
in the euro area amounted to 49.4% in the case of direct investment and 55.3% 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 Bulgaria were 2.5% on average and thus below the 4.0% reference value for
the interest rate convergence criterion (see Chart 5.1.5).

Long-term interest rates in Bulgaria have decreased since 2009, with 12-month
average rates having declined from above 7% to below 3%. After an initial steep
decline in 2009 and 2010, a second decline could be observed in 2012. Between
2012 andthe end of 2014, Bulgarian long-term interest rates remained within a
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relatively narrow corridor of between 3% and 4%. Since mid-2015 12-month average
long-term interest rates have fallen below 3.0%, reaching 2.5% in April 2016 (see
Chart 5.1.5). It has to be kept in mind though that liquidity in the benchmark bond
remains low. Interest rate developments should, therefore, be interpreted with some
caution and over longer time horizons only. The banking sector turbulence
throughout 2014 had some impact on longer-term sovereign yields. Furthermare,
credit default swap prices have, despite some increase in December 2014, remained
well below the levels observed between 2008 and 2012. Long-term interest rates
again declinedin 2015.

Bulgaria’s long-term interest rate differentials vis-a-vis the euro area average
closely mirrored developments in the level of long-term interest rates. The
interest rate differential, which had increased during the 2008-09 financial crisis,
decreased from 2009 onwards (see Chart 5.1.6). The reduction from 2009 onwards
in Bulgarian long-term interest rates, coupled with an increase in euro area average
rates, had gradually lowered the differential to around zero towards the end of 2012.
Since then, the long-term interest rate differential with the euro area average has
again increased slightly, to stand at 1.5 percentage points (2.2 percentage points
with respect to the AAA euro area yield) at the end of the reference period.

Bulgarian capital markets are much smaller than in the eurc area and still
underdeveloped {see Table 5.1.4). Overall, there has been no further significant
deepening of capital markets since the financial crisis. Stock market capitalisation,
as a share of GDP, has declined in recent years, from a peak of 48.2% of GDP in
2007 to 9.9% at the end of 2015. Qutstanding debt securities issued by non-financial
institutions (a measure of market-based indebtedness) amounted to only 3.1% of
GDP in 2015. Integration of the Bulgarian financial sector with the euro area, as
measured by the claims of euro area banks on Bulgarian banks, is moderate.
Bulgaria’s financial sector is largely bank-based, with the degree of financial
intermediation low compared with the euro area average, but in line with that of other
recent EU Member States. MFI credit to non-govemment residents stood at 58.1% of
GDP in 2015, down by slightly less than 10 percentage points from the peak levels in
2012 and 2013 (see Table 5.1.4). Claims of euro area MFIs on banks in Bulgaria
have decreased over recent years. In an environment of ample liquidity and low
demand for loans, foreign-owned subsidiaries in Bulgaria have gradually been
reducing their dependence on parent group financing, tuming instead to local
deposits. This notwithstanding, foreign-owned banks continue to play a major role in
the Bulgarian financial system.
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Bulgaria - Price developments

Chart 5.1.1 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 5.1.1 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 345 B4 o7 34 24 04 -18 -1 -07 08
HICF excluding unprocessed food and energy 37 B9 05 2B 1.2 0.3 -1.3 -0.3 0B 0.5
HICF at constant tax rates 3 a 5.4 06 3.2 24 04 -16 -1.1 - -
CPI 34 6.6 13 4.2 3.0 04 -14 -0.1 05 1.3
Private consurmption deflator 25 4.1 08 45 36 -25 0o -08 -07 049
GOP deflatar 34 6.2 17 6.9 1.6 -0.7 0.4 0.3 0.1 1.2
Producer prices # 4.1 6.4 19 88 53 -1.3 -08 =17 - -

Related indicators

Feal GOP growth 23 3.1 15 18 02 13 15 3o 20 24
GDF per capita in PPS= (euro area = 100) 41.2 40.0 427 41.7 427 42.8 437 . - -
Comparative price levels (euro area = 100) 475 469 483 487 49 2 48.1 47 2 . - -
Cutput gap 04 1.2 -0.8 -04 -0.6 -0.3 -0.7 -0.3 06 -0.8
Unernployment rate (%) ™ 9.6 1T 114 1.3 12.3 13.0 1.4 9.2 86 8.0
Unit labhour costs, whole econormy 58 8.0 36 28 4.8 70 4.4 -0.7 14 23
Compensation per employee, whaole econarmy 8.4 0.7 B.1 6.8 77 8.8 58 18 36 4.3
Lahour productivity, whole econormy 24 248 24 38 28 1.7 1.2 26 1.7 2.0
Imparts of goods and services deflator 3 449 13 8.7 4.1 -32 -1.8 -24 -24 1.6
Maominal effective exchange rate 04 04 03 1.1 -14 20 20 -2.0 - -
Money supply (M3) 2 12.2 154 92 12.3 8.7 9.3 75 8.2 - -
Lending from banks @ 12.3 238 20 3B 358 1.1 27 -0.3 - -
Stock prices (SCFX) 1 -44 .2 -56.1 202 -1 T2 423 B2 117 - -
Residential property prices 12 -2 -10.2 =11 -85 -19 =22 14 28 - -

