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Member Sates

BG Bulgaria

Ccz Czech Republic
HR Croatia

LT Lithuania

HU Hungary

PL Poland
RO Romania
SE Sweden
EA Euro area

EA-18 Euro area, 18 Member States

EA-17 Euro area, 17 Member States before 2014

EU-28 European Union, 28 Member States

EU-27 European Union, 27 Member States before July 2013 (i.e. EU-28 excl. HR)
EU-25 European Union, 25 Member States before 2007 (i.e. EU-27 excl. BG and RO)
EU-15 European Union, 15 Member States before 2004

Currencies

EUR  Euro
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CZK  Czech koruna
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LTL Lithuanian litas
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BoP Balance of Payments

BPO  Business process outsourcing
BSE  Budapest Stock Exchange
CAR  Capital adequacy ratio

CBA  Currency board arrangement
CDS  Credit Default Swaps

CEE  Central and Eastern Europe



CIS
CIT
CPI
CRS5
EC
ECB
EDP
EERP
EMI
EMS
EMU
ERMII
ESA 95
ESCB
EU

Commonwealth of Independent States
Corporate Income Tax
Consumer price index

Concentration ratio (aggregated market share of five banks with the largest market share)

European Community

European Central Bank

Excessive Deficit Procedure
European Economic Recovery Plan
European Monetary Institute
European Monetary System
Economic and monetary union
Exchange rate mechanism 11
European System of Accounts
European System of Central Banks
European Union

Eurostat Statistical Office of the European Union

FESE
FDI
FGS
FSA
FSAP
GDP
HICP
HFSA
KNF
MFI
MIP
MTO
NCBs
NEER
NIK
NPL
0oJ
OJL
PIT
PPS
PPP
R&D
REER
SITC
SKOK
TEC
TFEU
ULC
VAT
VSE
WSE
ZSE

Federation of European Securities Exchanges
Foreign direct investment

Funding for Growth Scheme

Financial Supervisory Authority

Financial Sector Action Plan

Gross domestic product

Harmonised index of consumer prices

Hungarian Financial Supervisory Authority
Komisja Nadzoru Finansowego (Polish Financial Supervision Authority)
Monetary Financial Institution

Macroeconomic Imbalance Procedure
Medium-term objective

National central banks

Nominal effective exchange rate

Najwyzsza Izba Kontroli (Poland's Supreme Chamber of Control)
Non-performing loans

Official Journal

Official Journal Lex

Personal Income Tax

Purchasing Power Standard

Purchasing Power Percentage

Research and development

Real effective exchange rate

Standard International Trade Classification
Spotdzielcze Kasy Oszczednosciowo-Kredytowe (Credit Union)
Treaty establishing the European Community
Treaty on the Functioning of the European Union
Unit labour costs

Value added tax

Vilnius Stock Exchange

Warsaw Stock Exchange

Zagreb Stock Exchange






CONTENTS

Convergence Report 2014

Convergence Report 2014 - Technical annex

1. Introduction

1.1.
1.2.

ROLE OF THE REPORT
APPLICATION OF THE CRITERIA
1.2.1. Compatibility of legislation
1.2.2. Price stability

1.2.3. Public finances

1.2.4. Exchange rate stability
1.2.5. Long-term interest rates
1.2.6. Additional factors

2. Bulgaria

2.1.

2.2.

2.3.

2.4.
2.5.
2.6.

LEGAL COMPATIBILITY

2.1.1. Intfroduction

2.1.2. Central Bank independence

2.1.3. Prohibition of monetary financing and privileged access
2.1.4. Integrafion in the ESCB

2.1.5. Assessment of compatibility

PRICE STABILITY

2.2.1. Respect of the reference value

2.2.2. Recentinflation developments

2.2.3. Underlying factors and sustainability of inflation
PUBLIC FINANCES

2.3.1. Recent fiscal developments

2.3.2. Medium-term prospects

EXCHANGE RATE STABILITY

LONG-TERM INTEREST RATES

ADDITIONAL FACTORS

2.6.1. Developments of the balance of payments
2.6.2. Market integration

2.6.3. Financial market integration

3. Czech Republic

3.1.

3.2.

3.3.

