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Dear Mr. Van Peteghem,

In accerdance with Article 140 of the Treaty on the Functioning of the European Union, the European Central
Bank (ECB) shall report to the Council of the European Union at least once every two years "on the progress
made by the Member States with a derogation in fulfilling their obligations regarding the achievement of
economic and monetary union”.

Against this background, you will receive the English version of the ECB's Convergence Report 2024, as
adopted by the ECB General Council, in advance of its publication through a secure platform in view of its
discussion — along with the European Commission’s Convergence Report — tentatively scheduled for the
maeting of the ECOFIN Councii on 16 July. Please note that the report is under embargo until its release via
the websites of the ECE and the National Central Banks on 26 June at noon. We will inform you in case the

embargo is lifted earlier.

| am also transmitting an advance copy of the ECB's Convergence Report to the Presidents of the European

Council, the Eurcpean Parliament, and the European Commission.

Yours sincerely,

anel

Cc: Mr Pascal Donohoe, President of the Eurogroup
Ms. Thérése Blanchet, Secretary-General of the Council of the European Union
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Eurcpgan Central Bank European Central Bank Tel +49-68-1344-0
Sonnemannstrasse 20 60640 Frankfurt am Main Fax: +42-69-1344-7305
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1

Introduction

The euro has already been introduced in 20 of the 27 EU Member States. This
report examines six of the seven Member States that have yet to adopt the single
currency, namely Bulgaria, Czech Republic, Hungary, Poland, Romania and Sweden,
These countries are committed under the Treaty onthe Functioning of the European
LInian (hereinafter the "Treaty") to adopt the euro, which implies that they must strive
to fulfil all the convergence criteria.? The seventh Member State, Denmark, in 1952
notified the Council of the European Union (EU Council) of its intention not to
participate in Stage Three of Econamic and Monetary Union (EMUYZ This means that
Convergence Reports need only be provided for Denmark if it so requests. Given that
na such request has been submitted, Denmark is not covered in thisreport.

In producing this report, the ECB fulfils its requirement under Article 140 of the
Treaty. Aticle 140 states that at least once every two years, or atthe request of an ELU
Member State with a derogation, the ECEB and the European Commission rmust repo i
tathe EU Council "on the progress made by the Member States with a deragation in
fuffilling their abligations regarding the achievement of economic and monetary union”.
The six countries under review in this repart hav e been examined as part of the regular
twa-year cycle. The European Commission has also prepared a report, and both
reports are being subrnitted to the EU Council in parallel.

In this report, the ECB uses the framework applied in its previous Convergence
Reports. It examines, for the six countries concerned, whether a high degree of
sustainable economic convergence has been achieved, whether the national
legislation is cormpatible with the Treaties and the Protocol on the Statute of the
European Systern of Central Banks and of the European Central Bank (hereinafter the
"Statute of the ESCE"), and whether the statutory requirements are fulfilled for the
relev ant national central bank (MNCE) to became an integral part of the Eurasystem.

The examination of the economic convergence process is highly dependent on
the quality and integrity of the underlying statistics. The compilation and reporting
of statitics must not be subjectto political considerations or interference. EU Mermber
States have beeninvited to consider the quality and integrity of their statistics as a
matter of high priarity, to ensure that a proper system of checks and balances is in
place when these statistics are compiled, and to apply minimum standards in the
dormain of statistics. These standards are of the utmost importance in reinforcing the
independence, integrity and accountability of the national statistical institutes and in
supporting confidence in the quality of government finance statistics (see Chapter B).

1 Unless athenwis e stated, all references in this reportta the "Treaty” refer ta the Treaty onthe Functioning
ofthe Eurapean Union, and the references to aticle numbers reflect the numbering in effects ince
1 December 2009, Unless othenwise stated, all references in this reportto the "Tre aties" referto both the
Treaty on Eurcpean Union and the Treaty onthe Functioning of the European Union, These terms are
ako explained in the

2 Whenthe haastricht Treaty was concluded in 1992, D enmark waz granted an exemption cladse ar
"opt out’ under which it does not have to paricipate inthe third stage of EMU and, therefore, intoduce
the eura.
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From 4 Hovember 2014 it hecame mandatory for any EU Member State whose
derogation is abrogated to join the Single Supervisory Mechanism (S5M) at the
latest on the date on which it adopts the euro? At that point, all 3Sh-related rights
and obligations start to apply to that country. Therefare, it is of the utmost impartance
that the necessary preparations are made. In particular, the banking systerm of any
hember State joining the euro area, and therefore the S5, is subject to a
comprehensive assessment.* Bulgaria is currently the only Member State that
participatesin the S5M under the close cooperation established with the ECE as part
of the country's commitment to joining the banking union and the exchange rate
mechanism (ERM I} simultaneously® The clase cooperation framework with
Brnrapcka HapogHa Badka (Bulyarian National Bank) entered into force on 1 October
2020, following the fulfilment of the necessary supervisory and legislative
prerequisites. On that date, the ECE assumed responsibility for (1) the direct
supervision of the significant institutions in Bulgaria , (i) the commoan pracedures for all
supervised entities, and (jil) the aversight of less significant institution s, which continue
to be supervised by the national supervisor. ECB Banking Supervision and Brarapcka
HapogHa badka (Bulgarian Mational Bank) collaborated wery closely to ensure the
smooth integration of the national competent authority into the S5k

This report is structured as follows. Chapter 2 describes the framewark used far
the examination of economic and legal conwvergence. Chapter 3 provides a horizontal
overview of the key aspects of economic convergence. Chapter 4 containsthe country
summaries, which provide the main results of the examination of economic and legal
convergence. Chapter 5 examines in more detail the state of econormic conv ergence
in each of the six EU Member States under review. Chapter B provides an averyiew of
the convergence indicators and the statistical methodology used to compile them.
Finally, Chapter ¥ examines the compatibility of the national le gislation of the Member
Statesunder review, including the statutes of their NCBs, with Articles 130 and 131 of
the Treaty.

3 0Ond Howember 2014 the ECH assumed the tasks conferred on itby Council Regulation (ELY
Mo 0242043 of 15 October 2013 conferring specifictasks onthe European Central Bark concermning
policies relating to the prodential supervis ion of credit insthutions (OJ L287,29.10.2013, p.63). See
Article 32(2) of that Regulation.

*  See recital 10 of Regulation (EU) No 95802014 ofthe European Central Bank of 15 April 2014
eztablizhing the framewad for cooperationwithin the Single Supervizony Mechanism behuzen the
European Certral Bark and national competent authorities and with national designated authorities
(S50 Framemode Regulation) (ECEZ014497) (OJ L 141, 14.5.2014, p.1).

5 See Decizion (EU) 202001015 ofthe European Central Bank of 294 June 2020 on the establishment of
close cooperation between the European Central Bark and Ewnrapoka HapogHa Gadea (Bulgarian
Mational Bank) (EC BZO20630 (OJ L2244, 12.7 2020, p. 1)

5 Seethe ECEAnnual Report on s upercisory activities 2020, in particular Section <1 "Enlarging the S5k
through close cooperation®.
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2.1

Framework for analysis

Economic convergence

To examine the state of economic convergence in EU Member States seeking to
adopt the euro, the ECB makes us e of a common framework for analysis. This
camman frameweark, which has been applied in a consistent manner in all European
hlanetary Institute (EMI) and ECE Convergence Reparts, is based, first, on the Treaty
provisions and their application by the ECEB with regard to dev eloprments in price s,
fiscal balances and debt ratios, exchange rates and long-terminterest rates, as wel as
in other factars relevantto economic integration and convergence. Secand, it is based
on a range of additional backward and forward-lgoking ecanomic indicatars
cansidered to be useful for examining the sustainahility of convergence in greater
detail Some elements of this framework have been enhanced over time. The
examination of the Mermber State concerned based on all these factors also provides
impartant infarmation which helps ta ensure that its integration inta the euro area will
praceed without major difficulties. Boxes 110 5 below outline the legal provisions and
pravide methodological details on the application of the se provisions by the ECE.

This report builds on principles set out in previous reports published by the
ECB in order to ensure continuity and equal treatment. |n particular, a number of
guiding principles are used by the ECB (and priar to that by the EMI) in the application
of the canvergence criteria. First, the individual criteria are interpreted and applied in a
strict manner. The rationale behind this principle isthat the main purpose of the criteria
is to ensure that only those Member States with economic conditions conducive to the
maintenance of price stabilty and the coherence ofthe euro area can participate init.
Second, the convergence criteria constitute a coherent and integrated package, and
they must allbe satisfied. The Treaty lists the criteria on an equal footing and does not
suggest a hierarchy. Third, the convergence criteria have to be met on the basis of
actual data rather than forecasts. Fourth, the application of the conv ergence criteria
should be consistent, transparent and simple. Moreov er, when consid ering
campliance with the convergence cnteria, sustainability is an essential factor, as
canvergence must be achieved an a lasting basis and not just at a given paint in time.
For this reasan, the country examinations elaborate on the sustainability of
CONVErgence.

In this respect, economic developments in the countries concerned are
reviewed from a backward-looking perspective, covering, in principle, the past
ten years. This helps to better determine the extent to which current achievements
are the result of genuine structural adjustments, which inturn should lead to a better
assessment of the sustainability of economic convergence.

In addition, and to the extent appropriate, a forward-looking perspective is
adopted. In this context, particular attention is paid to the fact thatthe sustainability of
favourable economic developments hinges critically an appropriate and lasting palicy
responses to existing and future challenges. Strong governance, sound institutions
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and sustainable public finances are also essential for supporting price stability and
sustainable output growth over the medium to long term. Cverall, it is emphasised that
ensuring the sustainahbility of economic convergence depends on the achievement of
a strong starting position, the existence of sound institutions, resilience to shocks and
the pursuit of apprapriate policies after the adoption of the euro.

The common framework is applied individually to the six EU Member States
under review. These examinations, which focus on each Member State's
perfarmance, should be considered separately, in line with the provisions of
Article 140 of the Treaty.

The cut-off date for the statistics included in this Convergence Reportwas 19
June 2024, The statistical data used in the application of the convergence criteria are
provided by the European Commission (see Chapter B as well asthe tables and
chars), in coaperation with the ECHB in the case of exchange rates and long-term
interest rates. In agreement with the Commission, the reference periad far bath the
price stability criterion and the long-term interest rate criterion is from June 2023 to
hlay 2024, For exchange rates, the reference period isfrom 20 June 2022 to 19 June
2024, Historical data on fiscal postions cover the period up to 2023, Account is also
taken of farecasts from various sources and ather information relevant to a
forward-looking examination of the sustainability of convergence. The Commission's

and its cwhich are also
taken into accountin this repart, were released on 15 May 2024 and 21 Movember
2023 respectively. This report was adopted by the General Council of the ECE on 21
June 2024,

This Convergence Report also considers the impact of the Russian war of
aggression against Ukraine on the convergence assessment. In 2021 energy
prices, particularly for gas, had already started to rise very strongly, owing in part to
Russia restricting gas suppliesto Europe. Itsinvasion of Ukraine in late February 2022
then exacerbated the surge in energy and food prices, causing sizeable fiscal
pressures, trade disruptions and increased uncertainty. These developments hit the
Ell as it was still recowering from the effects of the COWID-19 pandemic. Countries
with higher energy dependence on and stronger previoustrade links with Russia were
affected more than others, Given the relatively short time span, it is difficult to draw
firm conclusions about the impact on the medium to long-term canvergence path,
which also depends on the future evolution of Russia's war against Ukraine and
further geopolitical developments. The forward-looking part of the convergence
assessment is therefore subject to greater uncertainty than usual.

With regard to price developments, the legal provisions and their application by
the ECB are outlined in Box 1.

Convergence Report, June 2024 =]
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Box 1
Price developments

1. Treaty provisions

Article 140017, first indent, ofthe Treaty requires the Convergence Repart to examine the
achievement of a high degree of sustainable convergence by reference ta the fuffilment by each
hember State of the following criterion:

"the achievement of a high degree of price stability; thiswill be apparent from a rate of inflation which
is close to that of, at most, the three best peforming Member States interms of price stability”.

Article 1 of Protacal (Mo 13) on the convergence criteria stipulates that:

“The criterion an price stability referred to in the first indent of Article 140(1) of the Treaty an the
Functioning of the European Union shall mean that & Member State has a price performance that is
sustainable and an average rate of inflation, observed over a period of one year before the
examination, that does not exceed by mare than 1z percentage points that of, at most, the three best
performing hWember States in terms of price stability. Inflation shall be measured by means of the
consumer price index an a comparable basis taking into account differences in national definitions”.

2 Application of Treaty provisions

In the context of this report, the ECE applies the Treaty provisions as outlined below:

First, with regard to "an average rate of inflation, observed aver a period of one year before the
examination”, the inflation rate has been calculated using the change in the 12-month average of the
HICP in the reference periad from June 2023 to May 2024 compared with the previous 12-maonth
average. Inflation has been measured on the basis of the HICF, which was developed for the purpose
of assessing convergence interms of price stability on a comparable basis (see Section 5.2). Second,
the nation of "at maost, the three best performing Member States interms of price stability”, which is
used for the definition of the reference value, has been applied by taking the unweighted arithmetic
average of the rates of inflation of the three Member States with the lowest average inflation rates
(exchuding outliers).

[t should be noted that the concept of "outlier” has been referred to in previous ECB Cornvergence
Reports aswell as inthe Convergence Reports of the EML In line with those reports, a Member State
iz considered to be an outlier if twao condtions are fulfilled: first, its 12-month average inflation rate is
significantly below the euro area average; and, second, its price developments have been strangly
affected by exceptional factors. The identification of outliers does not follow & mechanical approach.
The outlier concept was introduced to deal appropriately with potential significant distodions in the
inflation developments of individual countries that reduce the representativeness of the inflation rates
in those countries as & benchmark for convergence.

The ECE's approach to identifying outliers in this repart is in line with the approach fallowed in
previous ECE Convergence Reports. In some cases, the identification of outliers may be a close call.
The same methodaology can lead to slhghtly different outcomes, depending, for example, on the way in
which exceptional factors are interpreted.
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The inflation rate of Finland was excluded from the calculation of the reference value. Price
developments in this country over the reference period resulted in a 12-month average inflation rate
of 1.9% in May 2024, Finland wastreated as anoutlier for the calculation of the reference value in this
report because its inflation rate was significantly loweer than the euro area average over the reference
period and this was due to exceptional factars. In particular, the relatively subdued inflation
developments in Finland reflect an adjustment of the price index for electricity implemented by
Statistics Finland to correct an earlier double- counting error. The correctionwas introduced inAugust
2023, reducing the year-on-year HICF inflation rate by an estimated 0.7 percentage points.

On this basis, forthe purposes of this repaort, the three best performing Member States interms of
price stability, excluding outliers, are therefare Belgium (1.9%), Denmark (1.1%) and the Metherlands
2.5%). Adding 1% percentage points to the average of these three rates, the reference value for the
price stability criterion is 3 3%.

It should be stressed that under the Treaty a country's inflation perfarmance is examined in relative
terms, i.e. against that of other Member States. The price stability criterion thus takes into account the
fact that cormmaon shocks (stemming, for example, from global commodity prices) can temporarily
drive inflation rates away fram central banks' targets.

[t should be acknowledged that it would also be possible to consider Belgium and Denmark as autliers
given that the 12-manth average inflation rates in these countries were significantly below the eura
area average in May 2024 (by 1.5 and 2.3 percentage points respectively). The large difference in
inflation dynamicsvis-3-vis the euro area in these countries mainly resulted fram stronger declines in
the HICF energy component, owing to a faster pass-through from wholesale to retail energy prices,
which rmainly reflected specific characteristics of energy contracts.

In this report, the ECE does not treat Belgium and Denmark as outliers, because it does not consider
country-gpecific differences in the pass-through of international energy prices to domestic energy
prices as exceptional factors in so far asthese reflect structural differences in the energy markets of
hermber States. The determination of best performing Member States for the June 2024
Corvergence Feport is without prejudice to the preparation of future Cony ergence Reports.

The average rate of HICP inflation over the 12-month reference period from
June 2023 to May 2024 is reviewed in the light of the country’s economic
performance over the last ten years in terms of price stahility. This allows a more
detailed examination of the sustainability of price develapments in the country under
review. In this connection, attention is paid to the arientation of monetary palicy, in
particular to whether the focus of the monetary authorities has been primarily an
achieving and maintaining price stability, aswell asto the contribution of ather areas of
economic palicy to this objective. Mareaver, the implications of the macroecanamic
enyiranment for the achievement of price stability are taken into account. Price
developments are examinedin the light of supply and demand conditions, focusing an
factors such as unit [abour costs and import prices. Finally, trend s in other relevant
price indices are considered. From a forward-looking perspective, a view is provided
of prospective inflationary developrments in the coming years, including farecasts by
majarinternational arganisations and market paricipants. Mareover, institutional and
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structural aspects relevant to maintaining an environment conducive to price stability
after adoption of the euro are discussed,

With regard to fiscal developments, the legal provisions and their application

by the ECB, together with procedural issues, are outlined in Box 2.

Box 2
Fiscal developrments

1. Treaty and other legal provisions

Aeticle 140017, second indent, of the Treaty requires the Convergence Report to examine the
achievement of a high degree of sustainable convergence by reference ta the fulfilment by each
hWember State of the following criterion:

"the sustainability of the gove rmment financial position; thiswill be apparent from having achieved a
government budgetary position without & deficit that is excessive as determined in accordance with
Article 126(8)"

Article 2 of Protacal (Mo 13) on the convergence criteria stipulates that:

"The criterion an the government budgetary position referred to in the second indent of Article 140(1)
of the said Treaty shall mean that at the time of the examination the Member State is notthe subject of
a Council decision under Article 126(5) of the said Treaty that an excessive deficit exists”,

Article 125 sets out the excessive deficit procedure (EDF). In accordance with Article 12602 and (3],
the BEuropean Commission prepares a repoart if a Member State does not fulfil the requirements for
fizcal discipline, in particular if:

1. the ratio ofthe planned or actual government deficit to GOP exceeds a reference value (defined
inthe Protocol onthe EDP as 3% of GDPF), unless either:

(@) the ratio has declined substantially and continuously and reached a level that cames close
tathe reference walue; or, alternatively,

(b1 the excess over the reference value is only exceptional and termparary and the ratio
rermains close to the reference value;

2. the ratio of government debt to GOP exceeds a reference value (defined in the Protocol onthe
EDF asBE0% of GDF), unless the ratio is sufficiently diminishing and approaching the reference
value at a satisfactory pace.

In addition, the repart prepared by the Commission must take into account whether the government
deficit exceeds government investment expenditure and all other relevant factars, including the
rrediurm-term economic and budgetary position of the Mermber State. The Commission may also
prepare a report if, notwithstanding the fulfilment of the criteria, it is ofthe opinion that thereis a risk of
an excessive deficit in a Member State. The Economic and Financial Committee formulates an
opinion on the Commission's repart. Finally, in accardance with Article 126(8), the EU Councl, on the
basis of a recommendation from the Commission and having considered any obserations which the
Member State concerned may wish to make, decides, acting by qualified majority and excluding the
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hember State concerned | and following an ov erall assessment, whether an excessive defict existsin
a Member State.

The Treaty provisions under Article 125 are further clarified by Regulation (EC) Mo 14687/977 as
amended by Regulations (EU) Mog 1177520117 and 202441264% which, amaong other things:

¢ confirms the equal footing of the debt criterion with the deficit criterion by making the farmer
operational;

e specifies the conditions underwhich a ratio of government debt to GOPwhich exceeds the
reference value shall be considered sufficiently diminishing and approaching the reference
value at a satisfactory pace in accordance with Article 126(2)(b) of the Treaty. The refarmed EU
fiscal framewark modifies the conditions underwhich a ratio of government debt ta GOP which
exceeds the reference value shall be considered sufficiently diminishing and apgproaching the
reference value at a satisfactory pace in accordance with Aricle 126023000, Motably, Article 2(2)
of the Regulation provides that the requirement shall be considered fulfilled if the Member State
concerned respects its net expenditure path. The Cormmission shall prepare areport in
accordance with Article 126(3) of the Treatywhen the ratio of government debtto GDP exceeds
the reference value, the budgetary position is not close to balance ar in surplus and the
deviations recorded inthe control account of the Member State exceed either 0.3 percentage
paints of GOF annually ar 06 percentage points of GOF cumulatively,

s details the relevant factars that the Commission shall take into account when preparing a repoart
under Article 126(3) of the Treaty hast importantly, it mentions a series of factars considered
relevant in assessing developrents in medium-term econormic, bud getary and government debt
positions (see Article 2(3) of the Regulation and, below, details on the ensuing ECE analysis).

2. Application of Treaty provisions

Far the purpose of examining convergence, the ECE expresses its view on fiscal developments. Yith
regard to sustainahility, the ECE examines key indicators of fiscal developments from 2014 to 2023,
the outlook and the challenges for general government finances, focusing on the links between deficit
and debt developrments. Regarding the impact of the pandemic and Russia'swar against Ukraine on
general government finances, the ECE refersto the Stability and Growth Pact's general escape
clause, which was activated from 20 March 2020 until 31 December 2023, In particular, befare the
reform of April 2024, for the preventive arm, Articles 5{1) and 3{1) of Regulation {EC) Mo 146RQ710
stated that "in periods of severe economic downturn for the euro area or the Union asa whole,
Mermber States may be allowed tempaorarily to depart from the adjustment path towards the
medium-term budgetary objective... | provided that this does not endanger fiscal sustainability inthe
medium term”. Faor the corrective arm, Adicle 3(5) of Regulation (EC) Ma 146757 tipulated that "in

T Council Regulation (ECY Mo 196787 of 7 July 1297 anspeeding up and clarifying the implementation of
the excessive deficit procedure (OJ L2092, 221997, p. &)

2 Council Regulation (E Mo 17702011 of 8 Hovember 2011 amending Regulation (ECY Ho 196797 on
speeding up and clarifying the implementation of the ewessive deficit procedure (0J L2205, 23.11.2011,
cicy R

5 Council Regulation (E Mo 202401264 of 29 April 2024 amending Regulation (EC) No 1967/87 on
speeding up and clarifying the implementation of the exeessive deficlt procedure (O L, 2024254,
2042024,

0 Council Regulation (ECY Mo 196687 of ¥ July 1997 on the stengthening ofthe surveillance of budgetary
positions and the suneeillance and coordination of economic policies (0J L2098, 281997, p.1).
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the case of a severe economic downturn in the euro area ar in the Union as awhaole, the Council may
also decide, on a recommendation from the Commission, to adopt a revised recommendation under
Article 126(7) TFEL provided that this does not endanger fiscal sustainability in the mediurm term”,
while Article 5(2) of Regulation (EC) Mo 14687/97 stipulated that "in the case of a severe econamic
dawnturn in the eura area ar in the Union as & whale, the Council may also decide, on a
recommendation fram the Commission, to adopt a revised notice under Article 126(%) TFEL, an
condition that this does not endanger fiscal sustainability in the rmedium term”. The ECB also provides
an analysis with regard to the effectiveness of national budgetary framewarks, as was referred toin
Article 2(3(b) of Regulation (EC) Mo 146797 and in Directive 201185/EUM. With ragard to Article
126, the ECE, in contrast to the Commission, has no formal role inthe EDP. Therefore, the ECB
report only states whether the country is subject to an EDP.

With regard to the Treaty provision that a debt ratio of above B0 % of GDP should be "sufficiently
dirminishing and approaching the reference value at a satisfactory pace”, the ECE examines past and
future trends in the debt ratio. For Member States inwhich the debt ratio exceeds the reference value,
the BECE provides the European Commission's latest assessment of compliance with the debt
reduction benchmark that was laid down in Article 201a) of Regulation (EC) Mo 1467 /97

The exarmination of fiscal developments is based on data compiled on a national accounts basis, in

compliance with the European Systerm of Accounts 2010 (ESA 2010) {see Chapter B). Maost of the
figures presented in this report were provided by the Commission inApril 2024 and include
gavernment financial positions fram 2014 to 2023 as well as Commission forecasts for2024-245.

With regard to the sustainability of public finances, the outcome in the
reference year, 2023, is reviewed in the light of the performance of the country
under review over the past ten years. First, the development of the deficit ratio is
investigated. It is usefulto bear in mind that the change in a country's annual deficit
ratio is typically influenced by a variety of underlying forces. These influences can be
divided into "cyclical effects” an the ane hand, which reflect the reaction of deficits to
changes inthe econamic cycle, and "non-cyclical effects” an the other, which are often
taken to reflect structural or permanent adjustments to fiscal policies. However, such
non-cyclical effects, as quantified in this report, cannot necessarily be seen as entirely
reflecting & structural change to fiscal positions, because they include temporary
effects an the budgetary balance stemming from the impact of both policy measures
and special factors.

As a further step, the development of the government debt ratio in this period is
considered, as well as the factors underlying it. These factors are the difference
between nominal GDP growth and interest rate s, the primary balance and the

deficit- debt adjustment. Such a perspective can offer further information an the extent
towhich the macraecanamic environment, in particular the combination of growth and
interest rates, has affected the dynamics of debt. In addition, the structure of

gov ernment debt is considered, focusing in particular on the shares of debt with a
short-term maturity and foreign currency debt, aswell as their development. By

1 Council Dire dive 2011S5EU of 8 Nowvember 2041 on requirements for budgetary frameworks of the
Member States (OJ L3306, 22112011, p. 410,
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comparing these shares with the current level of the debt ratio, the sensitivity of fiscal
balancesto changes in exchange rates and interest rates can be highlighted.

For the period 2020-23, the general escape clause of the EU’s Stability and
Growth Pact was activated. This allowed countries to undertake the necessary
policy coordination measures in the context ofthe pandemic and Russia's invasion of
Ukraine within the framework of the Pact. Specifically, it allowed a departure from the
budgetary reguirernents that would have normally applied.

In April 2024 areformed Stability and Growth Pact entered into force, changing
the rules on the opening of a debt-based EDP. The refarmed rules aim to
safequard the sustainability of government debt and the countercyclicality of fiscal
policy, to adopt & more medium-term approach to budgetary policies and to achieve,
inter alia, increased national ownership of the framework. The rules also consider that
refarms, investment and fiscal sustainability can be mutually reinfarcing and shaould
therefore be fostered. Finally, the rules aim to ensure more effective enforcement. 2
While the rules on the opening of a deficit-based EDP remain basically unchanged,
the rules on the opening of a debt-based EDP are changed as described in Box 2.
However, in 2024 no debt-based EDPs have been opened on the basis of the 2023
outcomes, as national fiscal-structural plans —as part of the reformed EU fiscal
framewa rk —will be not be published until auturmn 2024, covering fiscal strategies as of
2025,

Turning to a forward-looking perspective, recent forecasts by the European
Commission for 2024-25 and the assessment of long-term challenges to debt
sustainability are considered. This includes, in particular, the outlook for budget
balances and debt ratios an the basis of current fiscal palicies. In addition, long-term
challenges to the sustainability of budgetary positions and broad areas for
consolidation are emphasised, particularly those related to unfunded government
pension systermns in connection with demographic change and to contingent liabilities
incurred by gavernment. Unlike in previous reports, the assessment will not cover
cauntries' medium-term budgetary plans as outlined in annual convergence
pragrammes. This is because, under the new fiscal rules, countries will lay out their
detailed mediurrterm budgetary plans as part of their national fiscal-structural plans,
which will be due around 20 Septermber 2024, These plans must present a net
expenditure trajectory covering a period of at least four years and will autline

gov ernment fiscal strategies as of 2025,

With regard to exchange rate developments, the legal provisions and their
application by the ECB are outlined in Box 3.