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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Bulgaria - Fiscal developments

Chart 5.1.2 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%)

110

100

20
-1 10
2008 2007 2008 2009 2010 201 2012 2013 2014 2015
Sources: European Systern of Central Banks and European Commission (Eurostat)
Table 5.1.2 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 1.3 05 200 20 03 04 54 21 20 1.6 .
Total revenue B0 38.3 357 321 344 372 3BB 3B x| vz
Current revenue M3 382 333 308 327 350 340 344 358 3|8
Direct taxes 5.3 8B 51 48 4.7 51 54 25 2B 558
Indirect taxes 15.2 156 149 138 149 154 148 155 18.7 1587
IMet social contributions T4 74 74 6.8 6.9 75 78 8.1 8.2 8.4
Other current revenue » 6.3 6.7 6.0 8.7 6.2 7.1 6.0 5.0 6.1 58
Capital revenue 1.7 1.1 24 1.2 1.7 22 28 4.1 14 1.7
Total expenditure 373 36.8 37T 341 T 376 421 402 388 |7
Current expenditure N 313 3272 304 307 333 332 338 333 333
Caompensation of employees 9.0 8.8 9.1 g7 .7 9.5 9.5 9.3 9.4 9.3
Social benefits 127 18 137 130 130 138 145 143 4.7 148
Interest payahle 08 04 0g 07 0g 07 0.8 1.0 1.0 1.0
Cther current expenditure @ 81 8.7 848 a0 a1 92 g3 9.1 8.1 81
Capital expenditure 5b 5B 54 a7 4.0 4.4 848 6.6 ila) 0.8
of which: Investment 4.7 49 45 34 34 41 52 B2 20 4.9
Cyclically adjusted balance -1.4 -08 -18 -18  -01 -03 52 210 -18 -1.4
COne-off and temporary measures 07 00 0o oo -32 -0 oo 0o
Structural balance 2 121 18 -0 03 20 18 -18 -14
Govemment debt 18.2 159 206| 153 168 171 270 26.7 28.1 28.7
Average residual maturity (in years) 1.0 73 67 6B 6.1 67 58 84
In fareign currencies (% of total) 772 7T T¥3| v4B Y90 728 BOB Y81
of which” Euro 482 534 651 550 G629 588 714 774
Domestic ownership (% of total) 468 .8 427 5091 538 489 523 478 527
Mediurm and long-term maturity (% of total}® 96 8 G894 942 972 998 930 TVEH 992
of which: Variallle interest rate (% of total) 21.9 278 162 228 210 186 100 85
Deficit-debt adjustment 0.1 -1.0 07| 08 14 041 48 15
Net acquisitions of main financial assets 0.2 -0.3 ool -14 18 A7 ar 2B
Currency and deposits 0.3 0.7 -0 -08 23 -13 1.7 21
Deht securities 0o 0o oo 00 0o oo 00 oo
Loans -0.3 -0.7 o1 -01 -0 01 10 -058
Equity and investment fund shares orunits  -0.2 -0.3 oo -04 03 -03 1.0 oo
Rewvaluation effects on debt 0o -0.1 oo 01 -0.2 -03 03 0z
of which: Foreign exchange halding
gainsflosses 0.0 -0.1 oo o1 -01 -0.2 03 0.1
Cther 01 -08 o7 04 -03 14 08 08
Convergence programme: government balance - - - - - - - - -1.8 08 -04 -02
Convergence programme: structural balance - - - - - - - - -1.7 085 -02 0.0
Convergence programme: government debt - - - - - - - Ny N2 318 308

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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Bulgaria - Exchange rate and external developments

Chart 5.1.3 Bilateral exchange rate and short-term

interest rate differential
(BGM/EUR exchange rate: monthly averages;
difference hetween three-month interbank interest rat;

=324

and three-month EURIBOR: hasis points, monthly values)

= BGMN/EUR exchange rate (left-hand scale)

interest rate differential (right-hand scale)

1.56 6.00
172 500

4.00
1.88

3.00
203

200
219 1.00
235 0.00

2006 2008 2010 2m2

Sources: Mational data and ECB calculation s

Table 5.1.3 External developments

2014

(as a percentage of GOP, unless othenwise indicated)

Chart 5.1.4 Effective exchange rates 1)
[EER-38 group of trading partners; monthly averages, base index Q1 1993 = 100)

m— narminal

real
160 160
150 150
140 140
130 130
120 120
110 W 110
100 100

2006 2008 2010 2mz 204

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

[ 2008-20150] 20082010 2011-20150] G011 2012] 2013] 2014 201s] 20182 20172

Balance of pay ments
Current account and capital account balance 3
Current account balance
Goods
Services
Primary income
Secandary income
Capital account balance
Combined direct and portfolio investment bhalance @
Direct investment
Portfolio investment
Cther investment balance
Reserve assets
Exports of goods and services
Imports of goods and services
MNet intemational investment position &
Gross external debt @
Internal trade with the eure areas
Exports of goods and services
Imports of goods and services
Investment position with the euro area ®
Cirect investment assets o
Direct investment liabilities &
Portfolio investment assets o
Portfolio investment liabilities ¢