LEGAL COMPATIBILITY

3.1.1. Introduction

3.1.2. Independence

3.1.3.  Prohibition of monetary financing

3.1.4. Integrafion in the ESCB

3.1.5. Assessment of compatibility

PRICE STABILITY

3.2.1. Respect of the reference value

3.2.2. Recent inflation developments

3.2.3. Underlying factors and sustainability of inflation
PUBLIC FINANCES

3.3.1. The excessive deficit procedure for the Czech Republic
3.3.2. Recent fiscal developments

3.3.3. Medium-term prospects

()]

N O~ On

13
13
13

17

17
17
17
18
18
18
18
18
19
19
22
22
23
24
24
25
25
27
29

31

31
31
31
31
32
32
32
32
33
33
36
36
36
37



Vi

3.4.
3.5.
3.6.

EXCHANGE RATE STABILITY

LONG-TERM INTEREST RATES

ADDITIONAL FACTORS

3.6.1. Developments of the balance of payments
3.6.2. Market integration

3.6.3. Financial market integration

Croatia

4.1.

4.2.

4.3.

4.4.
4.5.
4.6.

LEGAL COMPATIBILITY

4.1.1. Infroduction

4.1.2. Cenftral bank independence

4.1.3. Prohibition of monetary financing and privileged access
4.1.4. Integration in the ESCB

4.1.5. Assessment of compatibility

PRICE STABILITY

4.2.1. Respect of the reference value

4.2.2. Recentinflation developments

4.2.3. Underlying factors and sustainability of inflation
PUBLIC FINANCES

4.3.1. The excessive deficit procedure for Croatia
4.3.2. Recent fiscal developments

4.3.3. Medium-term prospects

EXCHANGE RATE STABILITY

LONG-TERM INTEREST RATES

ADDITIONAL FACTORS

4.6.1. Developments of the balance of payments
4.6.2. Market integration

4.6.3. Financial market intfegration

Lithuania

5.1.

5.2.

5.3.

5.4.
5.5.
5.6.

5.7.

LEGAL COMPATIBILITY

5.1.1. Infroduction

5.1.2. Central bank independence

5.1.3. Prohibition of monetary financing and privileged access
5.1.4. Integrafion in the ESCB

5.1.5. Assessment of compatibility

PRICE STABILITY

5.2.1. Respect of the reference value

5.2.2. Recent inflation developments

5.2.3. Underlying factors and sustainability of inflation
PUBLIC FINANCES

5.3.1. Recent fiscal developments

5.3.2. Medium-term prospects

EXCHANGE RATE STABILITY

LONG-TERM INTEREST RATES

ADDITIONAL FACTORS

5.6.1. Developments of the balance of payments
5.6.2. Market integration

5.6.3. Financial market integration

SUSTAINABILITY OF CONVERGENCE

Hungary

6.1.

LEGAL COMPATIBILITY
6.1.1. Infroduction

38
39
39
40
4
43

45

45
45
45
45
45
45
45
45
46
46
48
48
49
50
51
52
53
53
54
56

59

59
59
59
59
59
60
60
60
60
61
63
63
64
65
66
67
67
68
70
71

77

77
77



6.2.

6.3.

6.4.
6.5.
6.6.

6.1.2. Central Bank independence

6.1.3. Prohibition of monetary financing and privileged access
6.1.4. Integration in the ESCB

6.1.5.  Assessment of compatibility

PRICE STABILITY

6.2.1. Respect of the reference value

6.2.2. Recentinflation developments

6.2.3. Underlying factors and sustainability of inflation
PUBLIC FINANCES

6.3.1. Recent fiscal developments

6.3.2. Medium-term prospects

EXCHANGE RATE STABILITY

LONG-TERM INTEREST RATES

ADDITIONAL FACTORS

6.6.1. Developments of the balance of payments
6.6.2. Market integration

6.6.3. Financial market integration

Poland

7.1.

7.2.

7.3.

7.4.
7.5.
7.6.

LEGAL COMPATIBILITY

7.1.1. Infroduction

7.1.2. Cenftral bank independence

7.1.3. Prohibition of monetary financing and privileged access
7.1.4. Integration in the ESCB

7.1.5.  Assessment of compatibility

PRICE STABILITY

7.2.1. Respect of the reference value

7.2.2. Recentinflation developments

7.2.3. Underlying factors and sustainability of inflation
PUBLIC FINANCES

7.3.1. The excessive deficit procedure for Poland
7.3.2. Recent fiscal developments

7.3.3. Medium-term prospects

EXCHANGE RATE STABILITY

LONG-TERM INTEREST RATES

ADDITIONAL FACTORS

7.6.1. Developments of the balance of payments
7.6.2. Market integration

7.6.3. Financial market integration

Romania

8.1.