2 See Opinion ofthe European Central Bank of 5 Juhy 2023 on a proposal for economic governance reform
in the Wnion (G OM20Z20200.
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Box 3
Exchange rate deseloprments

1. Treaty provisions

Agticle 140017, third indent, of the Treaty requires the Convergence Report to examine the
achievement of a high degree of sustainable corvergence by reference ta the fulfilment by each
hember State of the following criterion:

"the observance of the normal fluctuation margins provided for by the exchange-rate mechanism of
the European Monetary Systern, for at least two years, without dev aluing against the euro”,

Article 3 of Protacal (Mo 13) on the convergence criteria stipulates that:

"The criterion an participation in the Exchange Rate mechanism of the European Manetary System
referred toin the third indent of Article 140(1) of the said Treaty shall mean that a Member State has
respected the normal fluctuation margins provide d for by the exchange-rate mechanism on the
Eurapean Manetary Systern without severe tensions for at least the last twao years before the
examination. In particular, the Member State shall not have devalued its currency's bilateral central
rate against the euro on its own initiative for the same period”,

2 Application of Treaty provisions

With regard to exchange rate stability, the ECB examines whether the country has participated in
ERM Il fwhich superseded the ERM as of January 195959) for a period of atleast two years priorto the
convergence examination without severe tensions, in particular without devaluing against the eura. In
cases of shorter periods of participation, exchange rate developments are described aver a two-year
reference period.

The exarnination of exchange rate stability against the euro focuses on the exchange rate being close
to the ERM Il central rate, while also taking into account factorsthat may have led to an appreciation,
which is in line with the approach taken inthe past. Inthis respect, the width of the fluctuation band
within ERM || does not prejudice the examination of the exchange rate stability criterion.

hWareay er, the issue of the absence of "severe tensions" is generally addressed by (i) examining the
degree of deviation of exchange rates from the ERM Il central rates against the eura; (i) using
indicators such as exchange rate volatilty vis-3-vis the euro and its trend, as well as short-term
interest rate differentials vis-a-vis the euro area and their development; (i) considering the rale
played by foreign exchange interventions; and (iv) considering the rale aof international financial
assistance programmes in stabilising the currency.

The reference period in this report isfrom 20 June 2022 t0 19 June 2024, All bilateral exchange rates
are official ECE reference rates (see Chapter B).

In addition to ERM Il participation and nominal exchange rate developments
ayainst the euro over the period under review, evidence relevant to the
sustainability of the current exchange rate is briefly reviewed. This is derived
from the development of the real effective exchange rates and the current, capital and
financial accounts of the balance of payments. The evalution of gross external debt
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and the net international investrent position aver longer periods is also examined.
The section on exchange rate developments further considers measures of the
degree of a country's integration with the euro area. This is assessed in terms of both
external trade integration (exports and imports) and financial integration. Finally, the
section an exchange rate developments reports, if applicable, whether the cauntry
under examination has during the twao-year reference period benefited fraom central
bank liguidity assistance or balance of payments support. Both actual and
precautionary assistance are considered.

With regard to long-term interest rate developments, the legal provicions and

their application by the ECB are outlined in Box 4.

Box 4
Long-term interest rate developrments

1. Treaty provisions

Agticle 140017, fourth indent, of the Treaty requires the Convergence Repaort ta examine the
achievement of a high degree of sustainable corvergence by reference ta the fulfilment by each
hember State of the following criterion:

"the durability of corvergence achieved by the Member State with a derogation and of its participation
in the exchange-rate mechanism being reflected in the long-term interest-rate levels".

Apticle 4 of Protacal (Mo 13) on the convergence criteria stipulates that:

"The criterion an the convergence of interest rates referred to in the fourth indent of Article 140(1) of
the said Treaty shal mean that, observed over a period of one year before the examination, a
Mermber State has had an average nominal long-terminterest rate that does not exceed by more than
two percentage points that of, at most, the three best performing Member States in terms of price
stability. Interest rates shall be measured on the basis of long-term gavernment bonds or comparable
securities, taking into account differencesin national definitions".

2 Application of Treaty provisions

In the context of this report, the ECE applies the Treaty provisions as outlined below:

First, with regard to "an average nominal long-term interest rate” observed over"a period of ane year
before the examination”, the long-term interest rate has been calculated as an arithmetic average

over the latest 12 manths for which HICP data were available. The reference period cansidered in this
report is from June 2023 to May 2024 | in line with the reference period forthe price stability criterion.

Second, the notion of "at most, the three best performing Mermber States interms of price stability”,
which is used far the definition of the reference value, has been applied by using the unweighted
arithmetic average of the lang-term interest rates of the same three Member States included in the
calculation of the reference walue for the criterion on price stability (see Box 1), Over the reference
period considered inthisrepor, the long-term interest rates of the three countries with the lowest
inflation rate included inthe calculation of the reference value for the price stability criterion were
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28% (Denmark), 2.8% (Metherlands) and 3.1% (Belgium). As a result, the average rate is2.8% and,
adding 2 percentage points, the reference value is 4.8% "7

As mentioned above, the Treaty makes explicit reference to the “durability of
comvergence” being reflected in the level of long-term interest rates. Therefore,
developrents over the reference period from June 2023 ta May 2024 are reviewed
against the background of the path of long-term interest rates over the past ten years
(or the period far which data are available) and the main factors underlying
differentials vis-3-vis the average lang-term interest rate prevailing in the euro area.
Dwuring the reference period, the average euro area long-term interest rate may have
partly reflected high country-specific risk premia in several euro area countrie s,
Therefore, the euro area A8A long-term gavernment bond vield (i.e. the lang-term
yield of the eura area A4 yield curve which includesthe euro area countrie swith an
AAS rating) is also used for comparison purposes. As background to this analysis, this
report also provides information about the size and developrment of the financial
market. This is based on three different indicators (the outstanding amount of debt
gecurities issued by nan-financial carparations, stock market capitalisation and MFI
creditto the domestic non-financial private sectar), which together provide a measure
of the size of financial markets.

Finally, Article 140(1) of the Treaty requires this report to take account of
several other relevant factors (see Box 5). In this respect, an enhanced economic
governance framewaork in accordance with Article 121(8) of the Treaty entered inta
farce an 13 December 2011 with the aim of ensuring a claser coordination of
economic policies and the sustained convergence of EU Member States' ecanomic
performances. Box 5 below briefly outlines these legislative provisions and the way in
which the above-mentioned addtional factors are addressed in the assessment of
canvergence conducted by the ECE.

Box 5
Cther relevant factors

1. Treaty and other legal provisions

Aeticle 140017 of the Treaty reguires that "The reports of the Commission and the European Central
Bank shall alzo take account of the results of the integration of markets, the situation and
development of the balances of payments an current account and an examination of the development
of unit labour costs and ather price indices"”.

In this respect, the ECE takes into account the legislative package on EU econormic governance
which entered into force on 123 Decermber 2011, Building on the Treaty provisions under Article
12106}, the European Farliament and the ELY Council adopted detailed rules for the multilateral
surveillance procedure referredta in Article 121(3) and (4) of the Treaty. These rules were adopted "in

3 Interestrates hawve been measurad on the basis of available harmenised long-term interest rates, which
were developed for the purpose of eamining comvergence (see Chapterd).
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orderto ensure closer coordination of economic policies and sustained convergence ofthe economic
performances of the Member States" (Article 121(3)) in view of the "need to draw lessons from the
first decade of functioning of the economic and monetary union and, in particular, for improved
econamic governance inthe Unian built on stranger national ownership™. The legislative package
includes an enhanced surveillance framewaork (the macroeconamic imbalance procedure ar MIF)
aimed at preventing excessive macroeconomic and macro-financial imbalances by helping diverging
EU Mermber States to establish corrective plans before divergence becomes entrenched.

2. Application of Treaty provisions

In line with past practice, the additional factars referred toin Article 14001 of the Treaty are reviewed
in Chapter 5 under the headings of the individual criteria described in Boxes 1 to 4. For completeness,
in Chapter 3 the scoreboard indicators are presentedfor the countries coveredin this report (including
in relation to the alert thresholds), thereby ensuring the provision of all available information relevant
to the detection of macroeconamic and macro-financial imbalances that may be hampering the
achievement of a high degree of sustainable conv ergence as stipulated in Aricle 140(1) ofthe Treaty.
Motably, EU Member States with a derogation that are subject to an excessive imbalance procedure
can hardly be considered as having achieved a high degree of sustainable corvergence as stipulated
in Article 14001 of the Treaty.

2.2 Compatibility of national legislation with the Treaties

221 Introduction

Article 140017 of the Treaty requires the ECEB (and the European Commission) to
report, at least once every two years or at the request of a Member State with a
deragation, to the Council anthe progress made by the Member States with a
deragation in fulfiling their abligations regarding the achievement of economic and
monetary union. These reports must include an examination of the compatibility of the
national legislation of each Member State with a derogation, including the statutes of
it MC B, with Articles 130 and 131 of the Treaty and the relevant Aricles of the
Statute. This Treaty obligation of Member States with a derogation is also referred to
as 'legal convergence’.

When assessing legal convergence, the ECE is not limited to making a formal
assessment of the letter of national legislation but may akso consider whether the
implementation of the relevant provisions complies with the spirit of the Treaties and
the Statute. The ECE is particularly concermed about any signs of pressure being put
on the decision-making bodies of any Member State's NCE which would be
inconsistent with the spirit of the Treaty as regards central bank independence.

1+ See recital 2 of Regulation (EL Mo 117672011 of the European Parliament and of the Council of
A6 Mowember 2011 on the prevention and correction of macroeconamic imb alances (04 L2306,
23201, p.28).
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The ECBE also sees the need for the smooth and continuous functioning of the NCBs'
decisior-making bodies. In this respect, the relevant authorities of a Member State
have, in particular, the duty to take the necessary measures to ensure the timely
appointment of a successor if the pasition of a member of an NCE's decision-making
hody hecomes vacant.

The ECB will closely maonitar any developments priorto making a positive final
assessment concluding that a Member State's national legislation is compatible with
the Treaty and the Statute.

MWember States with a derogation and legal convergence

Bulgaria, the Czech Republic, Hungary, Poland, Romania and Sweden, whose
national legislation is examined in this repart, each have the status of a Member State
with a derogation, i.e. they have not yet adapted the euro. Sweden was giventhe
status of a Member State with a derogation by a decision of the Council in bay 19981
Asfar as the other Member States are concerned, Articles 47 and 5'% of the Acts
cancerning the conditions of accession provide that each of these Member States
shall participate inthe Econamic and Manetary Union from the date of accession as a
hember State with a derogation within the meaning of Article 139 of the Treaty.

Thiz report does not cover Denmark, which is a Member State with a special status
and which has not yet adopted the eura. Protocal (Mo 18) on certain provisions relating
to Denmark, annexed to the Treaties, provides that, in view of the notice given to the
Council bythe Danish Government on 3 Movember 1983 Denmark has an exemption
and that the procedure farthe abrogation of the derogation will only be inttiated at the
request of Denmark, As Article 130 of the Treaty applies to Denmark, Danmarks
Mationalbank has to fulfil the requirerments of central bank independence. The EMI's
Convergence Report of 1998 concluded that this requirement had been fulfilled. There
has beennao assessment of Danish canvergence since 1993 due to Denmark's special
status. Until such time as Denmark notifies the Council that it intends to adopt the
euro, Danmarks Mationalbank does not need to be legally integrated into the
Eurosystern and no Danish legislation needs to be adapted.

'S Dpinions COMSA0/ST and COM2010031. &Il ECB opinions are available an EUR- Lex

% Council Deck ion Z3L31FEC of 3 May 1995 in accordance with Article 10250 afthe Treaty (0J L 139,
11.5.1993, p. 200, Mote: The title of Decision 2831 TEC refers to the Treaty establishing the European
Community (prior to the renumbering of the Articles of this Treaty in accordan ce with Aricle 12 of the
Treaty of Amstardam); this provision has been repealed by the Treaty of Lebon.

At cancerning the conditions of accession of the Czech Republic, the Republic of Eztonia, the Republic
of Cyprus, the R epublic of Latvia, the Republic of Lthuania, the Republic of Hungary, the Republic of
Ml atta, the Republic of Poland, the Republic of Slowenia and the Slowds Republiz and the adjustments to
the Treaties onwhich the European Union i founded (OJ L2235, 239.2003, po 220,

8 Faor Bulgaria and R amania, = ee Aricle 5 of the Aot concerning the conditiors of accession of the Republic
of Bulgaria and R omania and the adjustments to the Treaties onwhich the European Union & founded
(O LAST, 24.6.2005, p. 203). For Croatia, see Aricle 5 of the Act concerning the conditions of accession
ofthe Republic of Croatia and the adjustments to the Treaty on European Union, the Treaty onthe
Functioning ofthe European Union and the Treaty establishing the European Atomic Energy Community
[OJ L9112, 2442012, p. 21).
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The airm of assessing legal convergence is to facilitate the Council's decisions as to
which Member State s fulfil ‘their abligations regarding the achievernent of econormic
and monetary union' (Article 14001) of the Treaty). In the legal domain, such conditions
refer in particular to central bank independence and to the NCEBs' legal integration inta
the Eurosystem.

Structure of the legal assessment

The legal assessment broadly follows the framework of the previous reports of the
ECE and the EM| on legal convergence. ®

The cormpatibility of national legislation is considered in the light of legislation enacted
befare 27 March 2024,

Scope of adaptation

Areas of adaptation

For the purpose of identifying those areas where national legislation needs to be
adapted, the following issues are examined:

s compatibility with provisions an the independence of MCBs, members of NCES'
decision-making bodies and Governars in the Treaty (Article 130) and the Statute
(Articles ¥ and 14.29;

o« compatibility with provisions on confidentiality (Adicle 37 of the Statute);

s« compatibility with the prohibitions an manetary financing (Article 123 of the
Treaty) and privieged access (Article 124 of the Treaty);

¢ compatibility with the single spelling of the euro required by EU law; and

o |egal integration of the MCBs into the Eurosystem (in particular as regards
Articles 12,1 and 14.3 of the Statute).

¥ In paricular the ECE's Convergence Reports of June 2022 (on Bulgaria, the Czech R epublic, Croatia,
Hungary, Poland, Romania and Sweden), June 2020 (on Bulgaria, the Czech Republiz, Croatia,
Hungary, Paland, Romania and Sweden), May 2012 (on Bulgari 3, the Czech R epublic, Croatia, Hungary,
Faland, Romania and Sweden), June 2016 {on Bulgaria, the Czech R epublic, Croatia, Hungary, Poland,
Romania and Sweden), June 2014 (on Bulgaria, the Czech Republic, Croatia, Lithuania, Hungany,
Foland, Remania and Sweden), June 2013 {on Latwia), May 2012 {on Bulgaria, the Czech Republic,
Latwia, Lthuania, Hungary, Paland, Remania and Sweden), bay 2040 (on Bulgaria, the Czech Republic,
E=tonia, Latwia, Lithuania, Hungary, Poland, Ramania and Sweden), May 2002 (on Bulgaria, the Czeach
Republiz, BEstonia, Latvia, Lithuania, Hungany, Paland, Romania, Slovdiia and Sweden), May 2007 (on
Cyprus and hata), December 2005 (on the Czech Republic, Estonia, Cyprus, Latwia, Hungary, Malta,
Faoland, Slowaiia and Sweden), May 2005 (on Lithuania and Slowenid), October 2004 (on the Czech
Fepubliz, Estonia, Cyprus, Latvia, Lithuania, Hungarny, hdalta, Poland, Slowenia, Slowakia and Sweden),
bl gy 2002 (on Swaden) and April 2000 (on Greece and Swedarn), and the EMI's Corvargence Report of
b arch 1928,
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"Compatibility' versus "harmonisation’

Article 131 of the Treaty requires natianal legislation to be 'compatible’ with the
Treaties and the Statute; any incompatibility must therefore be remedied. Meither the
prirmacy of the Treaties and the Statute aver national legislation nor the nature of the
incompatibility affects the need to comply with this abligation.

The requirement for national legislation to be 'compatible’ does not mean that the
Treaty requires "harmanisation’ of the MCBs' statutes, either with each ather or with
the Statute. Mational particularities may continue to exist to the extent that they do not
infringe the competence in monetary matters that is irrevocably conferred on the ELL
Indeed, Article 14.4 of the Statute permits NCBs to perform functions other than those
specified in the Statute, to the extent that they do not interfere with the objectives and
tasks of the ESCE 20 Provisions authorising such additional functions in MCBs'
statutes are a clear example of circumstances in which differences may remain.
Rather, the term 'compatible’ indicates that national legislation and the NCBs' statutes
need to be adjusted to eliminate inconsistencies with the Treaties and the Statute and
to ensure the necessary degree of integration of the NCBs into the ESCE. In
particular, any provisions that infringe an MCB's independence, as defined in the
Treaty, and its role as an integral part of the ESCE, should be adjusted. It is therefore
insufficient to rely solely on the primacy of EU law over national legislation to achieve
this.

The abligation in Article 131 of the Treaty anly covers incompatibility with the Treaties
and the Statute. Howew er, national legislation that is incampatible with secondary EU
legislation relev ant for the areas of adaptation examined in this Convergence Report
should be brought into line with such secondary legislation. The primacy of EU law
does not affect the obligation to adapt national legislation. This general requirement
derives nat anly fram Adicle 131 of the Treaty but also from the case law of the Court
of Justice of the Eurapean Union 2!

The Treatie s and the Statute do not prescribe the manner in which national legislation
should be adapted. Compatibility may therefore be achieved by rernoving any national
legislation which iz incompatible with EU law ar by referring to the Treaties and the
Statute, or, exceptionally, by incarpaorating provisions thereof and referring ta their
pravenance, subject to the following qualifications:

Aszarule, a reproduction of relevant provisions of Union law directly applicable in the
legal order of the Member State using the same language is to be avoided®. A
reproduction may create uncertainty bath as to the legal nature and origin of the
applicable provisions and as to the date of their entry into force. This would nat align
with the principle of unifarm application and interpretation of Union law throughout the

M Az regards tasks and powars that have been partially confarrad upenthe ECB, any national lagis lation
must be withowt prejudice to the tasks and powers conferred uponthe ECB. See Opinion COM20200M5.

2 See, amongst athers, Coma ission of the Bymoean Goa aeniies v Fremeh Repuilic, C-26585,
EL:C: 12997595,

% Zee paragraph 12 of Opinion COMSO0521, paragraph 2.4 of Opinion COMN/202205, and paragraph 2.6
of Opinion CONEZ023027.
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Union®, Moreover, if a national provision uses wording that is different from that used
inthe relevant Union provision, it creates regulatory content of its own. In accordance
with Article 2(1) of the Treaty, the Union's exclusive competence in matters of
manetary policy precludes Member States from adopting provisions which, in the light
of their abjective and cantent, establishlegal rules gav erning the use ofthe eura asthe
single currency, unless Memb er States have been empowered to do 502 |n this
context, the concept of monetary policy is not imited to its operational implermentation,
which, under Article 127(2), first indent, of the Treaty is one of the basic tasks of the
Eurosystern. It alsa has a regulatory dimension intended to guarantee the status of the
euro as the single currencys.

In exceptional circumstances, a reproduction of relevant provisions of Union law
directly applicable in the legal order of the Mermber State using the same language
may be used for the sake of coherence and in order to make them cormprehensible to
the persons ta wham they apply. Where such exceptional circumstances allowing for a
reproduction of directly applicable provisions of Lnion law exist, pravisions should be
reproduced precisely, and the warding should not be modified®. Furthermare,
provisions should be reproduced only to the extent warranted by the exceptional
circumstances. Howeyer, such exceptional circumstances do naot exist where the
directly applicable pravisions of Union law are sufficiently coherent and
comprehensive, making it unnecessary to repeat or reflect them in national law?
Where directly applicable provisions of Union law are merely relevant inthe contest of
the areas covered by the national law, the national law does not need to reference
these provisions. To the extent that national law necessarily reproduces directly
applicable provisions of Unian law for the abovementioned reasaons, it should do =0 in
an explicit manner and clarify that its provisions are either 'in accardance with' or 'in
compliance with' the relevant provisions of Unian law, where the latter are merely
reproduced to put the national law in the larger contest, or 'without prejudice to' the
relev ant provisions of Lnion law, where a national authority exercises residual
competences that go beyond those exercised within the ESCE and the Eurosysten®®,

Furthermore, as a tool for achieving and maintaining the campatibility of national
legislation with the Treaties and the Statute, the ECEB must be consulted by the EU
institutions and by the Member States on draft legislative provisions in itsfields of

3 Judgment ofthe Court of Justice of 7 F ebruary 1973, Cowar ission v £aly, C-3807 2, EU:C1973:13,
paragraphs 16 and 17; Judgment of the Court of Justice of 10 October 19732, Ledolz, C-34073,
ELLC:AS972101, paragraphs 9 to 11, Judgment of the Court of Justice of 2 Febmany 1977, Aw sterdam
Belh, C-80076, EL:C977:12, paragraphs S5to 8. See ako paragraph 12 of Opinion COMZO005S21,
paragraph 2.1 of Opinion COMNZ005M0, paragraph 24 of Opinion CON200529, paragraph 2.1 of
Opinion COMN2007M, paragraph 22 of Opinion CON2007/43, paragraph 2.2 of Opinion CON/2022M5
and paragraph 2.3 of Opinion CON202327.

2+ E.q. under the relevant provisiors of Council Regulation (ECY H o 97483 of 3 May 1995 anthe
intraduction of the euro (O L 139, M.512992, p. 10 or other provisions of Union law

= Judgment ofthe Caurt af Justice of 26 January 2021, Hessisoher Aurdfuml, C-22249 and C-42349,
EL:C:20Z21:63, paragraphs 38 and 39, Judgment of the Court of Justice of 20 April 2023, Brrks
Lithugmiz, C-TT2021, ELLC:2022:305, paragraphs 55 and 57 .

2 Saeparagraph 2.2 (footnete 6 of Opinion COMN/2Z007/43, paragraph 2.4 of Opinion COM2022M5 and
paragraph 2.6 of Opinion CONSOZELT.

T See paragraph 13 of Opinion CONSOESE, paragraphs 2.2 and 3.2 of Opinion CONZ00810,
paragraph 2.4 of Opinion COM2022/M5 and paragraph 2.6 of Opinion CON2022027.

Z  Seeparagraph 2.6 of Opinion CONZOZ327T.
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competence, pursuant to Articles 127(4) and 282(5) of the Treaty and Aricle 4 of the
Statute. Council Decision 98/415/EC of 29 June 1993 on the consultation of the
European Central Bank by national authorities regarding draft legislativ e provisions®
expressly requires Member States to take the measures necessary to ensure
campliance with this obligation.

Independence of MCEBs

Asfar as central bank independence is concerned, national legislation in the Member
States that joined the ELNin 2004, 2007 or 2013 had to be adapted to comply with the
relev ant provisions of the Treaty and the Statute, and be inforce on 1 May 2004 1
January 2007 and 1 July 2013 respectively.® Sweden had to bring the necessary
adaptations into force by the date of establishment of the ESCE on 1 June 1995,

Central bank independence

In Mavember 1995 the EMI established a list of features of central bank independence
(later described in detail in its 1998 Convergence Reporf) which were the basis for
assessing the national legislation of the Member States at that time, in particular the
MCEs' statutes. The concept of central bank independence includes various types of
independence that must be assessed separately, namely: functional, institutional,
personal, and financial independence. Cver the past few yearsthere has been further
refinement of the analysis of these aspects of central bank independence in the
opinions adopted by the ECEB. These aspects are the basis for assessing the level of
convergence between the national legislation of the Member States with & derogation
and the Treaties and the Statute.

Functional independence

Central bank independence is not an end in itself but is instrumental in achieving an
objective that should be clearly defined and should prevail over any other objective.
Functional independence requires each NCE's primary objective to be stated ina
clear and legally cerain way and to be fully in line with the primary objective of price
stability establizhed by the Treaty. The pursuit of this objective is served by providing
the MCBs with the necessary means and instruments for achieving this objective
independently of any ather authority. The Treaty's requirement of central bank
independence reflects the generally held view that the primary objective of price
stability is best served by a fully independent institution with a precise definition of its
mandate. Central bank independence is fully compatible with holding NCEs
accountable for their decisions, which is an impartant aspect of enhancing confidence
intheir independent status. This entails transparency and dialague with third parties.

= 0JL120,37.1002, p. 42
T This aka applies ta the ESCH's aanfidentiality regime; see Section 2.2 4 afthis Convergence Repart.
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Asregards timing, the Treaty is not clear about when the NCBs of Member States with
a derogation must cormply with the primary objective of price stability set out in Articles
12701} and 282(2) of the Treaty and Aricle 2 of the Statute. Forthose Member States
that joined the EU after the date ofthe intraduction of the euroin the EU, itis not clear
whether this abligation should run fram the date of accession or from the date of their
adaption of the euro. While Article 127(1) of the Treaty does not apply to Member
States with a derogation (see Article 139(23(c) of the Treaty), Article 2 of the Statute
does apply to such Member States (see Aricle 42.1 ofthe Btatute). The ECE takesthe
view that the obligation of the NCBs to have price stability as their primary objecti e
runs fram 1 June 19595 in the case of Sweden, and fram 1 May 2004, 1 January 2007
and 1 July 2013 for the Mermber States that joined the EU on those dates. This s
based on the fact that one of the guiding principles of the EU, narmely price stability
(Article 119 of the Treaty), also applies to Member States with a deragation. It is also
based onthe Treaty objective that all Member States should strive far macroeconamic
canvergence, including price stahility, which isthe intention behind the regular reparts
of the ECB and the European Comrmission. This conclusion is also based on the
underlying rationale of central bank independence, which is only justified if the overall
objective of price stability has primacy.

The country assessments in this report are based an these conclusions as to the
timing of the abligation of the NCEBs of Member Stateswith a derogation to have price
stability as their prirmary objective.