=21
-38
-10.2
6.1
-34
a4
158
-4.3
-4.8
0.a
-03
20
584
B2.5

-87 24 18 08 24 R 48 35 a8
-10.7 0B 0.3 -04 13 049 14 23 27
-158 -68| -B8 -88 -f0 65 43

a7 B3 8.7 6.2 8.3 59 6.1

-38 -33 -38 =258 -38 23 41

a0 4.5 4.1 5.0 8.7 a8 a7
[R:] 18 12 13 1.1 22 a2
-6.6 -248( -20 -04 =27 48 47
-84 -28( -28 -28 -3.0 -2.1 -34
1.8 -0.2 08 2.1 03 -28 -13

45 21 47 -24 58 oo 26

-02 34 04 5.1 -13 4.2 a4

502 B33 885 B11  EB47 B4H BRE4

60.3 B39 884 B45 B53 BSE B46

- -742) -B34 -84 735 748 -BOY
- 8121 816 832 911 974 8§29

424 428 416 420 426 432
4231 418 48 418 424 438

5201 847 858 518 484 494
B5 B[ B9.1 B868.8 EB44 B4E B3IZ
. 478) 538 4268 438 435 553
- 626 658 724 B35 568 541

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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Bulgaria - Long-term interest rate developments

Chart 5.1.5 Long-term interest rate 1) Chart 5.1.6 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

= |ong-term interest rate differential
long-term interest rate { 12-month moving average) iy

HICF inflation differential

L] reference value
g 9 18 15
8 g
7 7 10 1a
B G
5 5
: g ’ W\M
ﬂv._ N W
4 A 84 0 W Ene™ W
3 3
Rk
2 2 -5 -5
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 5.1.4 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

Bulgaria 2 4.8 55 38 4.5 35 33 25 -
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 0.6 -

Indicators of financial development and integration
Debt securities issued by financial corporations 14 1.7 1.0 09 12 1.2 1.1 - 736
Debt securities issued by non-financial corporations 19 14 24 1.3 3z 31 31 - 10.8
Stock market capitalisation ® 183 244 1221 121 121 1158 a9 - 60.4
MFI credit to non-government residents o B3 .2 62.0 B43| B7Y BYS5 B11 581 - 147
Claims of euro area MFls on resident MFls ® 127 168.2 §21 114 9.7 a8 4.2 - 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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5.2 Czech Republic

5.2.1 Price developments

In April 2016 the 12-month average rate of HICP inflation in the Czech Republic
was 0.4%, i.e. below the reference value of 0.7% for the criterion on price
stability (see Chart 5.2.1). This rate is expected to remain broadly stable 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 6.6%, and the overall
average for that period was moderate, standing at 2.1%. For most of the period
under review, growth in compensation per employee exceeded labour productivity
growth (see Table 5.2.1). In the years leading up to the global financial crisis,
inflation picked up from moderate levels, mainly as a result of higher food and
energy prices, and some administrative measures. Having peaked at an average
annual rate of 6.3% in 2008, inflation fell sharply as global commodity prices
declined and economic activity slowed. Yet, the recession that started in 2009 was
relatively modest compared with that in other central and eastem European
ecohomies. Over the period 2010-12 the rebound in global commaodity prices, as well
as hikes in administered prices and the value added tax rate, gradually pushed up
inflation. A temporary export-led recovery was accompanied by fiscal restrictions,
which ultimately resulted in a further recession in 2012-13. This, along with the
developments in global commedity prices, led to a significant fall in inflation between
2012 and 2015. In 2014 growth in import prices picked up, owing partly to the
exchange rate floor of 27 korunas per euro set by Ceska narodni banka as a
complementary and temporary instrument for lifting inflation towards its 2% inflation
target. In the most recent years the Czech economy has returned to a path of solid
growth. However, this robust performance has been exerting pressure on the
exchange rate, forcing Ceska narodni banka since July 2015 to intervene on the
foreign exchange market in order to uphold its commitment not to let the koruna
appreciate against the euro beyond a level of close to 27.

For the first four months of 20186, the average annual rate of HICP inflation
stood at 0.5%. The robust underlying growth momentum exerted upward pressure
on consumer prices. At the same time, the decline in global commodity prices in
2015 weighed on headline inflation.