8.2.

8.3.

LEGAL COMPATIBILITY

8.1.1. Infroduction

8.1.2. Central Bank independence

8.1.3. Prohibition of monetary financing and privileged access
8.1.4. Integration in the ESCB

8.1.5. Assessment of compatibility

PRICE STABILITY

8.2.1. Respect of the reference value

8.2.2. Recentinflation developments

8.2.3. Underlying factors and sustainability of inflation
PUBLIC FINANCES

8.3.1. Recent fiscal developments

8.3.2. Medium-term prospects

77
77
78
79
79
79
79
80
83
83
84
85
86
86
87
88
20

93

23
23
23
24
94
24
94
94
25
26
28
28
98
99
100
100
101
101
103
104

107

107
107
107
108
109
109
109
109
110
111
113
113
114

Vil



8.4. EXCHANGE RATE STABILITY 115

8.5. LONG-TERM INTEREST RATES 116
8.6. ADDITIONAL FACTORS 17
8.6.1. Developments of the balance of payments 17

8.6.2. Market integration 119

8.6.3. Financial market integration 120

9.  Sweden 123
9.1.  LEGAL COMPATIBILITY 123
9.1.1. Infroduction 123

9.1.2. Central Bank Independence 123

9.1.3.  Prohibition of monetary financing and privileged access 123

9.1.4. Integrafion in the ESCB 124

9.1.5. Assessment of compatibility 125

9.2.  PRICE STABILITY 125
9.2.1. Respect of the reference value 125

9.2.2. Recent inflation developments 125

9.2.1.  Underlying factors and sustainability of inflation 125

9.3.  PUBLIC FINANCES 128
9.3.1. Recent fiscal developments 128

9.3.2. Medium-term prospects 128

9.4. EXCHANGE RATE STABILITY 129
9.5.  LONG-TERM INTEREST RATES 130
9.6. ADDITIONAL FACTORS 131
9.6.1. Developments of the balance of payments 131

9.6.2. Market integration 133

9.6.3. Financial market integration 134

LIST OF TABLES

2.1.  Bulgaria - Components of inflation 20
2.2.  Bulgaria - Other inflation and cost indicators 21
2.3. Bulgaria - Budgetary developments and projections 23
2.4. Bulgaria - Balance of payments 26
2.5.  Bulgaria - Product market integration 28
3.1.  Czech Republic - Components of inflation 34
3.2. Czech Repubilic - Other inflation and cost indicators 35
3.3. Czech Republic - Budgetary developments and projections 37
3.4. Czech Repubilic - Balance of payments 41
3.5. Czech Republic - Product market intfegration 42
4.1.  Croatia - Components of inflation 48
4.2.  Croatia - Other inflation and cost indicators 49
4.3. Croatia - Budgetary developments and projections 50
4.4.  Croatia - Balance of payments 54
4.5. Croatia - Product market intfegration 55
5.1.  Lithuania - Components of inflation 60
5.2.  Lithuania - Other inflation and cost indicators 62
5.3. Lithuania - Budgetary developments and projections 64
5.4. Lithuania - Balance of payments 68
5.5.  Lithuania - Product market integration 69
6.1. Hungary - Components of inflation 80
6.2.  Hungary - Other inflation and cost indicators 81
6.3.  Hungary - Budgetary developments and projections 83
6.4. Hungary - Balance of payments 87

viii



6.5.
7.1.
7.2.
7.3.
7.4.
7.5.
8.1.
8.2.
8.3.
8.4.
8.5.
9.1.
9.2.
9.3.
9.4.
9.5.