Institutional independence

Institutional independence isreflected in Article 130 of the Treaty and Article ¥ of the
Statute. These two articles prohibit the MCBs and members of their decision-making
bodies fram seeking or taking instructions fram EU institutions or bodies, from any
government of a Member State or fram any other bady. In addition, they prohibit EU
institutions, bodies, offices ar agencies, and the governments of the Member States
from seeking to influence thase members of the NC Bs' decision-making bodies whose
decisions may affect the fulfilment of the NCBs' ESCE-related tasks. For national
legislation to mirrar Article 130 of the Treaty and Adicle 7 of the Statute, it should
reflect both prohibitions and not narrow the scope of their application.™ The
recognition that central banks have such independence does not have the
consequence of exempting therm frorm every rule of law or of shielding therm fram any
kind of legislation. @

Whether an MCB is arganised as a state-owned body, a special public law body ar
simply a public limited campany, there is a risk that influence may be exerted by the
owner on its decision-making in relation to ESCEBrelated tasks by virtue of such

I Qpinien COMZ0110,

T Seeparagraph 2.3 of Opinion CON2049MS and Com aission v Ewmpear Cemba! Bank, C- 1100,
EL:C:2003:395, paragraphs 13410 135,
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omwnership ¥ Such influence, whether exercised through shareholders' rights ar
otherwise, may affect an NCE's independence and should therefore be limited by law.

The legal framewoark far central banking needsto provide a stable and long-term basis
far a central bank's functioning. Frequent changes to the institutional set-up of an
MCE, affecting its organisational ar governance stahbility, could adversely affect that
MCE's institutional independence.®

Institutional independence should also be respected in cases of emergency. Only
where the conditions under Aricle 347 of the Treaty are met, may national authorities
be justified in exercizing, on atemparary and exceptional basis, powersthat fall within
the exclusive competence of the ESCE. The critical time for this assessment iswhen
the measure iz adopted. Due to the exceptional nature of Article 347 of the Treaty,
Member States should refrain from adapting preventive legislation in the absence of
the conditions prescribed by Aricle 347 of the Treaty. ®

Prohibition on giving instructions

Rights of third parties to give instructions to MCBs | their decision-making bodies ar
their members are incampatible with the Treaty and the Statute as far as
ESCE-related tasks are concerned.

Anyinvolvernent of an NCE in the application of measuresto strengthen financial
stability must be campatible with the Treaty, i.e. NCBs' functions must be perfarmed in
a manner that is fully compatible with their functional, institutional, and financial
independence so as to safeguard the proper performance of their tasks under the
Treaty and the Statute.® Tothe extentthat national legislation provides for a role of an
MCE that goes beyond advisary functions and requires it to assume additional tasks, it
must be ensured that these tasks will not affect the NCE's ability to carry out its
ESCB-related tasks from an operational and financial point of view ¥ Additionally, the
inclusion of MCB representativesin collegiate decision-making supervisory bodies or
other authorities would need to give due consideration to safeguardsfor the personal
independence of the members of the NCB's decision-making bodies.®

Prohibition on approving, suspending, annulling or deferring decisions

Rights of third parties to approve, suspend, annul or defer an MCE's decisions are
incormpatible with the Treaty and the Statute as far as ESCB-related tasks are
concerned.®

=}

Opinion CON2019/23.

3 Saeparagraph 2.2 of Opinion CON2041/04 and paragraph 22.2 of Opinion CONM&047524,
See paragraph 2.2, of Opinion COMNCZ0Z 15345,

Opinion COMEZ010/31.

Cpinion CON200003.

Cpinion COMN2010/04,

Opinion COMN2016/33.

[ I T
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Prohibition on censoring decisions on legal grounds

Acright for bodies other than independent courts to censor, on legal ground s, decisions
relating to the performance of ESCEB-related tasksis incompatible with the Treaty and
the Statute, since the performance of these tasks may not be reassessed at the
political level. Aright of an NCEB Governor to suspend the implementation of a decision
adapted by the ESCEB or by an MCEB decision-making body on legal grounds and
subsequentlyto subrmit it to a political body for a final decision would be equivalent to
geeking instructions from third parties.

Prohibition on participation in decision-making bodies of an NCB with aright to
vote

FPadicipation by representatives of third partiesin an NCB's decision-ma king body with
a right to vote on matters concerning the performance by the NCE of ESCEB-related
tasks is incompatible with the Treaty and the Statute, even if suchvate 15 not
decizive.*? Such participation even without the right to wote is incompatible with the
Treaty and the Statute, if such padicipation interferes with the perfarmance of
ESCE-related tasks by that decision-making bodies or endangers campliance with the
ESCE's confidentiality regime, Y

Prohibition on ex ante consultation relating to an NCB’s decision

An express statutary abligation for an MCE to consult third parties ex ante relating to
an RNCBE's decision provides third partieswith a farmal mechanism to influence the final
decizion and is therefore incompatible with the Treaty and the Statute.

However, dialogue between an MCE and third parties, even when based on statutory
obligations to provide information and exchange views, is compatible with central bank
independence provided that:

this does not result in interference with the independence of the members of the
MCE's decision-making bodies;

the spedial status of Governors in their capacity as members of the ECE's
decision-making badiesis fully respected; and

confidentiality requirements resulting fram the Statute are observed. ¥

Dischamge provided for the duties of members of the NCB's decision-making
hodies

Statutory provisions regarding the discharge provided by third parties (e.g.
governments) regarding the duties of members of the MCB's decision-making bodies
(e.q. inrelation to accounts) should contain adequate safeguards, so that such a

1 Regarding veting in general, the secret character of voting may contribute to safeguarding the
independence of an NCB's decikion making bodies. Howewar, the possibilty of openwating i not
excluded by the principle of institutional independence, see paragraph 2.2 of Opinion COMZ0Z2M40,

' Opiniens COMN/2014K25 and CON20MES7.

*  Opinion CONZ01SMT.
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power does not impinge on the capacity of the individual NCEB member independently
to adopt decisions in respect of ESCE-related tasks (or implement decisions adopted
at ESCE level). Inclusion of an express praovision to this effect in NCE statutes is
recammended.

Fersonal independence

Article 130 of the Treaty and Articles ¥ and 14.2 of the Statute further safeguard
central bank independence in relation to Governors and members of MCEBs'
decision-making bodies. Governors are members of the General Council of the ECB
and becorme mernb ers of the Governing Council upon adoption of the euro by their
Member States. Governars cannot be regarded asrepresentatives of a Member State
when they perform their duties as members of the Gaverning Council ar the General
Council of the ECB.® Article 14 2 of the Statute provides that NCE statutes must, in
particular, provide for a minimum term of office of five years for Governors. It also
protects against Gavernors being arbitrarily relieved from their office by providing that
they may only be relieved from office if they no langer fulfil the conditions required for
perfarming their duties ar if they have been found guilty of serious misconduct. In such
cases, Article 142 of the Statute provides for the possihility of recourse ta the Court of
Justice of the European Union, which has the power to annul the national decision
taken to relieve a Governar from office ** The suspension of a Governor may
effectively amount to relieving a Governar from office far the purposes of Adicle 14.2
of the Statute. ¥ NCE statutes must comply with this provision as set out below.

Article 130 af the Treaty prahibits national governments and any bodies fram
influencing the members of NCBs' decision-making bodies in the performance of their
tagks. In particular, Mernber States may not seek toinfluence the members of the
MNCE's decision-making bodies by amending national legislation affecting their
remuneratian, which, as a matter of principle, should apply anly for future
appointments. %

Minimum term of office for Governors

In accordance with Adicle 142 of the Statute, NCE statutes rmust provide for a
minimurn term of office of five yearsfor a Governar. This does not preclude longer
terms of office, while an indefinite term of office does not require adaptation of the
statutes provided the grounds for the relieving a Governor from office are in ine with
those of Article 14.2 of the Statute. Shorter periods cannot be justified even if only
applied during a transitional period *T Mational legislation which provides for a

a See LR Genedipmbuating, C-2020, ECLIEW:C:2021:988, paragraph 43.
* Sae Rig SSviis and ECE v Latviz, C-202M8 and C-233012, EWLC:2012:139, paragraph 76.

¥ See RigSSris and ECE v Labwia, C-202418 and C-233018, EULC:2019:133, paragraph 52, and
paragraph 3.7 of Opinion COMNZ201199.

5 See, for example, Opinions CON2010/5G, CONZ010/0, COM2Z0M11M04, CONA011406 and
COMNZ0218.

W Opinion CONZ0MS/23.
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compulsory retirement age should ensure that the retirernent age does not interrupt
the minimurm term of office provided by Aricle 142 of the Statute, which prevails over
any compulsory retirerment age, if applicable to a Governor. ¥ When MCE statutes are
amended, the amending law should safequard the security of tenure of the Governar
and of other members of decision-making bodieswho are involved inthe performance
of ESCB-related tagks **

Grounds for relieving Governors from office

MCE statutes rust ensure that Governors may not be dismissed for reasons other
than those mentioned in Article 14.2 of the Statute. The purpose of the requirement
under that Article is to prevent the autharities involved inthe appointment of
Governors, particularly the relevant government or parliament, from arbitrarily
dismissing & Governor, MCB statute s should delete any incompatibility with the
grounds far relieving from office laid down in Adicle 14.2 of the Statute or omit any
mention of grounds for relieving from office (since Article 14.2 is directly applicable) ®
Once elected or appointed, Governors may not be relieved fram office under
conditions other than those mentioned in Article 14.2 of the Statute even if they have
not yet taken up their duties. As the conditions under which a Governor may be
relieved from office are autonormous concepts of Union law, their application and
inte ppretation do not depend on national contexts ™ Ultimately, itis forthe Court of
Justice of the Eurapean Union, in accordance with the powers canferred an it by the
second subparagraph of Aricle 14.2 of the Statute, to interpret these concepts

Security of tenure and grounds for relieving from office of memhbers of NCBs®
decigion-making bodies, other than Governors, who are involved in the
performance of ESCB-related tasks

Applying the same rules for the security of tenure and grounds far relieving of
Governors from office to other members of the decision-making bodies of NCBs
inwolyed in the perdformance of ESCE-related tasks will alkso safeguard the personal
independence ofthose persons.® Article 130 of the Treaty and Adicle 7 of the Statute
refer to "members of the decision-making badies” of MCBs, rather than to Gowvernars
specifically. This applies in particular where a Governor is "first among equals” with
colleagues with equivalent voting rights or where such other members are invalved in
the perfarmance of ESCE-related tasks.

2 Opinion CONS012/9.
*©  Opinionz COM2042M7, COMZO019M9 and CONMR010EE,
A Opinion COMZ0IRMSED.

#1 See Opinion COMNSDI1E6 and the Opinion of Adwocate General Koot in Siv sSuits and ECE v LR wa,
Joined Cases C-202018 and C-Z38M8, ELLC:2042:1030, paragraph 77.

= Zee RimsSvis and ECE viviz, Joined Cases C-202M2 and C-233018, EL:C:2019:130, paragraph 02:
"Mt & for the Court, inthe contexd ofthe powers conferred on it by the £ econd subparagraph of Article
142 of the Statute of the ESCH and of the ECB, towerify that a temporary prahibition on the governar
concerned performing his duties istaken only Fthere are sufficient indications that he has engagedin
zerious misconduct capable of justifying such a3 measure.”

= Opiniens COMS200435, COMNZODS2E, CONZO006/22, CON2006SE, CONZO07E, CONS12:19 and
CONZO19.249.
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Right of judicial review

Governors aswell as other mermbers of the MCBs' decision-making bodies rmust have
the right to submit any decision to relieve them from their office to an independent
court of law, in order to limit the potential for palitical discretion in ev aluating the
grounds far such a decisian.

Article 142 of the Statute stipulates that Governors who have been dismissed from
office may refer such a decision to the Court of Justice of the European Union. The
Court of Justice of the European Union has the power to annul the national measure of
dismissal if it is found to be contrary to Union law.

On the basis of Article 130 of the Treaty and Article ¥ of the Statute, national legislation
should provide for a right of review by the national courts of & decision to dismiss
members of MCBs' decision-making bodies (other than Governors) involved in the
perfarmance of ESCEB-related tasks®* Thisright can either be a matter of general law
ar can it take the form of a specific pravision. Even though this right may be available
under the general law, for reasons of legal certainty it could be advisable to provide
specifically for such a right of review,

Safeguards against conflicts of interest

Personal independence also entails ensuring that no conflict of interest arises
between the duties of members of NCE decision-making bodies invalved in the
performance of ESCEB-related tasks in relation ta their respective NCEBs (and of
Governors also in relationto the ECE) and any ather functions which such members of
decisior-making bodies may have and which may jeopardise their personal
independence® As a matter of principle, membership of a decision-making body
invalved inthe performance of ESCE-related tasks isincompatible with the exercise of
other functions that might create a conflict of interest. In particular, members of such
decision-making bodies may not hold an office or have an interest that may influence
their activities, whether through office in the executive or legislative branches of the
state ar in regional or local administrations, ar through invalvement in a business
organigation. Paricular care should be taken to prevent potential conflicts of interest
on the part of non-executive members of decisian-making bodies.

Financial independence

The overall independence of an NCEB wauld be jeopardised if it could not
autonomously avail itself of sufficient financial resources to fulfil its mandate, ie. to
petforrm the ESCEB-related tasks required of t under the Treaty and the Statute ®

S+ Qpinion COH20Z245.

Inthis regard, Member States are free to setthe conditions required forthe appointment of the members
of the decizion-making bodies of their MC Bs, provided thatthey do not conflictwith the features of central
bank independence flowing from the Treaties, See Opinions COMN20S6ZS, © ON2020M9 and
CONZO0218.

% Opinions CON021/T and CONZOZ3MT.
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hember States may not put their NCBs in a position where they have insufficient
financial resources and inadequate net equity® to carry out their ESCB or
Eurosystern-related tasks, as applicable. This would be the case if, for example, an
MCE was precluded from building up adequate financial resources in the farm of
reserves ar buffers to offset losses, particularly those resulting from manetary palicy
operations, and the Member State concerned did not ensure in advance that the NCE
had the necessary funds to bear the financial burden resulting from exercising a
function outside the scope of the ESCE (such asthe funds necessarytobeable to pay
the compensation resulting fram the liability regime for that function), while retaining ts
ahility to carry out its ESCE tasks effectively and independently 58 It should be noted
that Articles 28.1 and 30.4 of the Statute provide for the possibility of the ECB making
further calls on the MCBsto contribute to the ECB's capital and to make further
transfers of fareign reserves ™ Moreover Article 33.2 ofthe Statute provides™ that, in
the event of a lass incurred by the ECB which cannat be fully offset against the general
reserve fund, the ECE's Governing Council may decide to offset the remaining loss
against the monetary incorme of the relevant financial year in proportion to and up to
the amounts allocated to the MCBs. The principle of financial independence means
that compliance with these provisions requires an MCE to be able to perform its
functian s unimpaired.

For allthe reasons mentioned above, financial independence alsoimplies that an NCE
should ahways be sufficiently capitalised. In particular, any situation should be avoided
whereby for a prolonged period of time an MCB's net equity is below the level of its
statutory capital or is even negative, including where losses beyond the level of capital
and the reserves are carried over®! Any such situation may negatively irmpact on the
MCE's ability to perform its ESCB-related tasks. Maoreover, such a situation may affect
the credibility of the Eurosystem's monetary policy. Therefore, the event of an MCEB's
net equity becorming less than ts statutory capital or even negative would require that
the respective Member State provides the MCB with an appropriate amount of capital
at least up to the level of the statutary capital within a reasonable period of time so0 as
to comply with the principle of financial independence. As concemns the ECE, the
relev ance of this issue has already been recognised by the Council by adopting
Council Regulation (EC) Mo 10022000 of 8 May 2000 concerning capital increases of
the European Central Bank 52 1t enabled the Governing Council of the ECE to decide
on an actual increase ofthe ECE's capital to sustain the adequacy of the capital base
to suppott the operations of the ECE;® NCHs should he financially able to respond to
such ECB decision.

St Opiniens CONS204424, COMN201427, CONZ01456 and C OMS20170M7.

= Opinions CONZ0Z3MT and CONG0Z3/. See ako Sarka Shovernde, Cae C-W21,
ECLU:EU:C:20Z22:670, paragraph 105,

= Aricle 20,4 ofthe Statute anby applies within the Eurasystem.

T article 322 ofthe Statute anby applies within the Eurosystam.

51 Qpinions COM2013MT, CONZ0O20M3, CONSZO0Z203T, CONM023MT and CONLO2324.
= 0J L4115, 16.5.2000, p. 1.

= Decision ECB/201W5 of 13 December 2010 on the increas e of the EC B's capital (OJ L1, 15.1.2011,
p. 830

Convergence Repart, June 2024 28

11885/24

KG/sl

ECOFIN 1A EN

www.parlament.gv.at


https://www.parlament.gv.at/pls/portal/le.link?gp=XXVII&ityp=EU&inr=191647&code1=RAT&code2=&gruppen=Link:11885/24;Nr:11885;Year:24&comp=11885%7C2024%7C
https://www.parlament.gv.at/pls/portal/le.link?gp=XXVII&ityp=EU&inr=191647&code1=RMA&code2=&gruppen=Link:ECOFIN%201;Code:ECOFIN;Nr:1&comp=ECOFIN%7C1%7C

The concept of financial independence should be assessed from the perspective of
whether any third party is able to exercise either direct or indirect influence not only
overan MCB's ESCE-related tasks but also overits ability to fulfil ts mandate
financially in terms of appropriate financial resources. The aspects of financial
independence set aut helow are particularly relevantin this respect % These are the
features of financial independence where MCBs are most vulnerable to outside
influence.

Determination of budget

If athird party has the power to determine or influence an NCE's budget, this is
incompatible with financial independence unless the law provides a safeguard clause

so that such a power iswithout prejudice to the financial means necessary for carrying
out the NCE's ESCE-related tagks ®

The accounting rules

The accounts should be drawn up either in accardance with general accounting rules
orin accordance with rules specified by an NCE's decision-making bodies. If, instead,
such rules are specified by third parties, the rules must at least take into account what
has been proposed by the NCEB's decision-making bodies.

The annual accounts should be adopted by the NCE's decision-making bodies,
assisted by independent accountants, and may be subject to ex post approval by third
parties (e.g. the government or parliament). The MCB's decision-making bodies
should be able to decide on the calculation of the profits independently and
professionaly.

Where an NCE's operations are subject to the contral of a state audit office ar similar
body charged with controlling the use of publicfinances, the scope of the control
should be clearly defined by the legal framework ® should be without prejudice to the
activities of the MCEB's independent external auditors®™ and further, in line with the
principle of ingtitutional independence, it should cormply with the prohibition on giving
instructions to an MCB and its decision-making bodies and should nat interfere with
the MCE's ESCE-related tasks.® The state audit should be done on a non-political,
independent and purely professional hasis ®

Distribution of profits, NCBs’ capital and financial provisions

With regard to profit allocation, an MCB's statutes may prescribe how its profits are to
be allocated. In the absence of such provisions, decisions on the allocation of profits

5 The main formative ECB opiniors in this area are: Opinions COWNZ2002ME, CONZ00S22, CONZO0GET,
COM2004M, COMZO0533, COMZ00647, COMNRZ2007/8, CONZ00SM 3, CONSZO0SER and
COM 200832,

Opinion CONEZ019MZ.

Opinion COME019/413.

Far the activities ofthe independent eternal auditors ofthe NCBs see Aticle 271 of the Statute.
Opinions COMM20119, CONZ01153, CONZOTSET and CONL2O012M 7.

Opinions COMS2015/3, CONGE01S5T, C ONG2016/24, CONZ016/59 and CONE0134MY .

B A2 &
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should be taken by the NCB's decision-making bodies on professional grounds, and
should not be subject to the discretion of third parties unless there is an express
safeguard clause stating that this iswithout prejudice to the financial means necessary
far carrying out the NCE's ESC Brelated tasks.™

Frofits may be distributed to the State budget only after any accumulated losses fram
previous years have been covered and financial provisions deermed necessary to
safequard the real value of the MCE's capital and assets have been created.™
Tempoarary or ad hoc legislative measures amounting to instructions to the NCBEs in
relation to the distribution of their profits are not permissible.™ Similarly, atax on an
MCE's unrealised capital gains waould also impair the principle of financial
independence

A Mermber State may not impose reductions of capital on an MCB without the ex ante
agreement of the MCB's decision-making bodies, which must aim to ensure that it
retains sufficient financial means to fulfil its mandate under Article 127(2) of the Treaty
and the Statute asa member of the ESCE. Forthe same reason, any amendment to
the profit distribution rules of an NCB should anly be initiated and decided in close
cooperation with the MCEB, which is best placed to assess its required level of reserve
capital T As regards financial provisions or buffers, MCBs must be free to
independently create financial provisions to safeguard the real value of their capital
and assets. Member States may also not hamper MCBs from building up their resenve
capital to a level which is necessary for a member of the ESCE to fulfil its tasks ™

Financial liahility for supervisory authorities

bost Mernber States place their financial supervisory authorities within their NCE.
This is unproblematic if such autharities are subject to the MCE's independent
decision-making. However, ifthe law provides far separate decision-making by such
supenisory authorities, itis important to ensure that decisions adopted by thern do not
endanger the finances of the NCEB asa whole. [n such cases, national legislation
should enable the MCE to have ultimate contral over any decision by the supervisory
authorities that could affect an NCE's independence, in particular its financial
independence s

Autonomy in staff matters

Member States may notimpair an MCE's abilty to emplay and retain the qualified staff
necessary for the NCEB to perform independently the tasks conferred on it by the
Treaty and the Statute.™ Also, an MCEB may not be put into a position where it has

0 Qpinions COMZIT/M7 and COMZOEMT.

" Qpinions COM2O00ES, COM2OTAT, CON2O2243T and CON0Z3/29.
2 Qpinions COMZOCAEE and COMNZ01EMS,

3 Opinions CONS2009/52 and CONZ2002053,

™ Qpinions COMZI0AMAES, CONZOODES and CONS0IN2T,

S Qpinions CON2ZI00EE, CON2012/69 and CONSO20M3,

S QOpinien COMSOZ1/7.

T Opinion COMNMS19/13.
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224

225

lirnited control or no control over its staff, orwhere the government of a Member State
can influence its policy on staff matters ™ Any amendment to the legislative provisions
on the rernuneration for mermbers of an NCB's decision-making bodies and its
employees should be decided in close and effective cooperation with the NCE T2
taking due account of its wiews, ta ensure the ongoing ability of the RCE to
independently carry out itstasks® Autonomy in staff matters extends to issues
relating to staff pensions. Further, amendrments that lead to reductions in the
remuneration for an NCB's staff should not interfere with that NCEB's powers to
administer its own financial resources, includingthe fund s resulting from any reduction
in salaries that it pays®

Owmership and property rights

Rights of third partiestointervene or to issue instructionsto an MCEB in relation to the
praperty held by an NCE are incompatible with the principle of financialindependence.

Zonfidentiality

The abligation of professional secrecy for ECB and NCE staff as well as for the
members of the ECE and MCE gaverning badies under Article 37 of the Statute may
give rise to similar pravisions in MCEs' statutes or in the Member States' legislatian.
The primacy of Union law and rules adopted there under also means that national laws
on access by third parties to docurnents should cormply with relevant Union lawe
pravisions, including Article 37 of the Statute, and may not lead to infringements of the
ESCE's confidentiality regime.® The access of a state audit office or similar body to
an RNCE's confidential information and documents mu <t be limited to what is necessary
forthe performance of the statutory tasks of the bady that rece v esthe information and
rust be without prejudice to the ESCE's independence and the ESCE's confidentiality
regime to which the members of MCBs' decision-making bodies and staff are
subject® MCBs should ensure that such bodies protect the confidentiality of
information and documents disclosed at a level carresponding ta that applied by the
MCBs.

Frohikition on monetary financing and privileged access

O the rmonetary financing prohibition and the prohibition on privileged access, the
national legiclation of the Member Statesthat joined the EU in 2004, 2007 or 2013 had
to be adapted to comply with the relevant provisions of the Treaty and the Statute and

"2 Opiniens COMS20039, CONL00SM0, CONZD12/29 and COMN2O0233T.
¥ Opinion COM2012/13.

T Opinions CONR0I0/42, COMNZO0GET, CONSZOOISE, COM0100E, COMNZ0I0E0, CONSZ011M04,
CONZOMM06, CONG0120G, CONG012056, CONSO1NT and CONDESIET .

Bl Opinion CONM201HE3,
= Opinien CONZ021M6.
= Opinions COMZIMES and CONI5ET.
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beinforce on 1 MWay 20041 January 2007 and 1 July 2013 respectively. Sweden had
to bring the necessary adaptations into force by 1 January 1995,

Frohikition on monetary financing

Article 123(1) of the Treaty prohibits overdraft facilities or any other type of credit
facilty with the ECE orwith the NCBs in favour of EU institutions, bodies, offices ar
agencies, central governments, regional, local, or other public autharities, other
bodies governed by public law, or public undertakings of Member States.

It also prohibits the purchase directly from these public sector entities by the ECEB or
MCEs of debt instruments. The Treaty contains one exernption from this monetary
financing prohibition: it does not apply to publicly-owned credit institutions which, in
the context of the supply of reserves by central banks, must be given the same
treatment as private credit institutions (Article 123(2) of the Treaty). The precise scope
of application of the manetary financing prohibition is further clarified by Council
Regulation (ECY Ma 3603/93 of 13 December 1993 specifying definitions for the
application of the prohibitions referred to in Artticles 104 and 104b (1) of the Treaty ™
according to which the prohibition includes any financing of the public sector's
ohligations vis-&-vis third parties.

The monetary financing prohibition aimsto encourage the Member States to follow a
sound budgetary policy not allowing ronetary financing of public deficits (or privileged
access by public autharitiesto the financial markets) to lead to excessively high levels
of debt or excessive Member State deficits.® Tharefare the prohibition must be
interpreted extensively in order to ensure its strict application, subject anly ta the
lirnited exernptions contained in Article 123(2) of the Treaty and Regulation (EC) Mo
360393, Thus, even if Article 12301) of the Treaty refers specifically to 'credit
facilties', i.e. with the abligation to repay the funds, the prohibition applies a fortion to
other forms of funding, i.e. without the obligation to repay.

The ECE's general stance on the compatibilty of national legislation with the
prohibition has primarily been developed within the framework of consultations of the
ECE by Member States on draft national legislation under Aricles 127 (4 and 282(5)
of the Treaty.®

National legislation relating to the scope of application of the monetary
financing prohibition

Mational legislation may not narrow the scope of application of the monetary financing
prohibition or extend the exemptions available under EU law. For example, national

B OJL332, 31121293, p. 1. Articles 10 and 104k 1) of the Treaty establishing the European Community
are now Articles 122 and 12501) of the Treaty on the Functioning of the European Union.