Policy choices have played an important role in shaping inflation dynamics in
the Czech Republic over the past decade, most notably the orientation of
monetary policy towards price stability. Since April 2001 the inflation target has
been defined in terms of CPlinflation, originally as a continuously declining band and
since 2006 as a flat point target. The CPl inflation target was set at 3% (1
percentage point) in 2006 and reduced to 2% (+1 percentage point) on 1 January
2010. In November 2013, in order to fulfil its mandate to maintain price stability,
Ceska narodni banka intervened to weaken the domestic currency and set the
aforementioned exchange rate floor.
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Inflation in the Czech Republic is expected to increase in the coming vears,
albeit remaining at a subdued level. According to the European Commission’s
Spring 2016 Economic Forecast, the average annual rate of HICP inflation wll
remain broadly stable in 2016, at around 0.5%, and increase to 1.4% in 2017. Risks
to the medium-term inflation outlook are broadly balanced. Upside risks relate to
stronger than expected wage increases amid tightening labour market conditions,
while downside risks may arise from heightened uncertainty regarding developments
in the global economy, which could reduce extemal price pressures. Looking further
ahead, the catching-up process may have a bearing on inflation and/or the nominal
exchange rate over the coming years, given that GDP per capita and price levels are
still lower in the Czech Republic than in the euro area.

Achieving an environment that is conducive to sustainable convergence in the
Czech Republic requires conducting price stability-oriented economic policies,
including targeted structural reforms that are geared to ensuring
macroeconomic stability. In order to boost potential growth, it is necessary to
enhance the functioning of the labour market, for example, by reducing disincentives
to work and addressing skill mismatches. It is also essential to strengthen
competition in product markets (in particular the electricity, gas and
telecommunications markets), to improve the effectiveness of the public
administration and to increase investment in infrastructure. Against this background,
additional efforts are needed to ensure that the Czech Republic maintains and
improves its absorption of EU funds. Priority should also be given to further
enhancing the business environment by removing impediments to conducting
business and liberalising the regulated professions. Emphasis should continue to be
placed on the expansion of the services sector and the fight against corruption in the
public sector. As the process of income convergence vis-a-vis the euro area is slow,
the implementation of these structural measures should facilitate further changes to
the Czech Republic’s growth model, which, until recently, has relied mainly on
fareign direct investment and exports of manufacturing goods. With regard to
macroecenomic imbalances, the European Commission did not select the Czech
Republic 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
sustainable economic growth. In particular, continued vigilance and a careful
monitoring of potential risks and close cross-border cooperation is needed, given the
high level of foreign ownership in the financial sector. In June 2015 Ceska narodni
banka issued a set of recommendations aimed at mitigating risks related to loans
secured by residential property. The full implementation of these recommendations
could help to mitigate the effect of housing credit on residential real estate prices.
Furthermore, in December 2015 Ceska narodni banka decided to set the
countercyclical capital buffer rate at 0.5%, applicable as of January 2017.
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Fiscal developments

The deficit and debt complied with the Maastricht criteria in 2015. In the
reference year 2015 the general govemment budget balance recorded a deficit of
0.4% of GDP, i.e. well below the 3% reference value and close to a balanced
budget. The general govemment gross debt-to-GDP ratio was 41.1%, i.e. below the
60% reference value (see Table 5.2.2). Compared with the previous year, both the
deficit and the debt-to-GDP ratio decreased by 1.5 and 1.6 percentage points of
GDP respectively. The deficit ratio is forecast by the European Commission to
increase slightly to 0.7% in 2016, while the government debt ratio is projected to
increase 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 in 2016.

The Czech Republic has been subject to the preventive arm of the Stability and
Growth Pact since 2014. Against the background of the rise in the budget deficit
above the reference value in 2008, the ECOFIN Council decided on 2 December
2009 that an excessive deficit situation existed in the Czech Republic and set 2013
as the deadline for correcting it. The ECOFIN Council abrogated the excessive
deficit procedure on 17 June 2014. Since 2014 the Czech Republic has been subject
to the preventive arm, having complied with its medium-term objective of a structural
deficit of no more than 1% of GDP in 2015. The European Commission's forecast
projects the structural deficit to remain below the medium-term objective and, thus, in
compliance with the preventive arm’s requirements.

Mon-cyclical factors have contributed to the deficit reduction over recent
years, which have partly been offset by unfavourable cyclical developments.
The deficit ratio reached its peak at 5.5% of GDP in 2009 and declined to 0.4% of
GDP in 2015. European Commission estimates (presented in Table 5.2.2) indicate
that the structural balance improved by 4.5 percentage points between 2009 and
2015, reflecting the significant conselidation measures adopted by the Czech
government, which were partly offset by adverse cyclical factors. Consolidation
measures included increases in indirect taxation, property taxes and the social
security contribution ceiling on the revenue side, as well as decreases in selected
social benefits, reforms of the pension and healthcare systems, and cuts in the
government wage bill and employment on the expenditure side.

The debt-to-GDP ratio increased strongly during the crisis, but has recently
stabilised at levels below the 60% reference value. The debt ratio increased
rapidly, from 28.7% of GDP in 2008 to 45.1% of GDP in 2013, driven by high primary
deficits and the recession (see Chart 5.2.2). Since 2013 the debt ratio has been on a
downward path on the back of deficit-debt adjustments, a recovery in GDP growth
and a favourable contribution from the primary balance. The impact of deficit-debt
adjustments over the entire period was volatile, with both debt-increasing and debt-
decreasing effects in certain years before 2015 (see Table 5.2.2).