Hungary - Product market integration

Poland - Components of inflation

Poland - Other inflation and cost indicators

Poland - Budgetary developments and projections
Poland - Balance of payments

Poland - Product market integration

Romania - Components of inflation

Romania - Other inflation and cost indicators
Romania - Budgetary developments and projections
Romania - Balance of payments

Romania - Product market integration

Sweden - Components of inflation

Sweden - Other inflation and cost indicators
Sweden - Budgetary developments and projections
Sweden - Balance of payments

Sweden - Product market infegration

LIST OF GRAPHS

2.1.
2.2.
2.3.
2.4.
2.5.
2.6.
2.7.
2.8.
2.9.
2.10.
2.11.
2.12.
3.1.
3.2
3.3.
3.4.
3.5.
3.6.
3.7.
3.8.
3.9.
3.10.
3.11.
3.12.
4.1.
4.2.
4.3.
4.4.
4.5.
4.6.
4.7.
4.8.
4.9.
4.10.
4.11.

Bulgaria - Inflafion criterion since 2008

Bulgaria - HICP inflation

Bulgaria - Inflation, productivity and wage trends

Exchange rates - BGN/EUR

Bulgaria - 3-M Sofibor spread to 3-M Euribor

Bulgaria - Long-term interest rate criterion

Bulgaria - Long-term interest rates

Bulgaria - Saving and investment

Bulgaria - Effective exchange rates

Bulgaria - Foreign ownership and concenfration in the banking sector
Bulgaria - selected banking sector soundness indicators

Bulgaria - Recent development of the financial system relative to the euro area
Czech Repubilic - Inflation criterion since 2008

Czech Repubilic - HICP inflatfion

Czech Rep. - Inflation, productivity and wage frends

Exchange rates - CZK/EUR

Czech Repubilic - 3-M Pribor spread to 3-M Euribor

Czech Republic - Long-term interest rate criterion

Czech Repubilic - Long-ferm interest rates

Czech Repubilic - Saving and investment

Czech Republic - Effective exchange rates

Czech Repubilic - Foreign ownership and concentration in the banking sector
Czech Repubilic - selected banking sector soundness indicators
Czech Republic - Recent development of the financial system relative to the euro area
Croatia - Inflation criterion since 2008

Croatia - HICP inflation

Croatia - Inflation, productivity and wage trends

Exchange rates - HRK/EUR

Croatia - 3-M Zibor spread to 3-M Euribor

Croatia - Long-term interest rate criterion

Croatia - Long-term interest rates

Croatia - Saving and investment

Croatia - Effective exchange rates

Croatia - Foreign ownership and concentration in the banking sector
Croatia - selected banking sector soundness indicators

89

25

26

98
102
103
110
112
114
118
119
126
127
129
132
133

19
19
21
24
24
25
25
26
26
29
29
30
33
33
34
38
39
39
39
40
40
43
43

46
46
47
51
52
52
52
53
54
56
57



4.12.
5.1.
5.2.
53.
5.4.
5.5.
5.6.
57.
5.8.
59.
5.10.
5.11.
5.12.
5.13.
6.1.
6.2.
6.3.
6.4.
6.5.
6.6.
6.7.
6.8.
6.9.
6.10.
6.11.
6.12.
7.1.
7.2.
7.3.
7.4.
7.5.
7.6.
7.7.
7.8.
7.9.
7.10.
7.1,
7.12.
8.1.
8.2.
8.3.
8.4.
8.5.
8.6.
8.7.
8.8.
8.9.
8.10.
8.11.
8.12.
9.1.
9.2.
9.3.
9.4.
9.5.

Croatia - Recent development of the financial system relative to the euro area
Lithuania - Inflation criterion since 2008

Lithuania - HICP inflation

Lithuania - Inflation, productivity and wage frends

LTL - Spread vs cenfral rate

Exchange rates - LTL/EUR

Lithuania - 3-M Vilibor spread to 3-M Euribor

Lithuania - Long-term interest rate criterion

Lithuania - Long-term interest rates

Lithuania - Saving and investment

Lithuania - Effective exchange rates

Lithuania - Foreign ownership and concentration in the banking sector
Lithuania - selected banking sector soundness indicators

Lithuania - Recent development of the financial system relative to the euro area
Hungary - Inflation criterion since 2008

Hungary - HICP inflation

Hungary - Inflation, productivity and wage trends

Exchange rates - HUF/EUR

Hungary - 3-M Bubor spread to 3-M Euribor

Hungary - Long-term interest rate criterion

Hungary - Long-term interest rates

Hungary - Saving and investment

Hungary - Effective exchange rates

Hungary - Foreign ownership and concentration in the banking sector
Hungary - selected banking sector soundness indicators