2 Peler Garweder ard Cthers, C-62M4, EU:C:2045:400, paragraph 100, Article 123 of the Treaty aka
zemes the abjective of maintaining price stability and reinforces central bank independence.

85 Sae Comvergence Report 2002, footnote 132, containing a list of formative EMIYECE opinions in thiz area
adopted bebuwean bay 1995 and harch 2008,
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legislation providing for the financing by the NCB of a Member State's financial
commitrnents to international financial institutions or to third countries is, in principle,
incompatible with the monetary financing prohibition. As an exemption, Regulation
(EC) Mo 38033 allows far the financing by the NCBs of abligations falling upan the
public sector vis-a-vis the IMF provided that it results in fareign claims which have all
the characteristics of reserve assets™ The relevant characteristics that determine the
reserve asset qualty of the claims concern their availability on dermand to meet
balance of payments financing needs and other related purposes, which implies that
the cradit quality and liquidity of the claims must be ensured ®

National legislation conferring tasks upon HCBs

Mational legislation assigning tasks to MCEs may not lead to any financing of the
public sector's obligations vis-a vis third parties. In accordance with Article 14,4 of the
Statute, NCEs may perfarm functions other than those specified in the Statute unless
the Gav erning Council find s that these functions interfere with the objectives and tasks
of the ESCE. Where a Member State assigns such a function to its NCE, that MCEB is
responsible and liable for the performance of that function. Nevertheless, when
defining the responsibilty and liability of an MCEB in relation to that function, Member
States are reguired to comply with their obligations deriving from Union law and, in
particular, Article 123(1) of the Treaty.™

Article 1013, point (b}, of Council Regulation (EC) Mo 3603/93 defines the term 'ather
type of credit facility’ for the purposes of Aticle 123 of the Treaty as, inter alia, any
financing of the public sector's obligations vis-a-vis third parties. Accordingly, the NCEB
cancerned must nat assume obligations vis-a-vis third partiesthat could potentially be
incumbent an the public sector. Canseguently, the NCE concerned must not finance
pre-existing obligations wis-a-vis third parties that are incumbent on ather public
authorities or bodies and the effective financing of the obligations vis-a-vis third parties
by the NCE concerned must not result directly from the measures adopted or the
policy choices made by other public authorities or bodies 30

Advanced distribution of central hank profits

Mational legislation may not require the distribution of central bank profits which have
not been fully realised, accounted for and audited. To comply with the monetary
financing prohibition, the amount distributed to the State budget pursuant to the
applicable profit distribution rules cannot be paid, even partially, from the NCB's
reserve capital. Therefore, profit distribution rules should leave unaffected the MCE's
reserve capital. Mareover, when NCE assets are transferredto the State, they must be

T Recital 14 andArtide 7 of Regulation (EC) Mo 360303, See, for example, Opiniors CON201621,
COM20174, CONZ020ET and CONE0Z 123,

| See Opinion COMNZOZ 1439,

= Bamha Shovemie, C-4521, ELLC 2022:670, paragraphs 53, 54,57 and 87. See, for example, Opiniors
COM2022/29, paragraph 2.2, CON2022M7, paragraph 221, and COM 202284, paragraph 2.3,

M mamks Shovenfe, C-A521, ELC: 2022670, paragraphs 67 to 75 and 8. See, for example, paragraph 3.1
of Opinion CONEZ022023, paragraph 2.2.2 of Qpinion CONZ023M7, and paragraph 23.1.1 of Opinion
COM 202244,
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rernunerated at market value and the transfer should take place at the same time as
the remuneration ®!

Similarly, intervention in the perfarmance of other Eurosystemn tasks, such as the
management of fareign reserves, by introducing taxation of thearetical and unrealised
capital gains is not permitted since thiswould result in a form of central bank credit to
the public sectar through the advanced distribution of future and uncertain profits 32

Assumption of public sector liabilities

Mational legislation which requires an MCE to take over the liabilities of a previously
independent public body, as a result of & national rearganisation of certain tasks and
duties (for example, in the context of a transferto the MNCE of certain supervisory tasks
previously carried out by the state orindependent public authorities or bodies), without
fully insulating the MCE frorm all financial obligations resulting from the prior activities
of such a body, would be incomp atible with the monetary financing prohibition

Mational legislation halding an NCE liable on account of the exercise of atask
assigned to it under national law would entail the assumption of a pre-existing
obligation vis-a-vis third parties and be incompatible with the manetary financing
prohibition if the third partieswho have suffered harm were not compensated as a
result of the MCE's actions, i.e. the infringement by the NCE of the rulesimposed an it
inthat context** In addition, in case of tasks that require implementation of highly
camplex and urgent measures, such as those relating to the reorganisation or
resolution of banks, national legislation holding an MCE liable on account of the
exercise of such tasks would armount to the effective financing of the obligations
vis-a-vis third parties if the NCB's liability was not limited to infringements of a serious
nature of the rules imposed on it in that context.®s

Financial s upport for credit and/or financial institutions

Mational legislation which provides for financing by an MCEB, even if granted
independently and at their full discretion, of insolvent credit andfor other financial
institutions waould be incompatible with the monetary financing prohibition.

The same would applyto the Eurosystem financing of a credit institution which has
been recapitalized to restare ts 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
callateral. 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 nperations raises monetary financing concerns *

1 Opiniens CONS201199 and COMS2011289.
#  Opinions COMSO02/5 and CONZ0000G3.
3 Opinion CONMED1305G.

5 Banha Shovenfe, C-4H21, EUC 2022:670, paragraph 71.

¥ Hamks Shoverie, C-48:21, ELC 20220670, paragraph 75, See, for example, paragraph 223 of Opinian
COMNZOZEMT, and paragraphs 3.1.2. and 3.1.3 of Opinion CON20Z3044.

= Opinions COMS2012450, COM2O4264, and COMNSO1Z7T.
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Emergency liquidity assistance, granted by an NCEB 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: (i) it must be ensured that the
credit provided by the MCE is as short term as possible; (i) there must be systemic
stability aspects at stake; (i) there must be no doubts as to the legal walidity and
enforceahility of the State guarantee under applicable national law; and (i) there must
be no doubts asto the economic adeguacy of the State guarantee, which should cover
both principal and interast on the loans 3

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

The financing by an MCE of a resolution fund or a deposit guarantee fund that gualifies
as a 'body governed by public law' within the meaning of Article 123(1) of the Treaty is
not compatible with the monetary financing prohibition. A body is 'governed by public
law' if it has all of the fallowing characteristics: (&) it is established for the specific
purpose of meeting needs in the general interest, not having an industrial or
commercial character; (b) it has legal personality; and (2) itis closely dependent on the
public sector entities referred to in Article 123(1) of the Treaty. A close dependence on
those public sector entities is presumed when a body isfinanced, for the most part, by
thern; or is subject to management supervision by them; ar has an administrative,
managerial ar supervisory board, more than half of whase members are appointed by
them.®

Even ifthe financing is not provided to a 'body governed by public law', the financing of
any resolution fund or financial arrangement is not in line with the manetary financing
prohibition® YWhere an MCE acts as resolution authority, it should not, under any
circumstances, assume or finance any obligation of either a bridge institution ar an
asset management vehicle "™ Ta this end, national legislation should clarify that the
MCE will not assume or finance any of these entities' obligations. ™

The Deposit Guarante e Schemes Diractive™ and the Inv estor Cormpensation
Schermes Directive™ provide that the costs of financing deposit guarantee schemes
and investor compensation schemes must be borne , respectively, by credit institutions
and inv estrment firms themseb es. YWith the exception of financing a 'body governed by
public law', national legiskation which provides for the financing by an MCB of a
national depostt insurance scheme for credit institutions ar a national investar
campensation scheme for investment firms would be compatible with the manetary

5T Opinien COM2012/4, footnote 42 referring to further relevant Opinions in thiz field. See alko Opinionz
COMZ20M555 and COMEZD1AM.

% Opinions CON2020024 and COM202117.

% Opinions CON201522, COMNZO162E and COMN2D1SMG.

M Opiniens COMS2014/103, CONS2012000, COMEO152 and CON2015/22.
W Qpinions COM2015/33, CONZ015/35 and CONZ016%80.

T Regital 27 of Directive 2014480 EU ofthe European Farliament and of the Council of 16 April 2014 an
deposit guarantee schemes (OJ L1732, 1262044, p. 1980,

B Racital 23 of Directive Q7AYEC of the European Parliament and ofthe Council of 2 March 1997 on
imrestar- compens ation schemes (OJ L84, 2631997, p. 22).

Convergence Repart, June 2024 35

11885/24

KG/sl 37
ECOFIN 1A EN

www.parlament.gv.at


https://www.parlament.gv.at/pls/portal/le.link?gp=XXVII&ityp=EU&inr=191647&code1=RAT&code2=&gruppen=Link:11885/24;Nr:11885;Year:24&comp=11885%7C2024%7C
https://www.parlament.gv.at/pls/portal/le.link?gp=XXVII&ityp=EU&inr=191647&code1=RMA&code2=&gruppen=Link:ECOFIN%201;Code:ECOFIN;Nr:1&comp=ECOFIN%7C1%7C

financing prohibition only if it were short term, addressed urgent situations, systemic
stahility aspects were at stake, and decisionswere at the MCE's discretion. '™ |n
particular, central bank support for deposit guarantee schemes should not amount to a
gystematic pre-funding operation. '™

Fiscal agency function

Article 212 of the Statute establishes that the 'ECE 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 governead by
public law, or public undertakings of Member States.' The purpose of Aricle 21.2 of
the Statute is, following transfer of the monetary policy competence to the
Eurosystern, to clarify that MC Bs may continue to pravide the fiscal agent service
traditionally provided to governments and other public entities without infringing the
manetary financing prohibition. In addtion, Regulation (EC) Mo 3803/93 establishes a
number of explicit and narrowly drafted exemptions from the monetary financing
prohibition relating to the fiscal agency function, a s follows: (i) intra-day credits to the
public sector are permitted provided that they rernain limited to the day and that no
extension iz possible; "™ (i) 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 carresponding to the normal period for the collection of cheques by the NCE
cancerned has elapsed since receipt of the cheque, pravided that any floatwhich 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 armount of such assets remains at less than 10 % of coins in circulation, 109

Mational legislation an the fiscal agency function should be compatible with EU law in
general, and with the monetary financing prohibition in particular 1% Taking into
account the express recognition in Article 21.2 of the Statute of the provision of fiscal
agency services, which is a legitimate function traditionally peformed by NCBs, the
pravision by central banks of fiscal agency services complies with the monetary
financing prohibition, provided that such services remain within the field of the fiscal
agency function and do naot constitute central bank financing of public sectar
obligations vis-&-vis third parties or central bank crediting of the public sector outside
the narrowly defined exceptions specified in Regulation (EC) No 360323110 Mational
legislation that enables an MCE to hald government deposits and o service

gov ernment accounts does not raise concerns about compliance with the monetary
financing prohibition as long as such provisions do not enable the extension of credit,
including owernight overdrafts. However, there would be a concern about compliance
with the monetary financing prohibition if, for example , national legislation were to

T Opiniens COMN2020/24 and CON/2024/17.

E Dpinion CON&011424,

T prticle 4 of R egulation (ECT N o 3503882 and Opinion CON2D132.
T article 5 of Regulation (ECY Mo 3503003

B Adicle § of R egulation (ECY N o 350393,

™ Opinien COHS013.2.

0 Opinions COMNMRO0/23, COMZODIET and COH0120.
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enable the rermuneration of deposits or current account balances above, rather than at
ot below, market rates. Femuneration that is above market rates constitutes a de facto
credit, contrary to the objective of the prohibition on monetary financing, and might
therefare undermine that objective. It is essential far any remuneration of an account
to reflect market parameters and it is particularly impoartant to carrelate the
rermuneration rate of the deposits with their maturity " Moreover, the provision
without remuneration by an NCEB of fiscal agent service s does not raise monetary
financing concerns, provided they are core fiscal agent services. '

Frohitition on privileged access

Aricle 124 of the Treaty pravides 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 underakings of Member States to financial
institutions, shall be prohibited." As with the monetary financing prohibition, the
prahibition of privileged access aims to encourage the Member States to follow a
gound budgetary policy, not allowing (monetary financing of public deficits or)
privileged access by public authorities to the financial markets to lead ta excessively
high levels of debt or excessive Member State deficits 13

Under Article 1{1) of Council Regulation (EC) Mo 3804/93 ™ privileged acoess is
understood as any law, regulation or other binding legal instrurment adopted in the
exercise of public autharity which: (a) abliges financial institutions to acquire ar to hald
liabilities of EUI institutions ar bodies, central governments, regianal, local ar other
public autharities, 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 ecanomy, in
order to encourage those institutions to acquire or hald such liabilities.

Az 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 circurmw enting the
prahibition an privileged access 1% Member States' legislation in this area may not
establish such privileged access.

M See, among others, Opinions COMNS2010054, CONZOM0SS and CONZD13G2,
'8 Qpinion COMEI1ZMA.

8 See, to that effect, Swarands Barg ard Obhers v Cosa Mationals de Asigudn de Sandtate and Others,
C-201M4, EL:C:2015:638, paragraph 22; and Aeber Gauweier amd Chhers, C-62014, EL:C:2045:400,
paragraph 100.

" Council Requlation (EC) Mo 3604082 of 12 [ecember 1993 = pecifying defintions for the application of the
prohibition of privileged access referred to inArticle 1043 ofthe Treaty [establis hing the European
Community] (OJ L3232, 311219893, p. 4. Adicle 1043 of the Treaty establishing the European
Community & now Ardicle 124 ofthe Tre ahy.

1€ Ardicle 302 of and recital 10 of Regulation (EC) N o 360493,

Convergence Repart, June 2024 37

KG/sl

39

ECOFIN 1A EN

www.parlament.gv.at


https://www.parlament.gv.at/pls/portal/le.link?gp=XXVII&ityp=EU&inr=191647&code1=RAT&code2=&gruppen=Link:11885/24;Nr:11885;Year:24&comp=11885%7C2024%7C
https://www.parlament.gv.at/pls/portal/le.link?gp=XXVII&ityp=EU&inr=191647&code1=RMA&code2=&gruppen=Link:ECOFIN%201;Code:ECOFIN;Nr:1&comp=ECOFIN%7C1%7C

Article 2 of Regulation (EC) Mo 360483 defines "prudential considerations' as those
which underlie national laws, regulations or adrministrative 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 systemn as a whole and the
pratection 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
requirermentsto ensure the soundness of credit ingtitutions. ™ A ‘credit ingtitution’ has
been defined as an undertaking whose business is to receive deposits or other
repayable funds from the public and ta grant credits for its own accaunt. 18
Addionally, credit institutions, cormmonly referred to as 'banks’, reguire an
autharisation by a competent bMember State autharity to provide services. ?

Although minirurn reserves might be seen as a part of prudential reguirements, they
are part of an MCB's operational framewark and used as a monetary policytoal in
most economies, including in the euro area ™0 |n this respect, paragraph 2 of Annex |
to Guideline ECB/2014460"" states that the Eurosystemn's minimurm reserve system
prirmarily pursues the aims of stabilising the money market interest rates and creating
{or enlarging) a structural liquidity shortage. ™2 The ECE requires credit institutions
established inthe euro area to hald the required minimum reseryes (in the form of
deposits) on account with their NCE 122

Thizsreportfocuses on the compatibility both of national legislation or rules adopted by
MCEs and of the NCBs' statutes with the Treaty prohibition on privileged access.
However, this repart 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 an privileged
access. Such an assessment is beyond the scope of this report.

1% Opinion of Advocate General Elmer in Sociél civile ina obilére Femdi v Bamgyue H. Albedt de Bary et
Cie,, C-222/06, ELCA997:345, paragraph 24,

T Regulation (EUI Mo 5752012 of the European Parliament and of the Council of 26 June 2042 on
pruderntial requirements for credit institotions and inrestment firms and amending Regulation (ELU Mo
G2 A012 (0J LATE, 27.05.2013, p. 1) and D irective 201338EU of the European Parliament and of the
Council of 25 June 2013 on access tothe activity of credit institutions and the prudential supenizion of
credit institutions and investment firms, amending Directive 2002087/EC and repealing Lirectives
ZO0GMEC and Z0068VEC (OJ LA7E, 27.06.2013, p. 3320

T8 Article 41010 of Regulation (EU) No S75/2013.
18 Anicle S of ire ctive 2013 3EEL.
T This i supported by Adicle X2 and recital 9 of Regulation (EC) H o 360483,

3 Guideline (ELY 20454510 ofthe European Cerntral Bank of 19 December 2014 an the implementation of
the Eurosystem monetany policy framewo i (eneral Documentation Guideline) (ECB2014607 (0OJ L
a1, 2.4.2015, p. 3).

The higher the res erve requirement is set, the fewer funds banks will have to loan oo, lzading to lowear
money creation.

18 See: Article 19 of the Statute; Council Regulation {ECI Mo 253182 of 23 Hovember 1998 concerning the
application of minimum resenes by the European Central Bank (OJ L3318, 27.11.1992, p. 1); Regulation
[ECY) Mo 174%2003 of the European Central Bank of 12 September 2003 on the application of minimum
resenies (ECBS2002080 (0O L2250, 21020032, p.10); and Regulation (ELY Mo 107 122013 of the European
Central Bark of 24 September 20132 concerning the balance sheet ofthe monetary financial institutions
sector (EC BF201 333 (O L2897, 7 112013, p. 12
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226

227

Single spelling of the euro

Article 3(4) of the Treaty on European Unian lays down that the 'Union shall establish
an economic and monetary union whose currency is the euro’. In the texts of the
Treaties in all the authentic languages written using the Roman alphabet, the euro is
cansistently identified inthe nominative singular case as 'eurn’. In the Greek alphabet
text, the euro is spelled "supid’ and in the Cyrillic alphabet text the euro is spelled
‘eepn’ ' Caonsistent with this, Council Regulation (EC) Mo 974/95 of 3 hay 1995 on
the intraduction of the euro™ makesit clear thatthe 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 ofthe word 'eura’ in the
naminative singular case in all EU and national legislative pravisions, taking into
account the existence of different alphabets.

Inwiew of the exclusive competence of the EU to determine the name of the single

currency, any deviations frorm this rule are incompatible with the Treaties and should
be eliminated '® YWhile this principle applies to all national legislation, the assessment
inthe cauntry chapters focuses an the NCBs' statutes and the euro changeov er laws.

Legal integration of MCBs into the Eurosystem

Frovisions in national legislation (in particular an NCE's statutes, but also ather
legislation) which would prevent the performance of Eurosystem-related tasks or
compliance with the ECEB's decisions are incompatible with the effective operation of
the Eurosystern once the Member State concerned has adopted the euro. Mational
legislation therefore has to be adapted to ensure campatibility with the Treaty and the
Statute in respect of Eurosystem-related tasks. To comply with Aricle 131 of the
Treaty, national legislation had to be adjusted to ensure its compatibility by the date of
establishment of the ESCE (asregards Sweden) and by 1 May 2004, 1 January 2007
and 1 July 2013 (as regards the Member States that joined the EU on these dates).
Mevertheless, statutary requirements relating to the full legal integration of an NCB
into the Eurasystem need anly enter into farce at the moment that full integration
becomes effective, i.e. the date onwhich the Member State with a derogation adapts
the euro.

The main areas examined in this report are those in which statutory provisions may
hinder MCBs' compliance with the Eurasystem's requirements. These include
pravisions (a) that could prevent MCBs from taking part in implementing the single
monetary policy, as defined by the ECE's decision-making bodies, or (b) that could

2 The'Declaration by the Republic of Latwia, the Republic of Hungary and the Republic of Malta on the
zpelling of the name ofthe single currency inthe Treates', annexed to the Treaties, states that; "Without
prejudice to the unified speling of the name ofthe single currency of the Buropean Union referred to in
the Treaties as displayed on barknotes and on coine, Latwia, Hungany and Makta declare thatthe s pelling
of the name ofthe single currency, including its deriv atives as applied throughout the Latwian, Hungarian
and hMattese text ofthe Treaties, has no effect on the existing rules ofthe Latwian, Hungarian or hattes e
languages'.

= oo L4130, 1154902, p. 1.
'E  Opinion COMSD12/5T.
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hinder a Governor from fulfilling their duties as a member of the ECE's Governing
Council, or (c) that do not respect the ECB's prerogatives, or (d) that do not recognise
that the exclusive competence for ESCB-related tasks in Member States whose
currency is the eura isirrevocably conferred on the Lnion 27 ar (e) pursuant towhich
MCEs inthe performance of their ESCB-related tasks are hound by decisians of
national autharities that conflict with legal acts of the ECE. Digtinctions are made
between economic policy abjectives, tasks, financial pravisions, exchange rate policy
and international cooperation. Finally, other areas where NCBs' statutes may need to
be adapted are mentioned.

Economic policy objectives

The full integration of an MCE into the Eurosystemn requires its statutory objectives to
be compatible with the ESCHE's ohjectives, as laid down in Article 2 of the Statute.
Arnong other thing s, this means that statutory objectiveswith a 'national flavour' — for
exarmple, where statutary provisions refer to an obligation to conduct monetary policy
within the framewark of the general economic palicy ofthe Member State concerned —
need to be adapted. Furthermore, an MCEB's secandary objectives must be consistent
and not interfere with its obligation to support the general econamic policies in the ELU
with a view to contributing to the achieverment of the abjectives of the EU as laid down
in Article 3 of the Treaty on Eurapean Union, which is itself an objective expressed to
be without prejudice to maintaining price stability. 1#

Tasks

The tasks of an NCE of a Member State whose currency is the euro are predominantly
determined by the Treaty and the Statute, given that NCEB's status as anintegral part
of the Eurosystem. In order to comply with Article 131 of the Treaty, provisions an
tasks in an NCB's statutestherefore need to be compared with the relevant provisions
of the Treaty and the Statute, and any incormpatibility must be rermoved 12 This
applies to any provision that, after adoption of the euro and integration into the
Eurosystern, constitutes an impediment to carrying out ESCE-related tasks and in
particular to provisions which do not respect the ESCE's powers under Chapter IV of
the Statute.

Any national legislative provisions relating to monetary policy must recognise that the
EUl's monetary policy is to be carried out through the Eurosystem. ™0 An NCE's
statutes may cantain provisions an monetary palicy instruments. Such provisions
should be comparable to those inthe Treaty and the Statute, and any incompatibility
rust be removed in order to cormply with Article 131 of the Treaty.

Opinion COMN2020/2.

Opinions COMM2010/30 and CONZ010033.

See, in particular, Aricles 127 and 128 of the Treaty and Aricles 3 to 6 and 16 of the Statute.
First indent of Aricle 12702 of the Treaby.
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haonitaring fiscal developments is a task that an NCEB 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 ta contributing to the proper functioning
of the European Manetary Union. The manitoring of fiscal developments by an MCE
for monetary policy purposes should be based an the full access to all relevant public
finance data. Accordingly, the MCBs should be granted unconditional, tirmely and
automatic access to all relevant public finance statistics. However, an MCH's rale
should not go beyand monitoring activities that result fram or are linked — directly or
indirectly —to the discharge of their monetary policy mandate. ®! Aformal mandate for
an NCBto assess forecasts and fiscal dev elopments implies a function for the NCBin
(and a corresponding responsibility for) fiscal policymaking which may risk
undermining the discharge of the Eurosystem's monetary policy mandate and the
MCE's independence, 132

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, asthis may impairthe implementation of
the single manetary palicy. In particular, this applies to the extension of State
guarantees to cover interbank deposits, ™

hember States must ensure that national legislative measures addressing liquidity
prablems of businesses or professionals, for example their debts to financial
institutions, do not have a negative impact on market liguidity. 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 flaow of
credit, materially influence the stabilty of financial institutions and markets and
therefore affect the performance of Eurosystem tasks '

Mational legislative provisions assigning the exclusive right to issue banknotes to the
MCE must recognise that, once the euro is adopted, the ECHB's Goveming Council has
the exclusive right to authorise the issue of eura banknotes, pursuant to Article 125(1)
of the Treaty and Aricle 16 of the Statute,™® while the right to issue euro hanknotes
belongs tothe ECEB and the MCBs. Once the euro is adopted, national legislative
provisions enabling the govermment to influence issues such as the denominations,
praduction, valume orwithdrawal of banknotes must also ether be repealed or
recagnition must be given to the ECE's powers with regard ta eura banknotes, as set
out in the provisions of the Treaty and the Statute. Irrespective of the division of
responsibilities in relation to coins between governments and MCBs, the relevant
provisions must recognise the ECE's power to approve the volume of issue of euro
coing once the eurois adopted. A Member State may not consider currency in

' Opinions COM2012205, COMZOI390 and CON201381,

= For example, national legislafive provisions transpesing Council Dire ctive 201185EU of 3 N ovember
2011 an requirements for budgetany frameamadis of the Member States (OJ L2306, 22.11.2011, p. 1), See
Opinions COMA20123/90 and CONZ0139.

= Opiniens COM/2002/09, COMZOMTI and CONZO17M.
3 Opinion CON2010/5.
1F Paragraph 3.1 of Opinion CON/ 202,
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circulation as its NCE's debt to the government of that Member State, as this would
defeat the concept of & single currency and be incompatible with the reguirerments of
Eurosystem legal integration.'®

With regard to foreign resery e management,™ any Member State that has adopted
the eura and which does not transfer its official fareign reserves™ to its NCBis in
breach of the Treaty. In addition, any right of a third party —for example, the

gov ernment or parliament — to influence an MCEB's decisions with regard to the
management of the official fareign reserveswould be incansistent with the third indent
of Article 127(2) of the Treaty. Furthermare, NCBs have to pravide the ECE with
foreign reserve assets in praportion to their shares inthe ECE's subscribed capital.
Thizmeansthatthere must be no legal obstacles to NCBs transferring foreign reserve
assets to the ECE.

With regard to statistics, although regulations adopted under Aricle 34.1 of the Statute
inthe field of statistics do not confer any rights or impose any obligations on hMember
States that have not adopted the eura, Article 5 of the Statute, which concerns the
collection of statistical information, applies to all Member States, regardless of
whether they have adopted the euro, Accordingly, Member States 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 ta
fulfil the ECH's statistical reparting requirerments™® and to make timely preparations in
the field of statistics in order for them to become Member Stateswhaose currency is the
eurn. ™ Mational legislation laying down the framewaork for cooperation between the
MCEs and national statistical offices should guarantee the MCBs' independence in the
petfarmance of their tasks within the ESCB's statistical framework ™

Financial provisions

The financial provisions in the Statute comprise rules on financial accounts 2
auditing " capital subscription ™ the transfer of foreign reserve assets™® and the
allocation of ronetary incorme. ™% MCBs must be able to comply with their obligations

1E Opinion CONM002/24.

T Third indert ofArticle 127(2) of the Treaty.