The level and structure of government debt protects the Czech Republic from
sudden changes in market conditions. Debt remains long term and
denominated in national currency. The share of government debt with a short-
term maturity is low (5.2% in 2015 — see Table 5.2.2). Taking into account the level
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of the debt ratio, fiscal balances are insensitive to changes in interest rates. At the
same time, the proportion of foreign currency-denominated government debt is
noticeable (13.5% in 2015), most of it being denominated in euro (92% of foreign-
denominated debt). Taking the size of the debt as a share of GDP into consideration,
this leaves fiscal balances relatively insensitive to changes in exchange rates.
Despite some fluctuations, the share of debt denominated in euro and other foreign
currency has been on a decreasing path since 2012, pointing to a decline in
exchange-rate related vulnerabilities. The Czech Republic has not incurred
contingent liabilities resulting from government interventions to support financial
institutions or markets during the crisis.

The European Commission's Spring 2016 Economic Forecast points to
compliance with the medium-term objective over the forecast horizon.
According to the European Commission's forecast, the structural deficit is projected
toincrease t0 0.7% of GDP in 2016 and 0.9% of GDP in 2017 from a level of 0.4% of
GDP in 2015. However, the structural deficit level will remain below the medium-term
objective (i.e. a structural deficit of 1% of GDP) and, thus, in compliance with
preventive arm’s requirements. The Czech Republic's medium-term fiscal policy
strategy, as presented in the 2016 Convergence Programme update submitted to the
European Commission, projects the structural deficit to gradually increase, but to
remain at the medium-term objective between 2017 and 2019.

The Czech Republic has strengthened its national fiscal governance

framew ork significantly in recent years, but there is scope for further
enhancement. The Czech Republic's fiscal governance framework is in the process
of being comprehensively strengthened by: (i) a national budgetary council, which
will perform the function of an independent fiscal institution, legislated at
constitutional level; (i) a budgetary planning framework based on realistic and
independently assessed macro and fiscal forecasts over the medium term; (iii) a
modified numerical (expenditure) fiscal rule, which will encompass the whole public
sector and is compatible with the medium-term objective; and (iv) increased
transparency and accountability (open data portal, new act on management and
financial control in public administration, etc.). However, reform implementation has
been slow and the enforcement has been deemed to be weak thus far. In terms of
broadening the scope of the current fiscal framework reforms and enforcing the rules
more strictly, the Czech Republic would benefit from a streamlining of the tax system
and a more efficient tax administration — addressing compliance gaps (especially for
VAT) - as well as a comprehensive review of the tax system that is oriented towards
reducing the tax wedge on labour and promoting taxation that promotes growth and
the environment. The Czech Republic is not among the signatories to the Fiscal
Compact. However, the authorities recently signalled their determination to ratify this
treaty.

An ageing population poses a significant challenge to the long-term
sustainability of public finances. The European Commission's 2015 Fiscal
Sustainability Report does not foresee any risks over the short and medium term,
and foresees medium risks over the long term. This long-term risk assessment is
largely a result of the projected impact of age-related public spending, and is further
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compounded by the slightly unfavourable initial budgetary position. Regarding the
increase in age-related spending, the Czech Republic has taken several measures.
Notably, authorities have (i) introduced parametric reforms pertaining to the gradual
increase in the statutory retirement age, (ii) proposed changes to the pension
indexation scheme, and (iii) abolished the voluntary full-funded pillar scheme
established in 2013. Despite some of these measures and an improvement in the
demographic outlook in the 2015 projection vintage by the European Commission
and the EU’s Economic Policy Committee, " the AWG report places the Czech
Republic among the countries likely to experience a significant increase in strictly
age-related public expenditure. This increase is forecast to amount to 3.1 percentage
points of GDP between 2013 and 2060 in the AWG reference scenario and 8.4
percentage points of GDP in the AWG risk scenario (of which 5.2 percentage points
and 1.7 percentage points of GDP stem from long-term care and health care
respectively). These increases in ageing costs would be significantly above the EU
average, suggesting that comprehensive pension and healthcare reforms are
warranted in order to enhance the long-term sustainability of public finances.

Enhancing the current reforms, strictly enforcing the existing rules and having
a prudent fiscal policy are necessary in order to retain the overall sound fiscal
position of the Czech Republic. The Czech Republic should ensure compliance
with its medium-term objective in 2016 and beyond. The risks to the fiscal sector
should be contained through the introduction of reforms that tackle both expenditure
{e.g. an anti-corruption plan and governance of the healthcare sector) and revenue
(fighting tax evasion and streamlining the tax system). Over the longer term, the risks
to medium-term fiscal sustainability are determined by the high and rising mandatory
expenditure, combined with relatively large increases in ageing-related spending.
Thus, comprehensive and determined structural reforms, focusing on the pension
system, health care and improving the efficiency of public administration, are
needed.