= yirith the exception of foreigr-exchange working balances, which Member State governments may retain
pursuarnt to Article 127030 of the Treaty

2 Inthis regard, national legizlation should ensure corsiste noy with the reparting requirements = et out in
Union legislation. See Opinion CONZO02002E.

™ Opinien COMZ0138S.

M Qpiniens COMS201585 and CON2015.24.

"2 Article 26 of the Statte.

19 Anticle 27 of the Statute.

1 Aricle 28 of the Statute.

Y€ Aricle 30 of the Statute.

1% Article 32 of the Statute.
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under these provisions and therefore any incompatible national provisions must be
repealed. V7

Exchange rate policy

A Mermber State with a derogation may retain national legislation which provides that
the government is responsible for the exchange rate palicy of that Member State, with
a consultative and/or executive role being granted to the NCE. However, by the time
that a Member State adapts the euro, such legislation must reflect the fact that
responsibility for the euro area's exchange rate policy has been transferred to the EU
lewel in accordance with Ardicles 138 and 219 of the Treaty.

International cooperation

Forthe adoption of the euro, national legislation rmust be compatible with Article 6.1 of
the Statute, which provides that in the field of international cooperation invalving the
tasks entrusted to the Eurosystem, the ECE decides how the ESCE is repre sented.
Mational legislation allowing an MCE to participate in international monetary
institutions must make such participation subject to the ECB's approval (Article 6.2 of
the Statute).

Miscellaneous

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

1% Paragraphs 2.1 and 3 2 to 3.4 of Opinion CON/2022437; paragraphs 2.1,2.2 and 3.1 to 3.5 of Opinion
COM 2022249,
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The state of economic convergence

This chapter provides 2 horizontal overview. Some factars relevant for the overall
assessment are not covered here, but in Chaptersd and 4.

Reflecting challenging economic conditions, limited progress has been made
as regards compliance with the convergence criteria since the ECB's 2022
Convergence Report. n all six countries examined in this repart, HICP inflation is
abave the reference value, and well abave it in five countries (Tahle 3.17. Since Ajpril
2022 the 12-month average of long-term interest rate differentials versus the euro
area has increased in one country, declined infour countries and rermained
unchanged in one country. As in 2022 three countries are not compliant with the
lang-term interest rate criterion, with their rate being above the reference value. The
currencies of same of the countries examined in this report have experienced sizeahle
fluctuations against the euro overthe last few years. Publicfinances improved in most
of the countries following the COMWID-19 pandemic astheir economies recovered and
pandemic support measureswere phased out. Howeyer, in most cases, public deficts
and debt ratios remain above pre-pandemic levels, partly owing to the ecanomic
impact of Russia's war against Ukraine and the fiscal policy measures taken in
response to the resulting high energy prices.
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Table 3.1
Overview table of economic indicators of convergence

G Irudg etary develoy and
Price stahility projections Exchange rate
General
Country in government General Currency Fxchange
HICP excessive surplus (4/ | government | participating | ratevis-hvis | Long-term
inflation’ deficif* deficit{)* debt* in ERM IF the euro® interest rate’
Bulgaria
2022 130 Mo 29 26 Yes oo &
A3 11 MNo -18 231 Yes oo 38
2024 51 No 28 248 Yes oo 40
Czech
Repwblic
022 148 Mo -32 442 Mo 42 43
2023 120 Mo 37 440 Mo 23 4.4
2024 B3 Mo 24 4572 No 42 42
Hungary
a2z 153 Mo 62 741 I -1 76
023 170 Mo 67 735 Nao 24 74
2024 G4 No 54 743 Mo -20 68
Poland
2022 132 Mo 34 492 No -26 61
223 109 Mo 51 496 Nao 3 58
2024 51 MNa 54 £37 Nao 49 56
Romania
2022 120 Yes B3 475 No 02 75
2023 97 Yes bk 438 No 03 67
A4 -] Yes 69 s09 Mo 0B B4
Sweden
2022 g1 Mo 12 332 Nao -48 16
2023 59 Ma 06 312 Mo -30 25
2024 36 Mo -14 320 Mo 07 25
Reference 33 3.0 60.0 48
vahue

Sourcey European Commission (Eurostat, Directorate-Ganeral for Economic and Financial Affairs) and Europaan System of Central
Banks

1) Av erage annual percentage change Data for 2024 refer o the pancd from Jure 2023 to May 2024

2) Refer to vhether & country vsas subject 1o an EU Council decision on the exirdence of an excavuive defict for at last part of the year
3) The information for 2024 refers to the period up to the cut off date for =tatisdic (19 June 2024)

4) Az a percentage of GDP Data for 2024 are taken from the European Commpsions Spnng 2024 Econormec Forecast

5) Annual percentage change Apostve (hegative) number denotes appreciation [depreciation) vin-a-vin the euro Data for 2024 refer to
the perod from 1 January 2024 1o 19 June 2024

B) Av erage annual interest rate Data for 2024 referto the period from June 2023 to May 2024

7) The reference valuay for HICP imflation and long.term inter es ratays refer to the penod from June 2023 1o May 2024, for the general
govemnment balance and debt, the reference values referred to in Article 126(2) of the Treaty are specdied in the related Protocol (Ne 12)
on the excessve defict procedwre

Over the past two years the EU has been hit by the economic fallout from
Russia’s invasion of Ukraine, which led to a significant weakening of economic
activity and soaring inflation rates. Since early 2022 Russia’'s war against Ukraine
has weighed on economic activity in the countries under review owing to the
associated uncertainty, trade and supply chain disruptions, and deteriorating business
and consumer confidence. At the same time, the surge in energy and commodity
prices reduced demand and held back production. The central and eastem European
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countries under review have been particularly strongly affected by the econamic
irmpact of the war given their high energy intensity of production, their econormic
openness and integration in global supply chains, and their trade with and financial
exposures to Russia (see also Section 3.1). In addition, the tightening of monetary
palicy, which in mast of the countries under review started earlier than inthe euro
area, has weighed on economic activity. The Czech Republic, Hungary and Sweden
ware particulady strongly affected  with their economies contracting in 2023 as a
whaole. Inthe same year, weak growth was recordedin Poland, while the economies of
Bulgaria and Romania remained samewhat moare resilient, grawing at rates of around
2%, supported by relatively strang domestic demand.

Economic activity is expected to strengthen in the near term in all the countries
under review, but geopolitical tensions are clouding their economic prospects.
The easing of price pressures and supply bottlenecks observed since the beginning of
2023, along with improved confidence and resilient labour markets | is expected to
support the economic recavery of the countries under review in 20024 At the same
tirne, econormic activity will continue to be dampened by tight financing conditions and
uncertainty. A key source of uncertainty is geopolitical tensions, which might
exacerbate fragmentation trends, potentially further disrupting trade and investment
flows and increasing risk perceptions. The ecanomic outloak is also clouded by losses
in price competitiveness over recent years in mast of the countries under review and
uncertainty surrounding the path of inflation.

Owver recent decades the central and eastern European countries under review
have made progress in terms of real convergence towards the euro area
average. Since 1999 these countrie s have significantly narrowed their gaps ta the
euro area average interms of real GOP per capita (Chart 3.1). However, since 2019
the catching-up process has stalled, or even reversed, in some countries, particularly
the Czech Republic, which experienced substantial real exchange rate appreciation
between the end of 2019 and spring 2023, Al the same time, significant
macroecanomic and financial vulnerabilities persist, albeit to differing degrees
depending on the country. If not adegquately addressed, such vulnerabilities are likely
to expose countries to adverse external shocks and slow their convergence progress
overthe long terrm. Some of the key challenges related to the longterm real
canvergence of these countries include (i) a changing and uncertain geopalitical
landscape, which might nat only affect trade and investment flows inthe near future
but also shape long-term praduction trends; (i) shifting industrial structures, which is
typically a chalenge for countries moving from middle to high incorme levels; (i)
persistent labour shotages and adverse dermographic developments, particularly the
outflow of highly skilled people; and (i) limited progress on improving the quality of
governance, institutional capacity and the business erwvironment.
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Chart 3.1
Real GDP per capita

R 1 o 3 r
a) Relative to the euro area average b) Initial level in 1999 compared with
subsequent change relative to the euro area
average
(ndex ewo sres = 100) (index surp area =100, waxs level n 1938, y-30s changa n
|level in percentage points, 1999.2023)
- G - PL
- = RO
= Hu -8k
140 [41]
120
——/J—'\,‘ 0
00
a0 20
60
0
40
-20

1999 2003 207 XN A5 A1 A3 20 40 B0 BO 100 120 140

Sources European Commission (Drectorate-General for Economic and Financial Affairs) and ECB calculations

MNotes Baued on real GOP per capita in tarme of purchasng poveer © andard [n panel b) the red dot! indizate the countnes undar
review, the grean dott indicate coundries that joined the euro area from 2003 onwards, the light blue dots indicate countnes that pined
the euro area before 2003, the grey dol indicates Denmark [reland 1s excluded because of the exceptional GDP revision made for 2005,
which did not reflect an actusl increave in economic activity Luxembourg 15 excluded because GDF per capta computabons are
distortad by the hugh nmber of crose bordear yarker

Regarding the price stability criterion, the 12-month average inflation rate was
above the reference value of 3.3% in all of the six countries examined in the
report (Chart 3.2). Bulgaria, the Czech Republic, Hungary, Poland and Romania
recorded inflation rates well above the reference value, while inflation was slightly
above the reference rate in Sweden. In the 2022 Convergence Report, Bulgaria, the
Czech Republic, Hungary, Poland and Romania also recorded inflation rates well
above the reference value applicable at that time, which was 4.9%.
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Chart 3.2
HICP inflation

(average annual percentage changes)
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Source Eurostat

At the time of publication of this report, Romania is the subject of an EU Council
decision on the existence of an excessive deficit. In addition, the European
Commission found in June 2024 that Hungary and Poland did not fulfil the
deficit criterion of the Stability and Growth Pact. After sharp increases during the
pandemic, budget deficits mostly decreased but remained at elevated levels in all the
countries except Sweden in 2023. Compared with the 2022 Convergence Report, the
budget balance improved in four of the countries under review, while it deteriorated
strongly in Poland and to a lesser extent in Sweden. In 2023 the budget deficit was
above the reference value in four of the countries under review: in Hungary and
Romania, it was significantly above the reference value, at 6.7% and 6.6% of GDP
respectively, in Poland it was well above the reference value, at 5.1% of GDP, and in
the Czech Republic, it was above the reference value, at 3.7% of GDP (Chart 3.3). In
2024 the deficit-to-GDP ratio is expected to deteriorate in four of the countries,
according to the European Commission’s Spring 2024 Economic Forecast, and it is
expected to remain above the 3% reference value in Hungary, Poland and Romania.
In 2025 the budget balance is expected to improve in four of the countries, but is
expected to continue to exceed the reference value in Hungary, Poland and Romania.
Regarding the debt criterion, in 2023 the debt ratio was well below the reference value
in both Bulgaria and Sweden (Chart 3.4). In the Czech Republic, Poland and Romania
it was below the reference value, between 40% and 50% of GDP. Hungary was the
only country under review with a general government debt-to-GDP ratio above the
60% reference value in 2023. At the cut-off date for this report, Romania was still
subject to a Council decision on the existence of an excessive deficit. An excessive
deficit procedure was launched in April 2020, and in June 2024 the Commission found
that Romania had not taken effective action to put an end to its excessive deficit
situation. At the same time, the Commission also concluded that the government
deficit criterion of the Stability and Growth Pact was not fulfilled either in Hungary or
Poland, based on their outcomes in 2023 and planned deficits for 2024. Consequently,
the Commission announced its intention to propose in July 2024 to the EU Council to
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adopt a decision under Article 126(6) of the Treaty establishing the existence of an

excessive deficit situation in Hungary and Poland.

Chart 3.3
General government surplus (+) or deficit (-)
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Chart 3.4
General government gross debt
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As regards the exchange rate criterion, only the Bulgarian lev is participating in
the exchange rate mechanism (ERM Il) at the time of publication of this report.

The Bulgarian lev was included in ERM Il as of July 2020 at a central rate of 1.95583
levs per euro and is subject to the standard fluctuation band of +15%. Bulgaria joined
ERM Il with its existing currency board in place as a unilateral commitment, placingno
additional obligations on the ECB. The agreement on participation in ERM Il was

based on a number of policy commitments made by the Bulgarian authorities. Over
the two-year reference period the Bulgarian lev did not exhibit any deviation from its
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central rate. With the exception of the Romanian leu, which showed low volatility, the
other cumrencies not participating in ERM Il exhibited relatively high volatility. The
Czech koruna, the Romanian leu and the Swedish krona were weaker against the
euro in June 2024 than in June 2022. At the same time, the Hungarian forint was
trading at almost the same level, while the Polish zloty was stronger (Chart 3.5).4

Chart 3.5
Bilateral exchange rates vis-a-vis the euro

(ndex average of June 2022 =100, dally dsta, 20 June 2022 - 18 June 2024)
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With regard to the convergence of long-term interest rates, three of the six
countries under review recorded long-term interest rates above the reference
value, which was 4.8% (Chart 3.6). Interest rates were above the reference value in
Poland, Romania and Hungary. The lowest value was recorded in Sweden. In the
2022 Convergence Report, long-term interest rates in Poland and Hungary were
above the reference value, which at that time was 2.6%, while in Romania they were
well above that value.

1% For the purpose of this report, exchange rates are quoted in units of national currency per euro Thus a
decrease In the exchange rate corresponds to an appreciation of the currency sganst the euro, and an
increase In the exchange rate comresponds to a depreciation of the currency aganst the euro, while the
percentage changes indicate the degree of appreciation or depreciation of the currency
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Chart 3.6
Long-term interest rates

(percentages annual sverages)
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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 Economic and Monetary Union (EMU) showed that
weak fundamentals, an excessively loose macroeconomic stance, inadequate
statistical capacity at the country level and overly optimistic expectations about
convergence in real incomes pose risks not only to the countries concemed but also to
the smooth functioning of the euro area as a whole. The second decade showed that
economic convergence can be challenging and take a long time if initial
macroeconomic imbalances are large, adjustment and reform processes are difficult,
and/or resilience to adverse shocks is weak. Addressing these challenges is the
responsibility of national authorities and is first and foremost in the country's own
interest, but it is also important for the smooth functioning of the of the euro area in
general and the transmission of monetary policy in particular. Compliance with the
numerical convergence criteria at a single pointin time is, by itself, not a guarantee of
smooth and beneficial economic and financial developments as a member of the euro
area in the future. Countries joining the euro area should therefore demonstrate the
sustainability of their convergence processes and their capacity to live up to the
ongoing commitments and challenges which euro adoption represents, taking into
account that the monetary union is not a fiscal union and that risk-sharing mechanisms
within EMU are thus very limited.

To achieve sustainable convergence, lasting policy adjustments are required in
many of the countries under review. Prerequisites for sustainable convergence
include macroeconomic stability, a supportive business environment with efficient
economic structures and public institutions, and, in particular, a 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. The conditions of an
open market economy with free competition are needed to ensure the efficient use of

Convergence Report, June 2024 51

11885/24 KGlsl 53
ECOFIN 1A EN

www.parlament.gv.at


https://www.parlament.gv.at/pls/portal/le.link?gp=XXVII&ityp=EU&inr=191647&code1=RMA&code2=&gruppen=Link:ECOFIN%201;Code:ECOFIN;Nr:1&comp=ECOFIN%7C1%7C

3.1

capital and labour in the economy, and to support productivity and long-run economic
growth, Ahigh degree of economic integration with the euro area is needed to achieve
the synchronisation of business cycles. Mareover, appropriate macroprudential
policies need to be in place to prevent the build-up of macroeconomic and financial
imbalances, such as excessive asset price increases and socially costly hoom-bust
credit cycles. An appropriate framework for the supervision of financial institutions also
needs to be inplace. In the case of countries subject to in-depth reviews by the
European Cammission in the context of the macroecanomic imbalance procedure
(MIFY, it is essential that they address the identified imbalances in their economies.
Finally, the strength of the institutional enviranment, including a country's ability to
implement economic adjustment and sound structural policies, is a major factorin
economic integration and conv ergence. The Mext Generation EU (NGELN package
represents & unique opporunity to accelerate the process of conv ergence with the
eura area, with efficient and effective implementation of investment plans and refarms
being crucial for its success.

The price stability criterion

In May 2024 five of the six countries under review recorded a 12-month average
inflation rate well above the reference value of 3.3% for the price stability
criterion. Inflation rose sharply in 2021, largely driven by base effects, strong
increasesin energy prices, supply bottlenecks triggered by the pandemic, and a sharp
rise in global dermand for goods, Since early 2022 Russia's war against Ukraine has
exacerbated inflationary pressures through higher energy and commodity price s and
by adding strains to already stretched supply chains. Consequently, inflation
increased further in all countries under rewiew in 2022, albeit to differing degrees
owing partly to dormestic policies. Since the 2022 Conv ergence Report, inflation has
followed a similar pattern in most of the countries under review; between June 2023
and May 2024 inflation moderated significantly in all countries, but was higher in
Bulgaria, the Czech Republic, Hungary, Paland and Ramania than in Sweden, mainly
reflecting their greater vulnerability to recent adverse global shocks, aswell as the
tightness of their labour markets, Against this background, these five countries
recorded inflation rateswell above the reference value, while in Sweden the inflation
rate was slightly above the reference value.

Longer-term price developments have mirrored the volatile macroeconomic
environment, particularly over the past fewyears. Over the past ten years bath the
average rate and the volatility of inflation hav e varied sigrificantly acrossthe countries
examined (Chart 3.7). During this period | average inflation was consistently higher
than in the eura area in all the countries under review. Initially, from 2014 to 2016,
inflation wa s subdued in all the countries, mainly reflecting dev elopments in glabal
commadity prices, low imported inflationary pressures and, in some countries,
persistent spare capacity, reductions in administered prices and indirect taxes, and a
strengthening of the nominal effective exchange rate. Againstthis backdrop, monetary
policy conditions were loosened considerably. Fram 2017 inflation accelerated owing
ta the strengthening of econamic activity, solid domestic demand, increasingly tight
labour market conditions and rising energy and commodity prices, prompting a
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tightening of the monetary policy stance in some of the countries under review. The
outbreak of the pandemic in 2020 resulted in a large drop in economic activity in that
year. Inflation slowed in some countries, while it remained more persistent in others,
reflecting higher food and services prices, as well as the tightness of the labour
market. Inflation increased significantly in all the countries under review in 2021 and
2022, largely driven by sharp increases in energy prices, and by the supply-demand
mismatches triggered by the pandemic and the macroeconomic policy responses.
Since early 2022 Russia's war against Ukraine has added to the inflationary
pressures, To combat this rise in inflation, most central banks started to strongly
increase their main policy rates in 2021, while govemments introduced discretionary
fiscal support measures to alleviate the burden of high inflation on the economy. In the
countries under review, these measures were concentrated in 2022 and 2023, and
mainly took the form of increases in subsidies, largely in relation to energy products,
and, to a lesser extent, reduced ind'rect taxes. After peaking around the end of
2022/beginning of 2023, inflation started to fall sharply, driven by previous monetary
policy tightening, the fall in global energy prices and the easing of pipeline pressures
and supply bottlenecks. Given the moderation in inflation dynamics, central banks in
the Czech Republic, Hungary and Poland started to ease their monetary policy stance,
while fiscal support measures have gradually been withdrawn in all the countries
under review.

Chart 3.7
Long-term HICP inflation developments and outlook

(annual parcentage changes)
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Most of the countries under review were particularly exposed to recent glohal
shocks, largely owing to certain structural features of their economies.
Countries in central and eastern Europe experienced significantly higher inflation rates
than the euro area and Sweden, reflecting their vulnerability to the impact of the war in
Ukraine and associated geopolitical changes. First, these countries typically display a
higher energy intensity of production than the euro area, mainly owing to larger
energy-intensive sectors (i.e. manufacturing and transport) and fewer energy-efficient
appliances and buildings. Second, the share of energy and food in their consumption
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baskets is higher than in the euro area, which can often be seen in economies with
lower average incomes. Third, most of these economies were heavily dependent on
Russian energy prior to the outbreak of the war, making them more vulnerable to
energy supply disruptions. Fourth, these countries are deeply integrated in global
supply chains, implying a larger impact of global supply bottlenecks. While external
shocks were an important driver of initial inflation differentials, domestic factors also
played a prominent role. In particular, labour market conditions have remained tightin
most of the countries under review, with historically low unemployment rates and
persistent labour shortages resulting in robust wage growth (Chart 3.8, panel a) (see
also Section 3.5).

Chart 3.8
Cumulative growth in the HICP, nominal unit labour costs (ULC) and harmonised
competitiveness indicators (HCls) between 2014 and 2023

a) HICP and nominal ULC b) HCls based on ULC and GDP deflator
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While inflationary pressures are expected to moderate further over the forecast
horizon, over the longer term there are concerns about the sustainability of
inflation convergence in most of the countries examined. According to the
European Commission's Spring 2024 Economic Forecast, inflation is expected to
decrease from 2023 levels in all the countries under review in 2024, owing to the
ongoing easing of pipeline pressures and supply bottlenecks and to the past monetary
policy tightening. However, inflation is expected to remain elevated in Hungary,
Poland and Romania in 2024 and 2025, owing to a recovery in domestic demand and
high labour cost growth, while in Sweden it is projected to already converge to the
target in 2024. These forecasts are subject to considerable uncertainty given the
current circumstances. The risks to the inflation outlook are tilted to the upside in
almost all the countries under review, as renewed global supply bottlenecks and

tensions in energy markets might result in stronger than expected inflation, which,
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3.2

given the tightness ofthe labour markets, could also exert further upward pressure on
wages. Looking further ahead, since GDP per capita and price levels are still lower
than in the euro area in all the central and eastern European countries under review,
the catching-up process is likely to result in positive inflation differentials vis-3-vis the
euro area, unlesscounteracted by an appreciation of naminal exchange rates.

An environment that i conducive to sustainable price stability in the countries
covered in this report requires stahility-oriented economic policies, structural
reforms and measures to safeguard financial stability. Achieving or maintaining
an enviranment supportive of price stability will crucially depend on the functioning of
labour markets. Looking ahead, an important factor will be how wages react to high
realised inflation and how they reflect labour productivity growth and take into account
labour market conditions and developrnents in price and cost competitiveness relative
to competitor countries (Chart 3.8). Continued reform efforts are needed to further
improve the functioning of labour and product markets and to maintain favourable
conditions for economic expansion and employment growth. To this end, measures to
support stronger governance and further improvements in the quality of institutions are
essential. Given the limited room for manoeuy re in monetary policy, especially for
Bulgaria, which participates in ERM I, it isimperative that other palicy areas support
the capacity of these economies to maintain price stability, cope with country-specific
shocks and avoid the build-up of macroecanomicimbalances.

The government budgetary position criterion

At the time of publication of this report, Romania remains the subject of an EU
Council decision on the existence of an excessive deficit, while three other
countries also exceeded the deficit reference value in 2023. The deficit in
Rormania exceeded the 3% of GOP reference value in 2019 and an excessive deficit
procedure was opened in April 2020, The deadline for correction of the excessive
deficit wags later set to 2024, The fiscal deficit-to- GOP ratios of four of the countries
under review exceeded the reference value in 2023. The deficits were above the
reference value inthe Czech Republic, at 3.7% of GDP, well above the reference
value in Poland, at 5.1 % of GDP, and significantly above the reference value in
Romania, at 5.6% of GOP, and in Hungary, at 6.7 % of GOP. In Bulgaria and Sweden
the deficit rermained well below the reference value, at 1.9% of GOP and 0.6% of GDP
respectively.

Thefiscal deficit in 2023 was belowits 2021 level in four of the countries
covered in this report on account of the economic recovery after the pandemic
and the phasing-out of the fiscal policy measures taken in response to it. After
having risen abave the 3% reference value in all the countries under review except
Sweden in 2020, as the pandemic led to a substantial deterioration in economic
activity and fiscal measureswere adopted to mitigate its impact, the deficit remained
abaov e the reference value in four of the countries in 2021, In 2022 the budget balance
irmproved in most of the countries as their economies continued to recov er and parts of
the fiscal support measureswere withdrawn. However in 2023 this was partly
counteracted by the angaing economic impact of Russia'swar against Ukraine, the
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fiscal policy measurestaken in response to the resulting high energy prices and the
weakening of economic activity, leading to & worsening of the budget balance in 2023
cornpared with 2022 in five of the countries, most notably in Poland, where the budget
deficit in 2023 was 3.3 percentage points higher than in 2021,

For 2024 the European Commission forecasts that the deficit-to-GDP ratio will
remain ahove the 3% reference value in Hungary, Poland and Romania. [n 2024
the government balance is projected to deteriorate in four of the countries under
review, and it is projected to remain well above the reference value in Hungary and
Faland, and significantly above it in Romania. At the same time, it is expected ta return
to below the 3% reference value in the Czech Republic.

In 2023 the debt ratio was above 60% of GDP in Hungary, while in the other
countries under review the debt levels were helow or well helow this threshold
(Table 3.1 and Chart 34). The government debt-to-G0P ratio was below its 2021
lewel in four of the countries under review in 2023, mastly an account of the recavery
after the pandemic. Yhile the debt ratio increased natably, by 2.0 percentage points of
GOP, in the Czech Republic and slightly, by 0.3 percentage points of GOP, in
Romania, it fell by 5.5 percentage points of GOP in Sweden, 4.0 percentage points in
Poland, 3.2 percentage points in Hungary and 0.8 percentage points in Bulgaria.
Taking a longer perspective, between 2014 and 2023 the government debt-to- GDP
ratio increased significantly in Romania (by 9.7 percentage points) and notably in the
Czech Republic (by 2.1 percentage points), while it declined in the other countries.

For 2024 the European Commission projects an increase in debt-to-GDP ratios
in all of the countries under review. The debt ratio is expected to increase naotably in
Faoland and Romania and moderately in the other four countries. The Commission's
prajections indicate that the deht ratio will remain below ar well helow the B0%
reference walue in all the countriesin 2024, with the exception of Hungary.

In June 2024 the European Commission found that Romania had not taken
effective action to address its excessive deficit, and that Hungary and Poland
did not fulfil the deficit criterion of the Stability and Growth Pact. On 19 June
2024 the Commission issued a report prepared in accordance with Article 126(3) of
the Treaty based on data validated by Eurostat on 22 April 2024 for 12 Mermber
States, including the Czech Republic, Hungary and Poland. ™® 1t found that in 2023 the
budget deficit was above, and not close to, the 3% of GOP referencevalue inthe
Czech Republic, Hungary and Paland. Mareaver, it found that Hungary and Paland
weare planning a deficit above, and not close to, the reference value in 2024, The
excess overthe reference value was not considered to be exceptional (as defined by
the Treaty) in all three countries. 1t was not expected to be ternporary in Hungary or
Faoland, whereas it was expected to be tempoarary in the Czech Republic, as its deficit
was projected not to exceed the reference value in 2024 and 2025, Owerall, it
assessed that the defict criterion was not fulfilled by either Hungary ar Poland while it
was assessed as being fulfiled by the Czech Republic. On the basis of the report, the

1€ Report prepared in accordance with Article 12603 of the Treaty on the Functioning of the European
Union (202025 592 final).
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Comrmission announced its intention to propose in July 2024 ta the EU Council to
adapt a decision under Article 126(8) of the Treaty establishing the existence of an
excessive deficit situation in Hungary and Poland. It is expected that the Commission
will propose to the Council in autumn 2024 recommendations to put an end ta the
excessive deficit situation. Moreover, the Commission found that Romania had
missed the deficit target of its ongoing excessive deficit procedure in 20223, and that
the fiscal effort fell significantly short of what had been recornmended by the Council.
Ornthat basis, the Commission issued a recommendation for a Council decision
establishing that Romania had nat taken effective action in response to the Article
1267 recommendation to put an end to the excessive deficit situation by 2024 at the
late st

Looking ahead, it is essential for the countries examined in this report to
achieve and‘or maintain sound and sustainahle fiscal positions. Romania , which
is subject to an excessive deficit procedure andwas found to be at high medium-term
fiscal sustainability risk in the European Commission's Debt Sustainability Monitar
2023, should ensure compliance with the rules of the Stability and Growth Pact and
correct its excessive deficitin linewith the recommendation of the EU Council. "™ In all
the countries under review except Sweden, the deficits in 20223 clearly exceededthose
from befare the pandemic. Those countries should return their budget balance to
below the 3% reference value as soon as possible, ar keep it below it, and they should
build up the buffers ne eded to allow automatic stabilisers to wark and raise resilience
to adverse shocks. Moreover, Hungary, whose debtto-GDP ratio exceeds the
reference value, should ensure that its ratio is declining sufficiently to ensure that fiscal
buffers are available far any future dawnturn. All countries need to ensure compliance
with the revised Stability and Growth Pact, which will set recommendations for 2025
onward s, Generally, further consalidation would make it easier to deal with the
budgetary challenges related to adverse dermographic developments. Strong national
figcal framewarks that are fully in line with EU rules and implemented effectively
should suppart fiscal consalidation and limit slippages in public expenditure, while
helping to prevent a re-emergence of macroeconomicimbalances. Cwerall, fiscal
strategies should be consistent with reprioritising government investment as well as
comprehensive structural reforms to increase potential growth and ermployment. The
MEEY programme needsta be implemented efficiently and effectively in order to
support econamic development and adjust to the structural changes that are under
WaY.

The exchange rate criterion

At the time of publication of this report, the Bulgarian lev is the only currency
participating in ERM Il. The currencies of the ather Member States under review
operate under different exchange rate regimes.

M Eurcpean Commission, ,European Economy Institutional Paper,
Mo 274, March 2024,
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On 10 July 2020 the ERM I parties decided, by mutual agreement, to include the
Bulgarian lev in ERM Il and it therefore participated in ERM Il for the two-year
reference period from 20 June 2022 to 19 June 2024, The Bulgarian lev was
included in ERM I at a central rate of 1.95583 levs per euro with a standard fluctuation
band of +15%. Bulgaria joined ERM Il with its existing currency board in place as a
unilateral commitment, thus placing no additional obligations on the ECE The
agreerment on paticipation in ERM |l was based on a number of policy commitments
made by the Bulgarian authorities (some of which had already fulfiled by the time of
the inclusion of the lev in ERM I} with the aim of achieving a high degree of
sustainable economic convergence by the time of euro adoption. The ECE and the
European Commission have been monitoring the effective implementation of
Bulgaria's post-entry cammitrments, acting within their respective areas of cormpetence
as provided for by the Treaties and secondary legislation. Initsrale as the supervisary
authority, and given its shared responsibility for macroprudential palicy, the ECE is
closely manitaring the implementation of the commitments related ta the financial
sector,ie. the insol ency framewark and the anti-maney laundering frarmework, owing
to their potential impact on prodential aspects. Bulgaria is currently working towards
campleting these commitments and is encouraged to accelerate its effarts to fulfil the
elements of the Action Plan as adopted by the Financial Action Task Force fallowing
the grey-listing of Bulgaria in Octaber 2023, Over the reference period the lev did not
exhibit any deviation from the central rate.

The currencies not participating in ERM Il traded under flexible or managed
floating exchange rate regimes, in most cases amid relatively high exchange
rate volatility. The Romanian leu, which traded under a managed floating exchange
rate regime, exhibited a low degree of valatility. The ather currencies not participating
in ERM Il traded under flexible exchange rate regimes and were subject to a relatively
strang degree of volatility. The Czech koruna, the Romanian leu and the Swedish
krana were weaker againstthe euro in June 2024 than in June 2022, A the same time,
the Hungarian forint was trading at almost the same level while the Palish zlaty was
stranger.

The long-term interest rate criterion

Ower the reference period, three of the six countries under review recorded
averag e long-temm interest rates that were ahove the 4.8% reference value. The
cauntries with the lowest average long-term intere st rates were Sweden and Bulgaria
at 2.0% and 4.0% respectively. The Czech Republic also recorded an average
long-term interest rate below the reference value at 4.2%, while Poland and Romania
remained above at 5.6% and B.4% respectively. The highest average long-term
interest rate was recorded in Hungary at 5.8%. In 2022 12-manth averages of
long-term interest rates continued to rise awing to mounting inflationary pressures
following the initial shock related to the impact of Russia's invasion of Ukraine. Since
the beginning of 2023 long-term interest rates in all the countries appear to have
stabilised, or even declined somewhat, albeit still remaining at high levels in almost all
of them.
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3.5

Since the 2022 Convergence Report, long-term interest rate spreads vis-a-vis
the euro area average have declined in all of the countries under review except
Bulgaria. Monetheless, a significant degree of heterogeneity persists in long-term
interest rate differentials acrossthe countries under review, reflecting differences bath
inthe countries' cyclical positions and in financial markets' assessments of their
external and internal v ulnerabilities, including developments in budgetary
performance and the prospects for sustainable convergence. In May 2024 Bulgaria's
long-term interest rate was B0 basis points abave the euro area level, representing a
0.9 percentage point increase in the differential compared with its level at the
beginning of the review period in May 2022, These developments are presumably
linked to country risk arising from paltical instability, as Bulgaria's banking system is
predorminantly owned by euro area-based banks and the central bank operates a
currency board which de facto imports euro area monetary conditions. Hungary,
Faoland, the Czech Republic and Romania experienced the largest declines inthe
interest rate differential over the review period, by between 1.8 percentage paints and
2.9 percentage points. Sweden's interest rate differential declined the least (by 0.8
percentage points).

Other relevant factors

According to the European Commission, concerns related to cost
competitiveness pressures have increased significantly. n its

the Commission refers in particular to the significant increase in nominal
unit labaur costs inthe central and eastern European countries under review, amidst
large cumulated inflation differentials and tight labour markets. The Cammission
concluded that in-depth reviews were warranted for Hungary, Romania and Sweden.
Asregards Hungary, the Commission found that there are still concerns related to
strang price and cost pressures, government and external financing needs, and house
prices. Far Ramania, it found that concerns related to cost competitiveness, external
sustainability and the government deficit remain substantial. In the case of Sweden,
the Cammission found that concerns related to house prices, high household debt and
corporate debt remain. Although the Cormmission classified the other countries under
reviesw in this report ashaving no imbalances, those countries also face various
challenges. In its ,the Commission
canfirmed that Hungary and Sweden cantinue ta experience imbalances, while
Romaniawas found to be experiencing excessive imbalances after experiencing
imbalances until 2023, as vulnerabilities related to external accounts, mainly linked to
large and increasing government deficits, remain, while significant price and cost
pressures have increased and palicy action has been weak.

The external positions of most of the countries under review have deteriorated
in recent years. The MIF scoreboard shows that three-year average current account
balance s moved further into negative territory in most of the countries under review in
2023 (Table 3.2). Widened deficits reflected surging commodity prices, resulting in
wargening terms of trade, togetherwih resilient domestic demand and weak import
demand in majar trading partners. In 2023 the three-year average current account
deficit was beyand the lower band of the indicative threshold of -4.0% of GDF in
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Romania and at -4.0% in Hungary. It was above the upper band of the indicative
threshold of 5.0% in Sweden.

In most of the countries under review, negative net international investment
positions as a share of GDP have diminis hed but remain at high levels. The net
foreign liabilities of the central and eastern European countries are mainly in foreign
directinvestment, which is considered a more stable form of financing. In 2023 the net
inte rmational inv estment position was beyond the indicative threshold of -35% of GDP
in Hungary and Ramania. Met foreign liabilities were lower in Paland (31.5% of GDPY,
the Czech Republic (13.2% of GDP) and Bulgaria (7.6% of GDF), while Sweden
recorded a positive net international investment position (33.2% of GDF).

In terms of price and cost competitiveness, hetween 2021 and 2023
HICP-deflated real effective exchange rates appreciated to different degrees in
many of the countries examined, with Sweden being an exception. The
three-year groweth rate of unit labour costs, stood at wery high levels in almost all the
countries under review. [t exceeded the indicative threshold of 12% in all the countries
except Sweden in 2023, In Bulgaria, Hungary and Rormania, unit [abour costs
increased by more than twice the threshold. Despite the deterioration in price and cost
comnpetitiveness, export market shares improved somewhat in all countries in 2023
and also aver a multi-year horizon (owing ta, for example, the expansion of export
praduction capacities).

The economies of the countries under review remain well integrated with the
euro area through trade and financial linkages. The euro area is the main trading
and financial partner of all the countries under review (Chart 3.9). In 2023 exports of
goods ta the euro area ranged from argund 40.7% of total expoarts in Sweden to B2.4%
inthe Czech Republic. In the same year, impoarts fram the eura area varied between
41.8% of total imports in Bulgaria and 55.8% in Poland. As regardsfinancial
investrment, the share of the euro area in the stock of irward direct inv estrment
exceeded YO% in the Czech Republic, Romania and Paland, while the share of the
eura area inthe stock of portfolio investment liabilities was abav e that threshald in
Bulgaria. Far bath directinvestment and portfolia investment, the share of the stock of
foreign assets invested in the euro area was highest in Romania, followed by the
Czech Republic. In addition, banks owned by financial institutions domiciled in the
eura area play animportant rale in the banking systems of the central and eastern
European countries under review, especially in Bulgaria, the Czech Republic and
Romania. Cverall, the business cycles of all the countries under review continue to be
highly synchronised with that of the euro area.
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Chart 3.9
Trade and financial linkages with the euro area

a) Share of trade in goods with the euro area b) Investment position with the euro area
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Since 2022 house price growth has decelerated in all the countries under
review. In the period 2021-22 house prices increased at rates not seen since before
the global financial crisis in most of the countries under review. Since 2022 the steep
increase in borrowing costs, coupled with deteriorating consumer confidence, has had
a dampening impact on mortgage lending and residential property prices, albeit to
different degrees across the countries (Chart 3.10, panel a). In Bulgaria and Poland,
the comrection in the housing market was relatively mild, while house prices contracted
sharply in Sweden, where risks remain high owing to elevated levels of household
indebtedness and the large exposure of the banking sector to real estate. Higher
interest rates increased debt service costs, particulady in countries where the share of
variable rate mortgages has historically been high, such as Poland, Romania and
Sweden (Chart 3.10, panel b). Looking ahead, the debt servicing capacity of
households might be eroded further should energy prices soar again, interest rates
remain higher for longer or labour market conditions deteriorate significantly.
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Chart 3.10
House prices and share of variable rate mortgage loans

a) Residential property prices b) Share of variable rate loans for house
purchase
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Notes Panel a) residental property pnces in nommal terms, panel b) share of new loansto households for house purchase with a
floating rate or an mibial rate fi-ation period of up 19 one year intotal new loans to houssholds for house purchase Average over the
period from January 2014 to Apnl 2024

Exposures to foreign exchange risk increased in most of the countries under
review, while the banking sector has remained resilient overall. Since 2022 the
share of loans to firms denominated in euro has increased significantly (Chart 3.11,
panel a), especially in the Czech Republic, Hungary and Romania, reflecting the
widening of interest rate differentials vis-a-vis the euro area. By contrast,
euro-denominated loans to households have remained at relatively low levels in all of
the countries under review. Besides potentially reducing the effectiveness of domestic
monetary policy, high euroisation increases the vulnerabifity of the financial system to
exchange rate swings, as it could lead to currency mismatches on private sector
balance sheets. Financial stabi'ity nisks associated with higher foreign exchange
exposures, higher interest rates and the ongoing comrection in housing markets are
mitigated by the resilience of the banking sectors, which have continued to display
sound capital positions and liquidity buffers, stable access to funding and adequate
profitability in all of the countries under review. In addition, non-performing loan ratios
have declined further, reaching or remaining close to historical lows in 2023 (Chart
3.11, panel b), albeit remaining above the euro area level in most of the countries
under review.
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Chart 3.11
Euro-denominated and non-performing loans

a) Share of euro-denominated loans to NFCs 'b) Non-performing loans

{as a percantage of the lotal) (as a percentage of the total)
= BG = PL = BG = PL
CZ = RO [+4 = RO
= HUJ = SE = HU = SE

60 7

50

40

30

20

10

0 0
2021 2022 2023 2024 2021 2022 2023

Sources ECE and ECB calculstons
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Financial sector policies in the countries under review should be aimed at
ensuring that the financial sector makes a sound contribution to sustainable
economic growth and price stability, and supervisory policies should be geared
towards ensuring a financially healthy and resilient banking system, which is a
precondition for joining the Single Supervisory Mechanism (SSM). In order to
further support confidence in the financial system, the national competent authorities
should continue to improve their supervisory practices by, among other things,
following the applicable recommendations ofthe relevant intemational and European
bodies and by collaborating closely with national supervisors of other EU Member
States within the supervisory colleges. Since the entry into force of the close
cooperation framework with Brnrapcka HapoaHa 6aHka (Bulgarian National Bank) in
2020, the ECB has assumed responsibility for (i) the direct supervision of significant
institutions in Bulgaria, (ii) common procedures for all supervised entities, and (jii) the
oversight of less significant institutions, which continue to be supervised by the
national supervisor. Since establishing close cooperation, the ECB has worked closely
with Bvnrapcka HapogHa 6aHnka (Bulgarian National Bank) to ensure its smooth
integration into the SSM.

Labour market conditions have remained tight in most of the countries under
review. Since the publication of the 2022 Convergence Report, the unemployment
rate has increased somewhat in most countries under review, but it has remained
close to historical lows and below the euro area level (Chart 3.12, panel a). Most of the
countries continued to face labour shortages in certain segments of the labour market,
which added to strong wage pressures. Shortages in labour supply are apparent from
less favourable developments in the labour force and working age population in the
central and eastern European countries under review compared with the euro area
(Chart 3.12, panel b). These trends are due to migration outflows of highly skilled
young people and rapid population ageing. Other structural challenges in the labour
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markets of some of the countries under review include low labour market participation
(especially for women) and significant skill mismatches. Although the tightness of the
labour market represents an upward risk for the wage and infiation outlook in the near
term, risks of a wage-price spiral seem to be contained, owing to broadly anchored
longer-term inflation expectations, which reflect the markets’ belief in the commitment
of central banks to price stability. In the medium term, adverse demographics and
structural issues in labour markets represent a major challenge for the central and
eastem European countries in trying to further catch up with the euro area. Risks are
particularly pronounced in Bulgaria and Romania, whose populations are expected to
continue shrinking at a fast pace over the coming decade.

Chart 3.12
Labour market indicators
a) Unemployment rate b) Working age population
(percentages of the labour force) (parcartage changes)
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Sources Eurostat and ECB caleulations
Nole Parelb) percentage changes between the first quarter of 2014 and the fourth quarter of 2023 (blue bars), percentage changes
between the frit quarter of 022 and the fourth quarter of 2023 (yellows bars)

The strength of the institutional environment is another important factor in the
analysis of the sustainability of economic integration and convergence. Low
quality of institutions and weak governance may be associated with, for example,
weaknesses in the business environment, an inefficient public administration, tax
evasion, corruption, a lack of social inclusion, a lack of transparency, a lack of judicial
independence and/or poor access to online services. In most of the countries under
review, enhancing institutional quality would contribute to removing existing rigidities
and impediments to the efficient allocation and use of production factors, thereby
strengthening long-term growth capacity. By hampering potential output growth, a
weak institutional environment may also undermine a country's debt servicing ahility
and make economic adjustment more difficult. It may also affect a country’s ability to
implement necessary policy measures.

The quality of institutions and governance is relatively weak in all the central
and eastern European countries under review — especially in Bulgaria, Romania
and Hungary. This can pose risks for economic resilience and the sustainability of
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convergence. Specific institutional indicators broadly confirm an overall picture of
poor-guality institutions and poor governance in most of the countries, although some
of them have experienced an improvement over recent decades (Chart 3.13)."' In
this respect, Bulgaria, Romania and Hungary are among the countries facing the
greatest challenges within the EU. The implementation of the reforms set out in their
respective Recovery and Resilience Plans would help strengthen the rule of law and
governance in these countries.

Chart 3.13
Overview of EU countries in terms of institutional quality
a) Worldwide Govemance Indicators b} Corruption Perceptions Index
(ndex, x-aws level n 2000, y-mas level in 2022) (index, waws lavelin 1999, y-ans levelin 2023)
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MNoles Panela) Thaindes i1 corrputed as the average of the percentile scores (relztive to the icale) of the folloy ang World Governance
Indicatore voice and accountability, political isabilty and absence of viclencesfterroriim, gov ernment effect enas i, regulatory quality,
rule of 3 7, and control of corruption Panelb) The Corruption Perception: Indes ranks countnes by ther percewved levels of public sector
comuption on a dcale of 0 (ghly corrupt) to 100 {very clean) For the Corruption Perceptions Indes the reference years for Cyprus and
Malta are 2003 and 2004 respactively The red dots indicate the countries under revew, the green dots mdicate countries that joined the
euro area from 2003 onwards, the light blue dots ndicate countrizs that joined the euro area before 2003, the grey dot indicates
Denmark

Wide-ranging structural reforms are required in most of the countries under
review to improve economic growth and competitiveness. Improving local
institutions, governance and the business environment, along with further progress on
the reform and privatisation of state-owned enterprises and the efficient absorption of
EU funds, would help speed up productivity growth. This would in turn contribute to

151 Measunng institutional quality 1s challenging and inevitably involves a degree of Judgement On the one
hand. perception-based ndicators can have some ment when compared vath other indicators Cne
advantage of perception-based surveys resides In their catch-al nature. whereas more specific
measures may provide highly astorted information Also, while the absolute value of perception-based
Indicators may be questionable they are useful for cross-country comgansons. unless it I clear that
there I1s a systemahc bias against one or more speciic countnes Mareover, indicacors that are based
solely on the content of laws but not on detaled knowledge of their actual implementanon. can be
misleading Furthermare. as no insttutional maodel may be presumed to be preterable e ante,
percephon-based surveys may prevent the emergence of measurement biases when gauging the
various dimensions of eccnomic governance directly On the other hand perception-based surveys also
produce distortions Forinstance they may be heavily influenced by a recent episode or poorly designed
questons Moreover as regards EU countries, the inshtutional tocus has enly gained analytical and
policy prominence in recent years There is thus generally spaaking, still ample scope tor measurement
improvements Finaly, cross-country approaches to an issue as comples as insttuticnal quality or good
governance are necessanly somewhat insulncient and clearly need to be complemented yath more
country-specific and longer-term assessments At the same time, measurement dmculties should not
lead to a down-playing of these crucially iImportant determinants of long-term prospenty, social faimess
and well-being
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increasing competition in key regulated sectors (e.g. energy and transport), lowering
barriers to entry and encouraging much-needed private investment.

Table 3.2

Scoreboard for the surveillance of macroeconomic imbalances

Table 3.2a — Extemal imbalances and competitiveness indicators

Net international Real effects
Current i hange rate, Export markat Neminal unit
halance' position? HICP-deflated® share! labzur costs®

Brdgaria
2020 10 -25E6 70 154 1949
parll o1 -186 37 109 16 4
x22 -10 -128 56 147 26
a3 -1 76 aE 159 74
Crech Republic
2020 ag -163 55 70 187
22 01 -145 50 -20 139

22 <19 -187 133 75 148
2023 24 132 241 0B 158
Hungary
2020 05 -528 51 A 136
2 20 -53E 42 30 125
2022 -15 -621 -89 52 240
2023 -40 -6 E 103 a4 340
Poland
2020 01 -439 08 333 140
parll 03 -398 07 233 121
2022 4 -333 05 158 1.7
223 a7 <314 93 230 priil
Romania
2020 -4 8 -47 6 34 195 a7
202 57 =470 11 92 147
222 71 -408 25 B0 169
2023 78 -398 67 106 7
Sweden
2020 46 74 -48 Z8 B1
2021 61 191 22 05 45
22 B2 18 16 -32 78
2023 B5 337 73 a7 111
Threshold A0/+60 350 110 6.0 +120
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Table 32b - Intemal imbalances and unemployment indicators

Internal imbalances Unemployment indicaters
Private
House sector Private
prices, credit sector General
CONSump- flowy, debt, Financial | govem- Unem- Long-term Youth
tion-deflate | consoli consoli sactor ment ploymaent | Activity unem unem-
lf dated® dated | labilhies® | deb? rate’ rate’ | ployment® | ployment

Bulgaria
020 52 42 921 105 246 58 n9 -12 13
2021 25 49 640 104 239 55 06 -10 01
222 =21 59 746 "na 228 52 06 -07 15
223 27 21 46 14 -04 53
Czech
Republic
220 4 06 87 48 il 23 05 -04 o
2021 164 29 /BE g2 420 25 oo 01 15
222 16 45 760 32 442 25 05 oo 12
2023 -100 440 25 o7 02 03
Hungary
2020 15 g2 768 549 793 37 20 -05 20
2021 98 129 80s 169 767 38 21 -01 36
a2 52 62 730 87 741 39 258 01 08
2023 77 735 39 29 03 03
Poland
2020 B7 17 7680 "y 572 35 15 -09 -41
2021 aE a7 712 129 f16 33 an -01 o1
a2 -19 30 B34 30 492 3z 35 oz 11
2023 -19 o9 570 1009 495 30 43 oz 06
Romania
2020 23 13 481 134 &7 54 23 -06 -14
2 02 38 479 143 485 55 32 -02 D5
2022 b4 a3 437 g2 475 58 a5 02 18
223 59 20 404 167 488 5k 27 04 o2
Swarden
2020 33 145 2127 o4 402 73 01 -01 65
2021 g1 €2 2135 na2 BT 81 o1 09 79
X2 30 104 2080 30 32 83 o7 11 24
2023 -109 N2 80 19 06 -15
Threshold +60 140 +1330 +16.5 +50.0 100 0.2 05 20

Sourcey European Commipgion (Eurosat. Direclorate-General for Economic and Financial Affairs) and European Sy+dem of Central

Banks

Motes This table includey data avarlable ayat 19 June 2024, 1 e the cut-off dale for this report, and therefore differs from the scoreboard
published m the Alert Mechanism Report 2024 shich was published in November 2023
1) As a percentage of GDF.three-year average
2) As a percentage of GOP
3) Three-year percentage change relstve to 41 other ndustnal countries Apostive value mdicates s loss of competitveness
4) Frve-year percantage change

£) Three-year percentage change
B) Year on-year percentage change
7) Three-year average
) Three-year percentage pont change
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4.1

4.2

Country summaries

Bulgaria

In May 2024 the 12-month average rate of HICP inflation in Bulgaria was 5.1%,
i.e. well above the reference value of 3.3% for the criterion on price stability.
This rate is expected to decrease gradually over the coming maonths, as pipeline
pressures and supply bottlenecks continue to ease. Core inflation is expected to
rernain persistently high, mainly reflecting strong wage pressures amid tight labour
markets. Unit labour costs gres by 27.4% over the period from 2020 to 2023, which is
wall above the euro area rate of 95%. There are concerns about the sustainability of
inflation convergence in Bulgaria over the longer term. The catching-up processis
likely ta result in positive inflation differentials vis-a-vis the eura area, since GOP per
capita and price levels are still significantly lower in Bulgaria than inthe euro area.

Bulgaria is currently not subject to a Council Decision on the existence of an
excessive deficit. Bulgaria's general government budget deficit was 1.9% of GDF in
2023, e wel below the 3% reference value, and its debt-to-GDP ratio was 23.1%, i.e.
weall below the 60% reference value.

The Bulgarian lev participated in ERM Il in the two-year reference period from
20 June 2022 to 19 June 2024, Cwer the reference period the lev did not exhibit any
deviation fram the central rate. The agreement an participation in ERM Il was based
on a number of policy commitments by the Bulgarian autharities. Bulgaria is currently
warking towards completing these post-entry commitments and is encouraged to
accelerate its efforts to fulfil the elements of the action plan that was adopted by the
Financial Action Task Force (FATF) after Bulgaria was placed on the FATF's"grey list"
of jurisdictions under increased monitaring in Dctober 2023,

Ower the reference period from June 2023 to May 2024, long-term interest rates
in Bulgaria stood at 4.0% on average and were thus below the 4.8% reference
value for the interest rate convergence criterion. The differential between
long-term interest rates in Bulgaria and the euro area (GDP-weighted) interest rate
declined slightly, standing at 0.5 percentage points at the end of the reference period.
Capital markets in Bulgaria remain smaller and much less developed than those in the
BUrD area.

Bulgarian law is compatible with the Treaties and the Statute of the ESCB as
required under Article 131 of the Treaty, s ubject to the conditions and
interpretations set out in Section 7.1.

Czech Republic

In May 2024 the 12-month average rate of HICP inflation in the Czech Republic
was 6.3%, i.e. well ahove the reference value of 33% for the criterion on price
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4.3

stability. This rate is expected to decrease gradually over the coming months, driven
by the past monetary policy tightening and the ongoing easing of pipeline pressures
and supply bottlenecks. At the same time, the very tight labour market wil continue to
exert upward pressure on inflation. There are some concerns about the sustainability
of inflation convergence in the Czech Republic aver the langer term. Unless
counteracted by an appreciation of the nominal exchange rate, the catching-up
process may result in positive inflation differentials vis-&-visthe euro area, since GOP
per capita and price levels are still relatively lower in Czech Republicthan inthe euro
area.

The Czech Republic is currently not subject to a Council Decision on the
existence of an excessive deficit. The Czech Republic's general government
budget deficit was 3.7 % of GDP in 2023, i.e. above the 3% reference value, while its
debt-to- GOP ratio was 44.0%, i.e. below the B0% reference value. In June 2024, the
European Caommission assessed the excess deficit as being temparary since the
deficits in 2024 and 2025 were projected not to exceed the reference value. After
considering the relevant factors, it assessed the deficit criterion of the Stability and
Growth Pact as being fulfilled.