5.2.3 Exchange rate developments

In the two-year reference period from 19 May 2014 to 18 May 2016, the Czech
koruna did not participate in ERM I, but traded under a flexible exchange rate
regime involving a commitment by Ceska narodni banka not to let the currency
appreciate beyond a certain level {see Chart 5.2.3). On 7 November 2013 Ceska
narodni banka had announced that it would intervene in foreign exchange markets
with the goal of weakening the koruna in order to prevent a long-term undershooting
of the inflation target and made a temporary commitment not to let the exchange rate
of the koruna against the eurc appreciate beyond a level of 27 korunas per euro.
This temporary commitment was initially expected to be in place at least until the
beginning of 2015 and was later gradually extended until at least 2017. Over the
reference period the Czech currency mostly traded close to its May 2014 average
exchange rate against the euro of 27.437 korunas per euro, which is used as a

4 European Commission and Economic Policy Committee, " The 2015 Ageing Report Economic and
budgetary projections for the EU-28 Member States (2013-2080)", prepared by AWG.
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benchmark for illustrative purmposes in the absence of an ERM Il central rate. On

18 May 2016 the exchange rate stood at 27.022 korunas per euro, i.e. 1.5% stronger
than its average level in May 2014. Over the reference period the maximum upward
deviation from this benchmark was 1.5%, while the maximum downward deviation
amounted to 3.5%. Looking back over a longer period the exchange rate of the
Czech koruna against the euro has appreciated by 4.4% over the past ten years.

The Czech koruna exhibited a low degree of volatility against the euro over the
two-year reference period. After the introduction of a nominal exchange rate floor
for the koruna vis-a-vis the euro, the koruna traded at more than 27 koruna per euro
from November 2013 to the beginning of 2015. Subsequently, a strong economic
performance and speculative capital inflows to the Czech economy, which coincided
with monetary policy decisions in the country's key trading partners, added to
upward pressures on the currency. Over the period under review Ceska narodni
banka sold domestic currency in exchange for foreign currency to uphold its
temporary commitment not to let the exchange rate appreciate beyond 27 korunas
per euro. As a result of these interventions, foreign currency reserves increased and
reached 39% of GDP in March 2016. Over the reference period short-term interest
rate differentials against the three-month EURIBOR were overall small, and stood at
0.5 percentage point in the three-month period ending in March 2016.

The real effective exchange rate of the Czech koruna has appreciated overall
over the past ten years, although it has depreciated since mid-2008 (see
Chart 5.2.4). However, this indicator should be interpreted with caution, as during
this longer period the Czech Republic was subject to a process of economic
convergence, which complicates any historical assessment of real exchange rate
developments.

The current account deficit gradually shrank and the balance turned positive
from 2014, which resulted in a reduction in the country’s net foreign liabilities
(see Table 5.2.3). The external liabilities predominantly reflected direct investments.
Since 2013 a surplus in the combined current and capital account has been
recorded, which reached 3.3% of GDP in 2015. The shifts recorded in the Czech
Republic’'s balance of payments over the past few years have also been associated
with significant capital inflows. The large net inflows in direct investment of, on
average, more than 5% of GDP exceeded the financing needs of the Czech
economy up until 2007. However, the pace of net inflows of direct investment has
since slowed. Against this background, gross external debt increased gradually to
70.7% of GDP in 2015. At the same time the country’s net international investment
position deteriorated up to 2012, before improving to reach -31.5% of GDP in 2015.

The Czech 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 63.1% of total exports, while the corresponding figure for imports was
lower, at 52.8%. The share of the euro area in the Czech Republic’s stock of inward
direct investment stood at 80.3% in 2015, and its share in the country’s stock of
portfolio investment liabilities was 47.4% in 2015. The share of the Czech Republic’'s
stock of foreign assets invested in the euro area amounted to 79.2% in the case of
direct investment and 72.7% in the case of portfolio investment in 2015.
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Long-term interest rate developments

Over the reference period from May 2015 to April 2016, long-term interest rates
in the Czech Republic were 0.6% on average and thus well below the 4.0%
reference value for the interest rate convergence criterion {(see Chart 5.2.5).

Long-term interest rates in the Czech Republic have decreased from above 5%
in 2009 to 0.4% at the end of the reference period. The fall in long-term interest
rates was particularly pronounced in 2012 and 2014, with sovereign credit default
swap prices also having decreased substantially in 2012, down from elevated levels
during the euro area sovereign debt crisis. A further decrease in sovereign credit
default swap prices was observed in 2014 when the Czech Republic retumed to
positive GDP growth. As with a number of euro area countries, some volatility of
long-term rates could be observed in the context of the euro area sovereign debt
crisis.

The Czech Republic’s long-term interest rate differential vis-a-vis the euro area
has remained negative since 2011. The interest rate differential, which had
increased into positive territory during the 2008-09 financial crisis and peaked in late
2009, decreased from 2009 onwards and tumed negative in late 2010 (see

Chart 5.2.6). The long-term interest rate differential reached its low point in August
2012, when it stood at -1.5 percentage points. This marked decline reflected both
domestic policy rate cuts and an improvement in euro area financial markets, which
led to a decrease in the credit spread. The differential subsequently namowed in
2013 when rates declined less than they did in the euro area. Since 2014, the long-
term interest rate differential has remained between 0 and -1 percentage points,
standing at -0.5 percentage points vis-a-vis the eurc area average at the end ofthe
reference period, with the Czech Republic’s rates being 0.2 percentage points above
the euro area AAA yield.

Capital markets in the Czech Republic are smaller and much less developed
than those in the euro area (see Table 5.2.4). Stock market capitalisation, as a
share of GDP, has declined in recent years, from a peak of close to 25% of GDP
before the financial crisis to 14.2% at the end of 2015. Outstanding debt securities
issued by non-financial institutions (a measure of market-based indebtedness)
amounted to 7.6% of GDP in 2015. In common with most of the Czech Republic’'s
regional peers, the limited development of non-bank capital markets is largely due to
the Czech financial system being heavily bank-based, with a small share of assets
under management being held by the insurance sector. Integration of the Czech
Republic’s financial sector with the euro area, as measured by the claims of euro
area banks on the Czech Republic’s banks, is moderate. The degree of financial
intermediation is low compared with the euro area average, but in line with that of
other non-euro area EU Member States in central and eastern Europe. MFI cradit to
non-govemment residents in 2015 stood at 54.7% of GDP - less than half the euro
area average (see Table 5.2.4). Furthemmore, claims of euro area MFls on resident
MFIs remain low, at less than half of the euro area average. This notwithstanding,
both indicators have increased in recent years and now stand higher than they did
prior to the financial crisis.
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Czech Republic - Price developments

Chart 5.2.1 HICP inflation and reference value 1)
(annual percentage changes)

— HICP
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 5.2.1 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 21 2B 15 22 35 14 04 0.3 05 1.4
HICF excluding unprocessed food and energy 1.7 2.1 13 14 25 1.0 1.1 08 08 1.5
HICF at constant tax rates 3 1.4 1.7 10 22 2.2 04 03 0.1 - -
CPI 21 28 15 18 33 14 0.4 0.3 - -
Private consurmption deflator 1.6 22 1.1 18 22 048 05 0.1 0s 1.4
GOP deflatar 1.3 1.4 12 -0.2 1.4 14 28 0.7 10 1.3
Producer prices # 1.2 16 09 55 21 08 -08 -3.2 - -
Related indicators
Real GOP growth 14 24 13 20 09 -0.4 20 4.2 21 26
GDF per capita in PPS= (euro area = 100) 6.4 756 774 764 6.2 FiE] 8.2 . - -
Comparative price levels (euro area = 100) B7.9 67.8 6749 718 703 67.1 628 . - -
Cutput gap 04 23 -1.4 -0.3 -1.6 -2.8 -2.2 0. 02 0.7
Unernployment rate (%) ™ 6.3 6.2 G4 6.7 7.0 o 6.1 5.1 4.5 4.4
Unit labhour costs, whole econormy 1.3 18 o7 0B 31 06 0.1 -0.8 15 1.3
Compensation per employee, whaole econarmy 27 ER] 16 28 1.7 -0.3 158 24 3z 36
Lahour productivity, whole econormy 1.4 14 iR 22 -1.3 -0.8 14 3.0 1.7 2.3
Imparts of goods and services deflator 04 -0.8 14 2.3 a7 0.4 28 -1.4 -14 1.4
Maominal effective exchange rate o7 34 -14 33 -4.3 -1.4 -4.8 =22 - -
Maoney supply (M3) 2 71 8.7 548 29 5.3 5.2 8.7 8.3 - -
Lending from banks @ 9.3 13.8 449 58 34 38 4.5 7.1 - -
Stock prices (PX Index) -351 -18.8 -2181 288 14.0 -4.8 -4.3 1.0 - -
Residential property prices 12 -01 -28 1.0 0o -14 0o 24 4.0 - -

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 2008
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Czech Republic - Fiscal developments

Chart 5.2.2 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%)