In the twoyear reference period from 20 June 2022 to 19 June 2024, the Czech
koruna did not participate in ERM I, but traded under aflexible exchange rate
regime. The exchange rate of the Czech karuna against the eura exhibited, on
average, a relatively high degree of volatility over the reference period. On 19 June
2024 the exchange rate stood at 24 9100 korunas per euro, e, the koruna was 0.8%
weakerthan its average level in June 2022,

Ower the reference period fromJune 2023 to May 2024, long-term interest rates
in the Czech Republic stood at 4.2% on average and were thus belowthe 4.8%
reference value for the interest rate convergence criterion. The differential
between long-term interest rates in the Czech Republic and the euro area
(GDP-weighted) interest rate declined slightly, standing at 1.1 percentage points atthe
end of the reference period. Capital markets in the Czech Republic are smaller and
much less developed than those in the euro area.

Czech law does not comphy with all the requirements for central bank
independence, the monetary financing prohibition and legal integration into the
Eurosystem. The Czech Republicis an EL Member State with a derogation and must
therefare comply with all adaptation requirements under Article 131 of the Treaty.

Hungary

In May 2024 the 12-month average rate of HICP inflation in Hungary was 8.4%,
i.e. considerabhly above the reference value of3.3% for the criterion on price
stability. This rate is expected to decrease gradually aver the coming months, driven
by the past monetary policy tightening and the ongoing easing of pipeline pressures
and supply bottlenecks. At the same time | the tight labour market and strong repricing
in the services sector will continue to exert upward pressure on inflation. Unit labour

Convergence Repart, June 2024 (1]

11885/24

KG/sl

ECOFIN 1A EN

www.parlament.gv.at


https://www.parlament.gv.at/pls/portal/le.link?gp=XXVII&ityp=EU&inr=191647&code1=RAT&code2=&gruppen=Link:11885/24;Nr:11885;Year:24&comp=11885%7C2024%7C
https://www.parlament.gv.at/pls/portal/le.link?gp=XXVII&ityp=EU&inr=191647&code1=RMA&code2=&gruppen=Link:ECOFIN%201;Code:ECOFIN;Nr:1&comp=ECOFIN%7C1%7C

44

costs grew by 34.0% over the period from 2020 to 2023, which is well abov e the euro
area rate of 9.5%. There are concerns about the sustainability of inflation conv ergence
in Hungary over the longer term. Unless counteracted by an appreciation of the
nominal exchange rate, the catching-up process is likely to result in positive inflation
differentials vis-3-vis the euro area, since GOP per capita and price levels are still
lower in Hungary than in the euro area.

The European Commission found, in June 2024, that Hungary did not fulfil the
deficit criterion of the Stahility and Growth Pact. Hungary's general government
budget deficit was 6.7 % of GDP in 2023, i.e. significantly above the 3% reference
value, and its debt-to-GODP ratio was 73.5%, i.e. above the B0% reference value. In
June 2024 the Commission found that Hungary did not fulfil the deficit criterion of the
Stability and Growth Pact and announced its intention to propose to the Council, in
July, that & decision be adopted under Article 1 26(5) establishing the existence of an
excessie deficit situation in Hungary.

In the two-year reference period from 20 June 2022 to 19 June 2024, the
Hungarian forint did not participate in ERM Il, but traded under a flexible
exchange rate regime. The exchange rate of the Hungarian forint against the euro
exhibited, on average, a very high degree of volatility over the reference period. On 19
June 2024 the exchange rate stood at 3965.3400 forints per eura, i.e. the forint was
trading almost at the same level (0.1%) as its average level in June 2022 The Magyar
Memzeti Bank entered a repo line arrangement with the ECE in June 2020, under
wehich it could borrowe up to & bilion against high- quality euro-denominated collateral
to provide eura liquidity to Hungarian financial institutions. This agreement remained
inplace aver the reference period as it was extended again in January 2024,

Ower the reference period fromJune 2023 to May 2024, long-term interest rates
in Hungary stood at6.8 % on average and were thus above the 4.8% reference
value for the interest rate convergence criterion. The differential between
long-term interest rates in Hungary and the eura area (GDP-weighted) interest rate
declined sizeably, standing at 3.7 percentage paints atthe end of the reference period.
Capital markets in Hungary are smaller and much less developed than those in the
BUrD area.

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 therefare comply with all adaptation
requirerments under Article 131 of the Treaty.

Poland

In May 2024 the 12-month average rate of HICP inflation in Poland was 6.1%, i.e.
well above the reference value of 3.3% for the criterion on price stability. This
rate is expected to decrease gradually over the coming months, driven by the past
monetary policy tightening and the ongoing easing of pipeline pressures and supply
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bottlenecks. At the same time, the tight labour rmarket will continue to exert upward
pressure on inflation. Unit labour costs grew by 22.0% aver the period from 2020 to
2023, which is well above the euro area rate of 9.5%. There are concerns about the
sustainability of inflation convergence in Paland over the langer term. Unless
counteracted by an appreciation of the naminal exchange rate, the catching-up
process is likely to result in positive inflation differentials vis-a-vis the euro area, since
GOP per capita and price levels are still lower in Poland than in the euro area.

The European Commission found, in June 2024, that Poland did not fulfil the
deficit criterion of the Stahility and Growth Pact. Poland's general government
budget deficitwash.1% of GOP in 2023, i.e. well above the 3% reference value, while
its debt-to-GOPF ratio was 49.6%, i.e. helow the B0% reference value. In June 2024,
the Comrmission found that Poland did not fulfil the deficit criterion of the Stability and
Growth Pact and announced its intention to propose to the Council, inJuly, that a
decision be adopted under Article 126(8) establishing the existence of an excessive
deficit situation in Poland.

In the two-year reference period from 20 June 2022 to 19 June 2024, the Polish
zloty did not participate in ERM I, but traded under a flexible exchange rate
regime. The exchange rate of the Palish zloty against the euro exhibited, on average,
a relatively high degree of valatility ower the reference period. On 19 June 2024 the
exchange rate stood at4.3300 2lotys per euro, ie. the zlaty wasB. 8% strongerthan its
average level in June 2022, Between March 2022 and mid-January 2024 Marodowy
Bank Polski had a swap line arrangerment with the ECB, under which it could borrow
up to €10 billion against zlotys in order to address potential euro liquidity needs in the
Falish financial system.

Ower the reference period fromJune 2023 to May 2024, long-term interest rates
in Poland stood at 5.6% on average and were thus above the reference value of
4.8% for the interest rate convergence criterion. The differential between
long-term interest rates in Poland and the euro area (GDFP-weighted) interest rate
declined slightly, standing at 2.6 percentage paints atthe end of the reference period.
Capital markets in Paland are smaller and much less developed than those in the euro
area.

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 deragation
and must therefore camply with all adaptation requirements under Article 131 of the
Treaty.

Romania

In May 2024 the 12-month average rate of HICP inflation in Romania was 7.6%,
i.e. considerahly above the reference value 0f3.3% for the criterion on price
stability. This rate is expected to decrease gradually over the coming months, driven
by past monetary policy tightening and the ongoing easing of pipeline pressures and
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supply bottlenecks. At the same time, core inflation is expected to rermain sticky,
fuelled by strong wage developments in the context of a tight labour market. Unit
labour costs grew by 26.7 % aver the period from 2020 to 2023, which iswell above the
eura area rate of 9.5%. There are concerns about the sustainability of inflation
canvergence in Ramania over the langer term. Unless counteracted by an
appreciation of the nominal exchange rate, the catching-up processis likely to result in
positive inflation differentials wis-3-vis the euro area, since GOP per capita and price
levels are till lower in Romania than in the euro area.

Romania is currently subject to an excessive deficit procedure and the
European Commission found, in June 2024, that it had not taken effective
action. Romania's general government budget defict was 6.6% in 2023, i.e.
significantly above the 3% reference value, while its debt-to-GDP ratio was 48.8%, 1.e.
below the B0% reference value. Since April 2020, Romania has been subject to an
excessie deficit procedure, as its fiscal position exceeded the 3% reference value in
2019 Its headline deficit in 2023 was much higher than the recommended target. In
June 2024 | the European Cormmission assessed that Romania's response had been
insufficient and recormmended & Council Decision establishing that Rormania had not
taken effecti e action to address its excessive deficit.

Ower the reference period from 20 June 2022 to 19 June 2024, the Romanian leu
did not participate in ERM Il, but traded under aflexible 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 low degree of volatility
overthe reference period. On 18 June 2024 it stood at 4.9768 lei pereuro, i.e. the leu
was 0.7 % weaker than its average level in June 2022, Between June 2020 and
mid-January 2024 Banca Matjonald a Romdaniei had a repo line arrangement with the
ECE, under which it could borrow up to €45 billion against high-gquality
euro-denorminated collateral to provide euro liquidity to Romanian financial
institutions.

Ower the reference period fromJune 2023 to May 2024, long-term interest rates
in Romania stood at 64% on average and were thus ahove the 4 8% reference
value for the interest rate convergence criterion. The differential between
long-term interest rates in Romania and the euro area (GOP-weighted) interect rate
increased slightly, standing at 32 percentage points at the end of the reference
period. Capital markets in Romania are much smaller than thase inthe euro area and
are still underdey eloped.

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

In May 2024 the 12-month average rate of HICP inflation in Sweden was 36%,
i.e. ahove the reference value of 3.3% for the criterion on price stahility. This rate
is expected to decrease gradually aver the coming months, driven by a restrictive
monetary policy stance, a fall in energy prices and the angoing easing of pipeline
pressures. Consurner price inflation is expected to converge to Sveriges Riksbank's
2% target in 2024 and remain close to it in 2025, Looking ahead, Sweden's manetary
policy and its stability-oriented institutional framewark should continue to support the
achievement of price stability.

Sweden is currently notsubject to a Council Decision on the existence of an
excessive deficit. Sweden's general government budget defict was 06% of GDPF in
2023, ie. wellbelow the 3% reference value, and its debt-to-GDP ratio was 31.2%, i.e.
well below the 60% reference value. Sweden has never been subject to an excessive
deficit procedure.

In the two-year reference period from 20 June 2022 to 19 June 2024, 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 high degree of valatility averthe two-year period. On 19 June
2024 it stood at 11.2140 kranor per euro, i.e. the krana was 5.8% weaker than its
average level in June 2022, Overthe reference period Sveriges Riksbank maintained
a awap agreement with the ECBfor borrowing up to €10 billion in exchange for
Swedish kranor, which has been in place since 20 December 2007.

Ower the reference period fromJune 2023 to May 2024, long-term interest rates
in Sweden stood at 25% on average and thus remained well below the 4.8%
reference value for the interest rate convergence criterion. The differential
between long-term interest rates in Sweden and the euro area (GDP-weighted)
interest rate declined slightly, standing at -0.7 percentage paoints at the end of
reference period. Capital markets in Sweden are highly developed compared with
those in the euro area.

Swedish law does not comply with all the requirements for central bank
independence, the monetary financing prohibition and legal integration into the
Eurosystem. Sweden is an EU Member State with a derogation and must therefore
camply with all adaptation requirements under Article 131 of the Treaty. Pursuant to
the Treaty, Sweden has been under the obligation to adopt national legislation with a
view to integration into the Eurosystem since 1 June 19938, As yet no legislative action
has beentaken by the Swedish authorities to reme dy the incompatibilities described in
this and previous repors.
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2.1

Examination of economic convergence
in individual countries

Bulgaria

Frice developments

In May 2024 the 12-month average rate of HICP inflation in Bulgaria was 5.1%,
i.e. well above the reference value of 3.3% for the criterion on price stahility
(Chart 5.1.1). Thisrate is expected to decrease gradually aver the coming months, as
pipeline pressures and supply bottlenecks continue to ease.

Ower the pastten years the 12-month average rate of HICP inflation has
fluctuated within avery wide range, from -1.7 % to 14.1%. After a prolonged period
in negative territory, inflation turned positive again in 2017, Robust economic groth
and falling unermplayment, togetherwith a longerterm decling in the working age
population, as well as administrative and palicy factors, led to a sharp rige in nominal
wages and unit labour costs. In 2018 and 2019 the annual average rate of HICP
inflation rase further, to around 2 5%, owing to upward pressure from both buayant
dormestic demand onthe back of strong wage growth and hikes in food and services
prices. Thereafter, the contraction of the Bulgarian econory as a result of the
COWID-19 pandemic and declines in oil and energy prices kept HICP inflation at low
levels, averaging 1.2% in 2020 (Table 5.1.1). Rising global energy and food prices,
changes in administered prices and the rebound in econamic activity and private
consumption pushed up prices in the first half of 2021, From September that year the
rate of inflation accelerated markedly, owing to high electricity, fuel and gas prices,
and the associated direct and indirect effects. Russia's invasian of Llkraine in late
February 2022 exacerbated the increase in glabal commaodity prices and supply
bottlenecks, leading to a sharp rise in HICP inflation , which peaked at 156% in
Septernber 2022 before starting to decre ase. As with the other central and eastern
European countries under review, Bulgaria has been particularly vulnerable to recent
glabal shocks, owing mainly to certain structural features of its econamy and its
exposure to Russia (see Chapter 3). By December 2023 annual HICF inflation had
slowed to 5% on account of lower commodity prices, easing supply bottlenecks and
gov ernment measures to mitigate the impact of the energy price rises. These were
mainly in the form oftransfersto households and firms, and to a lesser extent changes
inindirecttaxes. The straongest contribution to this decline in HICP inflation came fram
energy and food prices, the same companents that fuelled inflation in the period
2021-22,

In May 2024 the annual rate of HICP inflation reached 2.7%. This is the lowest it
has been since the third quarter of 2021 after the 2.5% inflation rate recarded in April
2024, The decline in inflation aver the first five manths of 2024 can be attributed to
lower cammadity prices and the easing of supply bottlenecks. Core inflation, defined
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as HICP inflation excluding energy and food, remains abov e headline inflation, owing
to persistentwage pressures amid tight labour markets, strong dome stic dermand and
lirnited spillover effects of monetary policy tightening in the euro area inthe context of
ample liquidity and competition in the banking sectar.

The orientation of monetary policy towards price stability has played an
important role in shaping inflation dynamics in Bulgaria over the past decade.
On 1 July 1997 Benrapcka HapogHa badka (Bulgarian Mational Bank) introduced a
currency board arrangement. The Bulgarian lev was initially pegged at partothe
Deutsche Mark and since 1 January 1999 it has been pegged to the euro at a rate of
1.95583 levs per euro. Prudent fiscal policy has supported the stahbility of the currency
board since 1997 Given the limited spillover effects of monetary policy tightening in
the euro area, in 2023 Brnrapocka HapooHa badka (Bulgarian Mational Bank) raised
banks' minirmum reserve requirements to withdraw sorme of the excess liquidity from
the banking system.

Inflation is expected to continue to decline in the coming months, but over the
longer term there are concerns about the sustainabhility of inflation
comvergence in Bulgaria, According to the European Cormmission's Spring 2024
Economic Forecast, HICF inflation will fall o 3.1% in 2024 and 2.6% in 2025, Overthe
farecast harizon, falling impart prices are set to put downward pressure on the energy,
food and nan-energy industrial gaods componentsin 2024, Care inflation is alsa
projected to decelerate, driven by indirect effects from lower input prices and an
expected moderation inwage growth, Howey er, these fore casts are subject to
considerable uncertainty about the evolution of energy prices and the geopolitical
gituation. Risks to the inflation outlook are tilted to the upside, as labour shortages and
related wage pressures are expected to continue in the medium term, and an
escalation of geopalitical tensions could disrupt trade and cause volatility in energy
prices, adding further to inflation. Looking further ahe ad, there are concerns about the
sustainability of inflation conv ergence in Bulgaria aver the longer term, also taking into
account the marked increase inunit [abour costs and the tightness of labour markets.
LInit labour costs grew by 27 4% averthe period fram 2020 to 2023 —well abave the
euro area rate of 9.5% — challenging the competitiveness of the Bulgarian e conormy
(Table 3.2). The catching-up process islikely to result in positive inflation differentials
vis-a-vis the euro area, since GOP per capita and price levels are still significantly
lower in Bulgaria than in the euro area. In arder to prevent the build-up of excessive
price pressures and macroecanomic imbalance s, the catching-up process must be
supported by appropriate policies. In particular, while houdy labour costsin Bulgaria
are still the lowest in the EU, growth inwages needs to be consistent with that in
praductivity, amaong other things, in order to safeguard price competitiveness and the
country's attractiveness to fareign investors. Mareover, as Bulgaria has been
participating in the exchange rate mechanism (ERM 1) since July 2020 with its existing
currency board arrangement in place, it is important to contain inflationary pressures
with appropriate policies, not least to enhance productivity growth, especially in the
non-traded goods sector.

Achieving an environment that is conducive to sustainable convergence in
Bulgaria requires stability-oriented economic policies and wide-ranging
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structural reforms. Given monetary policy's lirmited room for manoewvre under the
currency board, other policy areas fiscal, macroprudential) should provide the
ecanomy with the means to cope with potential country-specific shocks and
macroecanomic imbalances. Thisis also of utmost importance far a smaooth
participation in ERM 11, as reflected in a number of Bulgaria's ERM [ post-entry
commitments, which are discussed in more detail in Sections.1.3. In addition,
structural reformsto enhance the business and institutional environment are crucial in
order to attract foreign direct investment and boost potential growth. These include
Bulgaria's commitment to further reduce corruption, ensure an independent and
effective judicial system, and improve the education system. A continued reduction in
the declining — but still elevated — corporate debt burden would support corporate
profitability and investrent. [tis also essential to strengthen national policies aimed at
enhancing competition in product markets, to proceed with the liberalisation of
requlated sectors and to manage a smaooth transition to a digital and greener
econarmy. In this context, sustained efforts are needed ta build up administrative
capacity and to further increase the absorption of EU funds. YWith long-term
unemployment accounting for a large percentage of total unemployment, active labour
market palicy measures are required to enhance the emplayability and strengthen the
gkill level of the warkfarce, and to pramote the econamic inclusion of the mo st
vulnerable segments of the population. With regard to macroecanomic imbalances,
the European Commission did not select Bulgaria for an in-depth review in its Alert
Mechanism Report 2024,

The convergence in banking s upervision achieved under the close cooperation
framework ensures the application of uniform supervisory standards and thus
contributes to safeguarding financial stability. Following the inclusion of the
Bulgarian lev in ERM I, the ECE and Brnrapcka HapogHa badka (Bulgarian Mational
Bank) have beenworking together under the close cooperation frarmework since

1 October 2020, The ECE is responsible far the direct supervision of four significant
institutions and the commaon procedures for all supervised entities, as well as the
oversight of 13 less significant institutions. Brarapcka HapogHa Banka (Bulgarian
Mational Bank) has been integrated into the Single Supervisory Mechanism and is
participating in its structures and networks, With regard tothe oversight of less
gignificant institutions, which have a domestic market share of roughly 30%, the ECB
iswarking clasely with national supervisors to further harmanise implementation of the
rules governing banking supervision, while alzo ensuring that joint supervisory
standards are applied consistently across the system. Given the limited spillover
effects of monetary policy tightening in the euro area, lending activity has remained
elevated, particularly in the loans to househalds segment. The stepwise increase in
the countercyclical capital buffer rate since 2022 to strengthen the resilience of the
banking sector seems appropriate.

Fiscal developments

Bulgaria’s general government budget deficit was well helowthe 3% reference
value in 2023 and its debt level was well belowthe 60% reference value. In the
reference year 2023, the general government budget recorded a deficit of 1.9% of
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GOP, thus standing well below the 3% deficit reference value. The general

gov ernment gross debt-to-GOP ratio was 23.1%, well below the 0% reference value
(Table 5.1.2). Compared with the previous year, the general government deficit
declined by 1.0 percentage paoints and the debt ratio increased slightly by

0.5 percentage paint. With regard to other fiscal factars, the deficit ratio was belaw the
ratio of public investment to GOP in 2023. The budget deficits in 2022 and 2023 were
affected by the economicimpact of Russia'swar against Ukraine and the discretionary
fiscal paolicy measurestaken in respaonse to the related high energy prices.

Bulgaria is currently not subject to a Council Decision on the existence of an
excessive deficit. Bulgaria has been subject to the preventive arm of the Stability and
Growth Pact since 2012, During the period in which the general escape clause under
the Stability and Growth Pact applied (due to the COWID-19 pandermic and the
invasion of Ukraine by Russia), the European Cornmission found, in May 2022, that
the general government deficit-to-GOP ratio in 2021 had been above and not close to
the reference value of 3%, and in May 2023, that the planned deficit in 2024 was also
above and not close to the reference value. In both cases, the Commission's analysis
suggested that the deficit criterion had not been fulfilled. Hovewer, given the high
uncerainty surrounding the macroeconomic outlook, the Commission considered that
at that juncture a decision on whether to place Member States underthe excessive
deficit procedure should nat be taken. Bulgariawas once subject to an excessive
deficit procedure between 2010 and 2012, while the general government debt has
been below the 50% of GOP reference value since 2004,

The budget balance improved over the period 2021-23, but the deficit remains
significantly above its level prior to the pandemic. Priorto the pandemic, prudent
fiscal policy had allowed Bulgaria to recard impraving structural balances, turning the
deficit of 5.4% of GOP in 2014 into a surplus of 2.1% of GOP in2019. As &
consequence of the pandemic and the government's fiscal support to buffer its impact,
the structural balance deteriorated strangly, reaching a deficit of 3.59% of GDP in 2021.
In addition, cyclical factors reflecting the deterioration in the economic situation
cantributed ta the overall increase in the budget deficit by B percentage points
between 2019 and 2021, The improverment in the budget balance since the pandemic
by 2.0% of GOP between 2021 and 2023 was o stly related to an increase in the
structural balance by 1.7 percentage points as a result of lower current expenditure.
The budget balance in 2023 was 4.0% of GOP lower than in 2019 | i.e. the year befare
the outbreak of the pandemic, which was entirely attributable to a deteriaration in the
structural balance by 4.0% of GOP.

The government debt-to-GDP ratio has remained well belowthe 60% reference
value over the past two decades. Priortothe pandemic, the debt ratio had declined
between 2014 and 2019 by 7.0 percentage points ta 20% of GOP, moastly awing to
high primary surpluses and, to a lesser extent, favourable interest-growth differentials.
Afterincreasing by 4 6% of GDP in 2020 at the start of the pandernic, the debt ratio
then fell between 2020 and 2023 slightly by 1.5% of GDP thanks to favourable

inte rest-growth differentials, which compensated samewhat for the debt-increasing
impact arising from primary deficits. The debt ratio in 2023 was 3.1 percentage paints
higher than in 2019,
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In the presence of along-standing currency board, the level and structure of
public debt allow Bulgaria to manage its debt effectively. The share of
government debt with a shart-term maturity has generally been negligible. Taking into
account the low share of debt with & wariable interest rate and the level of the de bt
ratio, fiscal balances are relatively insensitive to changes in interest rates. At the same
time, the proportion of foreign currency-denaminated government debt is high (74 8%
in2023). It is almost entirely denominated in euro —the anchor currency of Bulgaria's
currency board framewark. Fiscal balances are thus insensitive to changesin
exchange rates other than the euroflev exchange rate which is fixed under the
currency board.

The European Commission’s Spring 2024 E conomic Forecast predicts an
increase in the budget deficit and a moderate increase in the public debt ratio.
According to the European Caornmission's Spring 2024 Economic Forecast, the
headline balance deficit is expected to increase to 2.8% of GOP in 2024 and thus
remain below the 3% deficit reference value. The budget balance is projected to
deteriorate slightly in 2025 and reach a deficit of 29% of GOP. The debt ratiois
projected to increase moderately to stand at 24.8% of GOF in 2024 and 24 5% of GDP
in 2025,

Bulgarias fiscal framework has helped it to maintain a low debt ratio, hut there
is still scope for further improvement. Bulgaria has a large number of fiscal rules at
the general government and subnational levels, which comprise budget balance, debt
and expenditure rules. While those rules mitigate the risk of increasing debt, in
practice they are difficult to implement and therefare need to be streamlined and
gimplified in arder to strengthen their credibility in terms of ensuring continued sound
publicfinances aver the longer run. The Public Finance Act was last amended in 2020
as a response to the pandemic. Those amendments were aimed at increasing the
flexibility of the fiscal rules in the case of economic downturns, by allowing deviations
from the 3% general government deficit ceiling and the expenditure rule inthe case of
extraordinary circumstances outside the cantral of the gavernment which seriously
impact the fiscal position. Moreaver, the ceiling forthe cash-based budget deficit was
increased from 2% to 3% and the maxirmum amount of expenditure under the
consolidated fiscal programme was effectiely increased, as EU funds and national
co-financing were exempted from the scope of expenditure, while the maximum
amount of 40% of GOP remained. While those revisions lowered the stringency of the
twa rules, they do not compromise fiscal sustainability if the rules are adhered to. The
Fizcal Council was introduced in 2016 in line with EU requirements, and its man date
and the guality of itswork have been strengthened ov er tirme; further irmprov erments in
the areas of its technical and administrative capacities could help to increase
transparency. While progress has been made in increasing tax calle ction and
improving tax compliance, further progress is sl desirable.

Bulgaria faces medium risks to fiscal sustainability over the medium and long
term. The European Commission's 2023 Debt Sustainability Manitor found that
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Bulgaria faces medium fiscal sustainability risks over the medium term. ' This
assessment has remained unchanged as compared with the 2021 results. While
Bulgaria was found to have available fiscal consolidation space, it was considered to
be at medium risk owing ta the very high uncertainty aboutthe debt dynamics overthe
nextfive years, based an historical valatility. Overthe longterm, Bulgaria was found to
face medium risks, which were mainly driven by a projected increase in ageing-related
costs, aswell a5 an unfavourable initial budgetary position. According to the baseline
from the 2024 Ageing Report prepared by the Ageing Working Group (AWGE) of the
Ell's Economic Policy Committes, ™ age-related public expenditure is projected to
increase moderately by 0.6 percentage points of GOP over the period 2022-70, from a
level of 18.2% of GDP in 2022 Under the AWS's risk scenario, the increase in costs
was significantly higher and amounted to 3.9 percentage points of GOP | mainly owing
to alarger rige in healthcare and in long-term care spending (by 2.1 percentage paoints
of GOP by comparisan with the baseline scenario). These projections signalled a need
forfurther refarms in order to enhance the lang-term sustainahility of public finances.