? 20
11 10
2008 2007 2008 2009 2010 2012 2013 2014
Sources: European Systern of Central Banks and European Commission (Eurostat)
Table 5.2.2 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 2.5 3.0 241 27 38 13 19 04 07 0.6 .
Total revenue 398 IBa 411 404 407 416 408 422 407 407
Current revenue |7 37.8 398 391 398 406 398 400 398 388
Direct taxes 74 7B 72 70 70 72 74 74 7.3 74
Indirect taxes 1.8 106 123 120 124 128 120 1258 12.5 125
IMet social contributions 14.8 14.8 148 147 149 149 148 148 15.0 15.0
Other current revenue » 5.0 4.5 55 5.4 5.4 57 5.4 54 5.0 5.0
Capital revenue 1.2 1.0 1.3 1.3 1.0 1.0 1.2 2.2 0g 0g8
Total expenditure 42.4 418 432 432 447 428 428 428 41.4 41.3
Current expenditure 6.3 351 751 375 3TE 32 37H 3BT 369 B8
Caompensation of employees g.0 7.2 g9 g7 g9 9.0 8.4 g8 9.0 9.1
Social benefits 188 178 163 162 164 16E 183 158 16.0 1588
Interest payahle 1.2 1.1 13 13 1.4 13 13 1.1 1.0 1.0
Cther current expenditure @ 10.2 8.3 1o 113 18 112 108 108 10.8 10.8
Capital expenditure 6.0 6.4 57 5.6 71 47 5.3 58 4.4 4.6
of which: Investment 4.8 49 4.4 4.5 4.2 37 4.7 5.2 3B ERE]
Cyclically adjusted balance 27 -40 -15 28 -32 -01 -10 -04 -08 08
COne-off and temporary measures -04 oo -18 -01 -0z oo oo 0o
Structural balance 2 -11 28 14 oo -08 -04 -0.7 0.8
Govemment debt 37.0 313 427 389 447 451 427 411 413 40.9
Average residual maturity (in years) - - - - - - - -
In fareign currencies (% of total) 180 138 164 164 186 1892 144 1358
of which” Euro 14.0 127 153 182 1TEH 182 134 124
Domestic ownership (% of total) 74 7 836 841 BG4 843 B45 78BS
Mediurm and long-term maturity (% of total}® 92 4 824 924 908 898 931 435 948
of which: Variallle interest rate (% of total) 126 8.2 170 148 1449 168 187 188
Deficit-debt adjustment 0.2 01 04| 03 10 04 24 0.0
Net acquisitions of main financial assets 0.0 04 -0 0.7 33 08 25 04
Currency and deposits 01 0.3 -0 -08 3.2 -6 -258 0.1
Deht securities 0o 0o oo 00 0o oo 00 oo
Loans 01 0.1 0.1 02 0.1 02 0o -01
Equity and investment fund shares or units -0.1 -0.3 oo 00 0o oo oo -01
Rewvaluation effects on debt 01 -0.1 -01 -01 -06 04 oo -02
of which: Foreign exchange halding
gainsflosses 0.0 0.0 a1 0z -0z 04 -0.1
Cther 01 0.1 -02 o -17 -03 0.3
Convergence programme: government balance - - - - - - - - -0.6 08 -08 -045
Convergence programme: structural balance - - - - - - - - -08 -0 -10 -1.0
Convergence programme: government debt - - - - - - - - 411 407 402 383

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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Czech Republic - Exchange rate and external developments

Chart 5.2.3 Bilateral exchange rate and short-term Chart 5.2.4 Effective exchange rates 1)
interest rate differential (EER-28 group of trading partners; monthly averages; base index Q1 1993 = 100)

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

— C7HEUR exchange rate (left-hand scale) — narminal
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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 5.2.3 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 -0z -186 07 -18 -0.3 158 IR] 33 03
Current account balance -14 -2.6 -06 -2 -1.6 -0.8 0.z 04 -1.5 1.3
Goods 27 0.g 38 18 3.1 4.1 5.2 47
Services 18 2.1 1.7 20 18 1.7 1.3 17
Primary income -58 -5.2 -58 -8B -58 -B.1 5.1 -85
Secandary income -0.3 -0.4 -0.3 -0.8 -0.7 -0.3 0.2 oo
Capital account balance 12 1.0 14 03 1.3 20 08 24
Combined direct and portfolio investment bhalance @ -28 -4.0 -2.1 -1.3 -44 -2 0z -3
Direct investment -1.2 -14 -1.0 -1 -3.0 0.2 -1.4 06
Portfolio investment -1.6 -2.6 -11 -0.1 -14 -2.3 2.1 =37
Cther investment balance 04 o7 03 -0.2 28 -08 03 -04
Reserve assets 24 1.2 31 -04 20 4.5 1.7 74
Exports of goods and services 2T B2.7 |7 718 8.7 773 836 B4B
Imports of goods and services 68.2 59.7 732 677 FA P | 782
MNet intemational investment position & -40.4 -41.8 -384) 432 481 -394 -3/B -5
Gross external debt @ 582 49.3 636 948 602 G35 BHE 707
Internal trade with the eure areas
Exports of goods and services 6368 65.0 628 64.2 g2.2 62.3 623 EB31
Imports of goods and services 523 525 522 817 318 518 5249 528
Investment position with the euro area ®
Direct investment assets o 8.8 780 787 804 741 788 JE2 A2
Direct investment liabilities & 814 828 80 B 81.1 81.2 808 795 803
Portfolio investment assets o 752 76.5 745 758 788 738 ¥3g o T2y
Portfolio investment liabilities ¢ 482 49.8 473 488 504 484 431 474

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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Czech Republic - Long-term interest rate developments

Chart 5.2.5 Long-term interest rate 1)

(monthly averages in percentages)

long-term interest rate
longrterm interest rate (12-month moving average)

Chart 5.2.6 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
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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 5.2.4 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
tof  euroarea
Apr. 2016 2015
Long-term interest rates
Czech Repuhblic @ 32 4.3 22 28 21 16 06 -
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 178 188 2001 195 2389 1496 190 - 736
Debt securities issued by non-financial corporations 5.2 28 70 B9 7B 80 78 - 10.8
Stock market capitalisation ® 204 248 181 177 148 148 142 - 60.4
MFI credit to non-government residents o 493 451 234| 528 543 538 547 - 147
Claims of eura area MFls on resident MFls @ 71 6.3 7.9 449 73 749 128 - 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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