Looking ahead, Bulyaria needs to continue to purs ue its prudent fiscal policies
in order to ensure compliance with the requirements of the Stability and Growth
Pact. A cansistent and prudent fiscal policy will ensure that Bulgaria continues to
camply with the Stability and Growth Pact and maintains its buffers to alleviate
adverse shocks. In addition, the Next Generation EU programme needs to be
implemented efficiently and effectively in arder to support the potential for groweth and
to adjust to the structural changes that are under way. Moreover, the quality and
efficiency of capital spending should be enhanced by irmproved public investment
management, including a long-term investment strategy. Further reducing tax
callection gaps and the infarmal econamy, impraving the perfarmance of state-owned
enterprises as well as increasing spending efficiency are all essential measures for
preserving medium-term fiscal sustaina bility.

Exchange rate developments

The Bulgarian lev participated in ERM Il in the two-year reference period from
20 June 2022 to 19 June 2024. Cwer the reference period the lev did not exhibit any
deviation fram the central rate. As implied by the currency board framewark,
Brnrapcka HapogHa Badka (Bulgarian Mational Bank) has continued to exchange on
dernand domestic currency against the anchor currency (the euro) and wice versa at
the fixed rate. Short-term interest rate differentials against the three-month ELURIBOR
stood at avery low level throughout the reference period. The Bulgarian lev was
included in ERM I at a central rate of 1.95583 levs per euro with a standard fluctuation
band of £15% in July 2020. Bulgaria joined the exchange rate mechanism with its

2 This assess mentwas confirmed by the updated debt sustainability analysis thatw as published as part of
the Eurapean Commission's Country B epartfor Bulgaria on 19 June 2024,

= Eyropean Commission and Econamic Policy Committes, " The 2024Ageing R eport Economic and
Budgetary Projections far the EU Member States (2022-20700", Evmpear Evonos ¢ frsttudions! Feoer,
Mo 278, European Commission, 2024,
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existing currency board in place, as a unilateral cormmitrment, thus placing no
addition al obligations on the ECE.

The agreement on participation in ERM Il was based on a number of policy
commitments by the Bulgarian authorities, with the aim of achieving a high
degree of sustainable economic convergence by the time of the adoption of the
euro. These cormmitments relate to implementing specific policy measures pertaining
to the non-bank financial sector, state-owned enterprises, the insolvency framework
and the anti-maoney laundering (AML) framework. The ECB and the Eurapean
Commigsion have been monitaring the effective implementation of Bulgaria's
postentry commitments, acting within their respective areas of competence as
provided for by the Treaties and secondary legislation. Inits role as the supervisory
authority and given its shared responsibility for macroprudential policy, the ECE is
manitoring the implementation of the commitrments related to the financial sector, i.e.
the insol ency and AWML framewarks, owing to their impartance for the functioning of
the financial system. Bulgaria is currently warking towards completing these
commitrments and is encouraged to accelerate its efforts to fulfil the elements of the
action plan thatwas adopted by the Financial Action Task Force (FATF) after Bulgaria
was placed on the FATF's "grey list” of jurisdictions under increased monitaring in
October 2023.

The HICP-based real effective exchange rate of the Bulgarian lev has
appreciated over the past ten years (Chart 5.1.4). This appreciation reflected
developrments in the nominal effective exchange rate. Howew er, the relatively high
level of inflation following the sharp rise inenergy prices in 2021, which was
exacerbated inthe wake of Russia'sinvasion of Ukraine in February 2022, put upward
pressure anthe real effective exchange rate. However, this indicatar should be

inte rpreted with caution, as Bulgaria is subject to a process of economic convergence,
which cormplicates any long-term assessment of real exchange rate developments.

Bulgaria’s combined current and capital account balance has mostly remained
in sumplus over the pastten years and the country’s net foreign liahilities have
declined markedby {Table 5.1.3). From 2014 to 2019 the combined current and
capital account balance increased, primarily reflecting a substantial reduction in the
goods deficit as a result of the export-led recovery, However, a deficit was recorded in
2021 and 2022 — twa years characterised by high valatility owing to the pandemic and
Russia's war against Ukraine. Overthe period 2019-23 the substantial adjustment in
the balance of payments was associated with a significant contraction in net direct
inwestrnent inflows —which fell from double-digit levels before the globalfinancial crisis
toan average of -2.8% of GOP, while the balance on other investment was slightly
negative. Gross external debt decreased further, falling framB1.3% of GDP in 2019 to
48.3%in 2023. At the same time, the country's net international investment position,
largely consisting of foreign direct investment, continued to improve, rising

from -30.2% of GDPin 2019 to -7 6% of GDP in 2023, on account of a further
accurnulation of reserve assets. Mevertheless, fiscaland structural policies continue to
be important for supparting external sustainability and the competitiveness of the
econarmy, especially in a more valatile enviranment characterised by geapolitical and
commadity price shocks,
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The Bulgarian economy is well integrated with the euro area through trade and
investment linkages. |n 2023 exports of goods and services to the euro area
constituted 45.2% of total exports, with the corresponding figure for imports standing
at 41.8%. Inthe same year the share of the euro areain Bulgaria's stock of inward
direct investment stood at 64.3% and its share in the country's stack of portfalio
investment liabilities was 73.9%. The share of Bulgaria's stock of foreign assets
invested inthe euro area amounted to 49.9% in the case of direct investment and
52 4% far portfolio investment in 2023,

Long-term interest rate developments

Ovwer the reference period from June 2023 to May 2024, long-term interest rates
in Bulgaria increased and stood at4 0% on average, helowthe 4 8% reference
value for the interest rate convergence criterion {Chart 5.1.5).

Long-term interest rates in Bulgaria increased slightly from 35% in January
2014 to 3.9% in May 2024. During the first half of the past decade, long-term interest
rates declined almast continuously, converging to euro area levels in 2018. The
decline accurred as the diminishing impact of the global financial crisis led to a
reduction in macro-financial risk and to a significant improvement in the outlook for the
public budget. Dormestic and global cyclical factors also contributed to the declining
trend in long-term interest rates in the first part of the decade. These included
spillovers fram low interest rates in the euro area, Bulgarian banks' continued dermand
for government debt securities in the context of scarce opportunities far lending to the
private sectar, a high private savings rate, and the effect of global trade tensians on
growth expectations and , consequently, interest rates. In the period 2020-21 the
negative impact of the pandermic on global and domestic economic activity and
inflation drave long-term interest rates in Bulgaria down to a histarically low level of 0.1
% from March to August 2021 . Since 2022 in a context of mounting domestic and
glabal inflationary pressures, long-term interest rates have increased significantly in
line with global monetary policy and financial market dev eloprments. Renewed political
uncertainty between the end of 2022 and the spring of 2023 — which resulted in two
general elections being held in October 2022 and April 2023 - also contributed to a
sharp increase of around 200 basis points in lang-term interest rates over this period.
Long-term interest ratesin Bulgaria hav e stabilised since April 2023 and stood at 39%
in bday 2024, up from 1.6% in May 2022, the beginning of the review period (Chart
5.1.5). However, dev eloprments in long-term interest rates in Bulgaria must be
interpreted with caution, as the band used to derive the relevant interest rate was not
traded between 20 March and 12 December 2023 The renewed domestic political
uncertainty at the end of 2022 caused a sudden spike inthe default risk an lang-term
Bulgarian debt, asmeasured by ten-year credit default swap spreads. These stood at
mare than 230 basis points in October 2022 upfrom 90 basis points in February 2022,
when Hussia launched its invasion of Lkraine. The spreadsthen gradually declined to
araund 115 basis points in May 2024, thus returning to the levels seen at the
beginning of the review period in May 2022, Bulgaria's government debt is rated
investrment grade by all three main rating agencies (Moody's: Baal; 3&F: BBE; Fitch:
EEE).
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The long-term interest rate differential of Bulgarian government bonds vis-a-vis
the euro area average stood at0.9 percentage points in May 2024, Since 2014
Bulgarian long-term interest rates have gradually and almost continuously converged
toweards the euro area average rate of carresponding maturity (Chart 5.1.8). Initially,
the stable and relativ ely high rates in Bulgaria combined with a decline in the average
long-term interest rate in the euro area resulted in some widening of the differential,
which peaked at 1.9 percentage points in Mav ernber 2014 and oscillated between 0.7
and 1.8 percentage paints from 2015 until late 2016, The differential then steadily
declined and remained quite low — also spending some time in negativ e territory — until
hlarch 2023, when it turned significantly positive. In May 2024 it stood at 0.9
percentage points (1.2 percentage points vis-3-vis the euro area A8A4 yield).

Capital markets in Bulgaria are s maller and much less developed than those in
the euro area (Tahle 5.1.4). In the past few years there have been only a few
indications of a deepening of capital markets compared with early 2014, |n recent
years stock market capitalisation, as a percentage of GOP, has declined from an
average of 15.4% aver the period 2014-18 0 9.3% in 2023, Market-based debt
financing of domestic monetary financial ingtitutions (MF1=) has increased since 2014
to stand at 1.8% of GOP. Over the same period, the access of non-financial
carporations in Bulgaria to the corparate debt market seems to have declined, as
outstanding deht securities issued by this sector accounted for 1.7% of GOP in 2023,
1.5 percentage points lower than in the period 2014-18. In 2023 the reliance of the
Bulgarian banking system on euro area banks for ts funding needs increased
significantly in cormparison with the average over the period 2014-18. Euro area
banks' claims on Bulgarian banks increased to 5.7% of the latter's total liabilities in
2023, up fram an average level of 4 4% over the period 2014-18. The degree of
financial intermediation remains quite low in Bulgaria compared with the eura area
average, athough it is comparable to that of peer countries in the region. MFI credit to
non-gavernment residents stood at 50.0% of GOP in 2023, 5 percentage points below
its average forthe period 2014-18. At the end of 2022 foreign-owned banks continued
to play & major rale in the banking system in Bulgaria, accounting for around 72 % of
total banking assets. The banking systerm is largely funded by resident priv ate
non-financial sector deposits. The banking system's assets vis d-vis the non-financial
private sectar were dominated by loans, 76% of which were denominated in local
CUrrency.

Statistical tables and charts
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5.2

Czech Republic

Frice developments

In May 2024 the 12-month average rate of HICP inflation in the Czech Republic
was 6.3%, i.e. well ahove the reference value of 33% for the criterion on price
stahility (Chart 5.2.1). This rate is expected to decrease gradually aver the caming
manths, driven by the past manetary policy tightening and the ongaing easing of
pipeline pressures and supply bottlenecks.

Ower the pastten years the 12-month average rate of HICP inflation has
fluctuated within a very wide range, from 0.2% to 16.8%. In 2014 and 2015 HICP
inflation was close to zero as a result of utility price cuts, relatively muted wage growth
and subdued external price pressures. Import price grawth accelerated in 2014, owing
partly to the exchange rate floor of 27 korunas per euro set by Ceskd narodni banka.
In the second half of the decade the Czech economy returned to a path of solid
economic grawth, which led to a notable appreciation of the koruna against the eurain
real effective terms. The outbreak of the CCVID-19 pandemic in 2020 resulted in a
marked contraction of real GOP and a gradual decline in HICP inflation that year. Ta
counteract the economic impact of the pandermic, Ceska narodni banka reduced its
main policy rate significantly, bringing it down to 0.256%. In 2021 large increases in
energy and commodity prices, coupled with global supply bottlenecks, put significant
upward pressure oninflation, which was fuelled further by gowernment suppaort
measures aimed at stabilising employment and providing emergency liquidity. In
2022 after Russia's invasion of Ukraine inlate February, inflation continued to rise
(Table 52.1), largely as a result of soaring energy, food and commodity prices. Aswith
the ather central and eastern European countries under review, the Czech Republic
has been paricularly wulnerable to recent global shocks, owing mainly to certain
structural features of its econamy and its exposure to Russia (see Chapter 3). To
counter the rise ininflation, which reached an average of 14.8% in 2022, Ceska
narodni banka had started a monetary policy tightening cycle in June 2021, This
resulted in a cumulative 575 basis paint hike in ts main palicy rate, up to 7% in June
2022 The central bank alsa intervened on foreign exchange markets in 2022 to avert
a longer-termweakening of the koruna. After peaking at 19% in January 2023, the
annual rate of inflation slowed gradually to 12% for the year aswhale. This was due to
the tighter monetary policy, government measures to mitigate the impact of the
domestic energy price rises (mainly in the form of transfersto households and firms),
the fall in global energy prices and the urwinding of supply bottlenecks. Cesks narodni
banka responded to this decline with a rate cut of 25 basis points in December that
year.

In May 2024 the annual rate of HICP inflation reached 28%. The downward trend
ininflation that had begun in 20223 continued in the first quarter of 2024 with inflation
approaching the central bank's 2% target. This trend reflected the waning impact of
global shocks, subdued domestic demand pressures amid persistently weak
economic growth and the tight monetary policy stance, and the base effect of the
phasing-out of the gov emment's energy savings tariff. Againzt this background, Ceska
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narodni banka lowered its key policy rate again on three occasions by atotal of 150
basis points, down to 5.25% in May 2024

The orientation of monetary policy towards price stability has played an
important role in shaping inflation dynamics in the Czech Republic over the
past decade. Since 2001 the inflation target has been defined in terms of consumer
price inflation, ariginally as a continuously declining band and since 2006 as a flat
point target. The target was set at 3% (1 percentage point) in 2006 and reduced to
2% (21 percentage point) in2010. In Movember 2013, in arder to fulfil its mandate to
rhaintain price stability, Ceska nérodni banka interve ned to weaken the domestic
currency and set the afarementioned exchange rate floar. When the central bank
abandoned its commitment to a minimurm exchange rate vis d-visthe euro in 2017 the
related policy shift was smooth, with a gradual appreciation of the koruna. The exit
fram the exchange rate floorwas the first step towards normalising dormestic monetary
conditions and was followed by several interest rate adjustments in both directions in
order to maintain price stability.

Inflation in the Czech Republic is expected to remain close to the 2% target over
the forecast horizon. According to the European Cornmission's Spring 2024
Econarmic Forecast, HICP inflation is expected to average 2.5% in 2024 and to
moderate to 2.2% in 2025. This outlook is based on the expectation that energy prices
will moderate, with the past monetary policy tightening and the planned fiscal
consolidation package also contributing to disinflationary pressures. However | these
forecasts are subject to considerable uncertainty about the evolution of energy prices
and the geopoalitical situation. Risks to the inflation autlook are tilted to the upside.
Given the high degree of openness and high energy intensity of the Czech ecanomy,
an escalation of geopalitical tensions could disrupt trade and cause valatility in energy
prices, which may resultin stronger than expected inflationary pressures in the coming
years. These may also be exacerbated by robustwage growth in the context of avery
tight labour market. Looking further ahead, unless counteracted by an appreciation of
the nominal exchange rate, the catching-up process may result in positive inflation
differentials vis- 4-vis the euro area. GOP per capita and price levels are still lower than
the euro area average in the Czech Republic, despite being relatively high compared
with those inthe other central and eastern European countries under review. In order
to prevent the build-up of excessive price pressures and macroeconamic imbalances,
the catching-up process must be suppoarted by appropriate policies.

Achieving an environment that is conducive to sustainable convergence in the
Czech Republic requires targeted economic policies, including structural
reforms, that are geared to ensuring macroeconomic stability. The Czech
Republic is facing the challenge of boasting its economic growth patential by
enhancing productivity. Persisting inefficiencies in the business environment and
growing labour shortages are weighing on potential growth. Additional efforts are
needed to rernove unnecessary restrictions on conducting business and firms' market
entry, and 10 support research and development, and innov ation. Moreay er, skill
mismatches in the labour market need to be addressed by improving vacational
education and training, and by removing impediments to flexible warking
arrangements. Owing to adverse demographic trends, employment creation will also
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require larger labour market participation of under-represented groups, especially
young peaple, which is lagging significantly behind the EU average. Against this
background, it will be irmportant to ensure an efficient and effective absorption of the
Ell funds allacated to the country. With regard to macroeconomic imbalances, the
European Commission did nat select the Czech Republic for an in-depth review in its
Alert Mechanism Report 2024,

Financial sector policies should be aimed at safeguarding financial stability and
ensuring that the financial sector can contribute to sustainable economic
growth. The Czech Republic's banking sectar remains broadly resilient to adverse
shocks given the relatively large capital and liguidity buffers held by banks. Mareover,
banks have remained proftable and levels of non-pedforming lbans contained. Risks
inthe financial sector relate mainly to exchange rate risk sternming from the higher
degree of euroisation inthe corporate lending rmarket on the back of the recent
widening of interest rate differentials vis-a-vis the euro area. The potential impact of
such risks depends largely on firms' degree of hedging against exchange rate
movernents. Risks in the housing market have declined, as households' average
gross disposable income has recovered, meaning that they are in a better position to
absorb any repricing of mortgages. However, given the high level of interest rates,
liquidity-constrained househalds may still face a greater risk of default on mortgages
even far average-priced property. In arder to bolster confidence in the financial
system, the national competent authorities should continue to improve their
superisory practices by, among other things, following the applicable
recarnmendations fram the relevant international and European bodie s, and by
callabarating closely with other national supervisors of EU Member States within the
supenisory colleges.

Fiscal developments

The Czech Republic’s general government budget deficit was above the 3%
reference value in 2023, while its debt remained helow the 0% reference value.
In the reference vear 2023, the general government budget balance recorded a d eficit
of 3.7% of GDP, thus above the 3% deficit reference value. The general gavernment
gross debt-to-GOP ratiowas 44%, i.e. below the 60% reference value (Tahle 5.2.2).
Compared with the previous year, the government deficit-to-GOP ratio increased by
0.5 percentage points, while the debt-to-GOP ratio decreased moderately by

0.2 percentage points, With regard to other fiscal factors, the deficit ratio was below
the ratio of public investment to GOF in 2023, The budget deficits in 2022 and 2023
weare also affected by the economic impact of Russia's war against Ukraine and the
discretionary fiscal policy measures taken in response to the related high energy
prices.

The Czech Republic is currently not subject to a Council Decision on the
existence of an excessive deficit. The Czech Republic has been subject to the
preventive arm of the Stability and Growth Pact since 2014, On 19 June 2024 the
European Commission published a report prepared in accardance with Article 126(3)
of the Treaty for 12 Member States | including the Czech Republic, which found that
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the Czech Republic had exceeded the deficit reference value in 2023, This deficit level
was above, and not close to, the reference value and the excesswas not assessedto
be exceptional. However, the deficitin excess of the reference value was assessed to
be temporary, as the European Commission had not projected the deficit to exceed
3% of GOP in 2024 and 2025, Owerall, taking into account mitigating relevant factars,
the Commission concluded that the Czech Republic fulfiled the deficit criterion of the
Stability and Growth Pact. During the period in which the general escape clause under
the Stahility and Growth Pact applied (due to the pandemic and the invasion of
Llkraine by Russia), the European Commission found, in June 2021, May 2022 and
hlay 2023 that the general government deficits in 2020, 2021 and 2022, respectively,
had been above and not close to the reference value of 3% of GOP. In all three cases,
the Comrmission's analysis suggested that the deficit criterion had not been fuffilled.
However, given the high uncertainty surrounding the macroeconomic outloak, the
Commission considered that at that juncture a decision an whetherto place Member
States under the excessive deficit procedure should not be taken. Praviously, the
Czech Republic had been subject to an excessive deficit procedure between
December 2009 and June 2014, However, in the subsequent period to 2013, the
Czech Republic comfartably met its medium-term objective of a structural deficit of na
mare than 1% of GDP.

Following the pandemic, the structural deficit has remained large, historically
speaking, and cyclical factors are still contributing negatively to the
government balance. Prior to the pandernic, the budget balance had improved, from
a deficit of 2.1% of GDP in2014 to a surplus of 0.3% of GDP in 2013 (Chart 5.2 2).
With the pandemic shock, the deficit widened to 5.8% of GOP on account of both fiscal
measures in response to the pandemic and cyclical factors reflecting the deteriaration
in the general economic situation. The budget balance improved in the period 2020-22
by 2.6 percentage points as a result of cyclical factors reflecting the economic
recavery in 2021 and consalidation effarts implemented in 2022, The deterioration in
public finances in 2023 was parly attributable ta the large increase in pension
spending due to the automatic indexation to inflation and a further deteriaration in the
economic situation, which led to & deficit in 2023 of 3.7% of GOP, 4 percentage points
higher than the level seen in 2019, the year befare the outbreak of the pandemic.

The debt-to-GDP ratio decreased slightly in 2023 and remained below the 60%
reference value. Prior tothe pandemic, the debt ratio had decreased by

11.9 percentage points, from 41.9% of GOP in 2014 to 300% of GOF in2013. This
reduction was mostly driven by primary surpluses and fav ourable interest- growth
differentials. Between 2019 and 2021, the pandermic triggerad an increase in the debt
ratio by almost the same magnitude as the decrease priorto the pandemic, ie. 12
percentage paints. This was mainly on account of large primary deficits, as
expenditure increased strongly to finance measures to mitigate the adverse impact of
external shocks an households and firms. Since 2021, the debt ratio continued to
increase, reaching a new peak of 44 2% of GDP in 2022 before decreasing slightly to
44% of GOP in 2023, 14 percentage paints higher than the debt-to-GOP ratio recorded
in2019.
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The level and structure of government debt protect the Czech Republic from
any sudden changes in market conditions, with the bulk of debt at long-term
maturities and most of the debt denominated in local currency. The share of
gov ernment debt with a short-term maturity is low (2.3%in 2023 - Table 52.2). Taking
into accaunt also the share of debt with awariable interest rate and the averall level of
the debt ratio, fiscal balances are relatively insensitive to changes in interest rates.
The propoion of foreign currency-denominated government debt is low 7% in 2023)
and since 2019, it has remained below the 2014-18 average (16.3%); t is
predominantly denominated in euro (96% of foreign-denominated debt). Considering
the size of the debt ratio, fiscal balances are also relatively insensitive to changes in
exchange rates.

The European Commission’s Spring 2024 Economic Forecast predicts an
improvement in the budget balance but still a slight increase in the public debt
ratio. According to the European Commission's Spring 2024 Econamic Forecast, the
headline balance is expected to improve, with a deficit of 2.4% of GDP in 2024, and
therefore fall below the 3% deficit reference value. The foreseen improverment inthe
general government balance sterms fram the phasing-out of energy-related measures
and the implementation of a consolidation package. This consolidation package is
based mainly on cuts in subsidies, coupled with cuts in operational spending and
public wages, increases in tax rates and the streamlining of the AT structure. The
budget balance is projected to improve further in 2025 and reach a deficit of 1.9% of
GOP supported by growing momenturm in economic activity, while the fiscal stance is
expected to rernain neutral. The debt ratio is projected to increase slightly to 45.2% of
GDP in 2024 and 455% of GDF in 2025,

The Czech Republic’s fiscal governance framework is applied effectively, but
further progress remains warranted. The national legislation implementing the EL
Directive onrequirerments for budgetary frameworks was adopted in 2017 Since then,
the Fiscal Council has become operational and issued reports on long-term
sustainability and an campliance with the budgetary rules. Nevertheless, coardination
among the various levels of general government remains low and should be further
enhanced. Tax compliance has improved over recent years, but there is still roorm far
improvernent. For instance, the WAT gap (at 7% in 20213 rermains above the EL
average. The streamlining of the AT structure planned for 2024 is a step inthe right
direction, as opposed to the abalition of the electronic registration of sales, which was
only introduced in 2016 but discontinued in 2023

The Czech Republic faces medium risks to fiscal sustainability over the
medium term and long term. The European Commission's 2023 Debt Sustainability
hanitar shows that the Czech Republicfaces medium fiscal sustainability risks over
the medium term, mainly on account of rising ageing costs. '™ WWith regard to
long-term risks, the Czech Republic was found to face medium fiscal sustainahility
risks mainly on account of projected increasesinageing costs that will only partially be
mitigated by a favourable initial budgetary position. Budgetary pressures stermming

™ This assess mentwas confirmed by the updated debt sustainability anabysis thatw as publizhed as part of
the Eurapean Commission's Country B eportfor the Czech R epublic on 19 June 2024,
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from population ageing remain elevated. According to the 2024 Ageing Report
prepared by the Ageing Working Group (AWGE) of the EL's Econormic Policy
Committes, ™ the Czech Republic would record a notable rise in age-related public
expenditure (3.7 percentage points of GDP by 2070) under the baseline, fram a level
of 20.6% of GDOP in 2022, Under the AWG's risk scenario, the increase was projected
to be 6.2 percentage points of GOP. In spite of the favourable budgetary impact of the
legislated reform to improve accessibility to healthcare services, which reduced
healthcare spending campared with the 2021 Ageing Repart, the increase intotal
age-related expenditure remains significantly abave the EU average. This suggests
that refarms to the pensian, health and long-term care systems are necessary to
improve the lang-term sustainability of public finances.

Looking ahead, a prudent fiscal policy will be needed to safeguard the
sustainahility of public finances and compliance with the requirements of the
Stability and Growth Pact. Notwithstanding the current low level of the debt-to- GOP
ratio, a consistent and prudent fiscal policy is required to build a sufficient fiscal buffer
to alleviate adverse shocks while ensuring compliance with the reformed EU

gov ernance framework. The envisaged consolidation plans fall short of reducing the
structural deficit beyond 2024, The revenue-to- S0P ratio remains below the EU
average, also on account of the 2021 tax reforms which led to a permanent
deteriaration in the structural balance. Moreav er, the Mext Generation EU programme
needs to be implernented efficiently and effectively in order to support potential growth
and to adjust to the structural chang esthat are under way.

Exchange rate developments

In the two-year reference period from 20 June 2022 to 19 June 2024, the Czech
koruna did not participate in ERM I, but traded under aflexible exchange rate
regime. Ceska narodni banka intervened in foreign exchange markets from May to
October 2022 to prevent a longer-term weakening of the karuna in an episode of high
inflation. Cwer the reference period the Czech currency was mostly stronger — but
often close to — its June 2022 average exchange rate against the euro of

24,7194 korunas per euro, which is used as a benchmark for llustrative purposes in
the absence of an ERM Il central rate (Chart 5.2.3). The maximum upward deviation
frarmthis benchmark was 5.9%  whereas the maximum dowrnward devistion amounted
to3.0%. On 19 June 2024 the exchange rate stood at 249100 karunas per euro, ie.
the koruna was 0 8% weaker than its average level in June 2022, Over the past ten
years the Czech koruna has appreciated by 9.3% against the eura.

The Czech koruna exhibited, on average, a relatively high degree of volatility
against the euro over the two-year reference period. From Jdune 2022 to April 2023
the koruna steadily strengthened against the euro, reflecting action by Ceskd narodni
banka, including interventions in foreign exchange markets that ended in October

F Eyropean Commission and Econamic Policy Committes, " The 2024Ageing R eport Economic and
Budgetary Projections far the EU Member States (2022-20700", Evmpear Evonos ¢ frsttudions! Feoer,
Mo 278, European Commission, 2024,

Convergence Repart, June 2024 fata]
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