Hungary - Recent development of the financial system relative to the euro area
Poland - Inflation criterion since 2008

Poland - HICP inflation

Poland - Inflation, productivity and wage trends

Exchange rates - PLN/EUR

Poland - 3-M Wibor spread to 3-M Euribor

Poland - Long-term interest rate criterion

Poland - Long-term interest rates

Poland - Saving and investment

Poland - Effective exchange rates

Poland - Foreign ownership and concentration in the banking sector
Poland - selected banking sector soundness indicators

Poland - Recent development of the financial system relative to the euro area
Romania - Inflation criterion since 2008

Romania - HICP inflation

Romania - Inflation, productivity and wage trends

Exchange rates - RON/EUR

Romania - 3-M Robor spread to 3-M Euribor

Romania - Long-term interest rate criterion

Romania - Long-term interest rates

Romania - Saving and investment

Romania - Effective exchange rates

Romania - Foreign ownership and concentration in the banking sector
Romania - selected banking sector soundness indicators

Romania - Recent development of the financial system relative to the euro area
Sweden - Inflation criterion since 2008

Sweden - HICP inflation

Sweden - Inflation, productivity and wage trends

Exchange rates - SEK/EUR

Sweden - 3-M Stibor spread to 3-M Euribor

57
60
61
62
65
65
66
66
66
67
68
70
71
71
79
79
81
85
86
86
86
88
88
20
21
21
925
25
97
100
100
101
101
102
102
105
105
106
110
110
111
115
116
116
117
117
118
121
121
121
125
125
126
130
130



9.6.
9.7.

9.8.
9.9.

Sweden - Long-term interest rate criterion
Sweden - Long-term interest rates
Sweden - Saving and investment
Sweden - Effective exchange rates

9.10. Sweden - Foreign ownership and concentration in the banking sector
9.11. Sweden - selected banking sector soundness indicators
9.12. Sweden - Recent development of the financial system relative to the euro area

LIST OF BOXES

1.1.
1.2
1.3.
1.4.
1.5.

Arficle 140 of the Treaty

Assessment of price stability and the reference value
Excessive deficit procedure

Data for the infterest rate convergence

The Macroeconomic Imbalance Procedure (MIP)

130
131
131
132
135
135
135

10
14
15

Xi



Convergence Report 2014

(prepared in accordance with Article 140(1) of the Treaty)



Report



Convergence Report 2014

Technical annex






1.

1.1.  ROLE OF THE REPORT

INTRODUCTION

The euro was introduced on 1 January 1999 by
eleven Member States. The decision (') by the
Council (meeting in the composition of the Heads
of State or Government) on 3 May 1998 in
Brussels on the eleven Member States deemed
ready to participate in the single currency had, in
accordance with the Treaty (Article 121(4)
TEC) (%), been prepared by the Ecofin Council on
a recommendation from the Commission. The
decision was based on the two Convergence
Reports made by the Commission (°) and the
European Monetary Institute (EMI),
respectively (*). These reports, prepared in
accordance with Article 121(1) TEC (°), examined

whether the Member States satisfied the
convergence criteria and met the legal
requirements.

Since then, Greece (2001), Slovenia (2007),
Cyprus and Malta (2008), Slovakia (2009), Estonia
(2011) and Latvia (2014) have adopted the euro.

Those Member States which are assessed as not
fulfilling the necessary conditions for the adoption
of the euro are referred to as "Member States with
a derogation". Article 140 of the Treaty lays down
provisions and procedures for examining the
situation of Member States with a derogation (Box
1.1). At least once every two years, or at the
request of a Member State with a derogation, the
Commission and the FEuropean Central Bank
(ECB) prepare Convergence Reports for such
Member States. Denmark and the United Kingdom
negotiated opt-out arrangements before the
adoption of the Maastricht Treaty (°) and do not

OJ L 139, 11.5.1998, pp. 30-35

The numbering of Treaty articles cited in this report

corresponds to the one of the Treaty on the Functioning of

the European Union (TFEU) except when explicitly
mentioned. Article 121(4) TEC does no longer exist in the

TFEU, as it refers to the first countries deemed ready to

adopt the euro on 1 January 1999.

() Report on progress towards convergence and
recommendation with a view to the transition to the third
stage of economic and monetary union, COM(1998)1999
final, 25 March 1998.

(*) European Monetary Institute, Convergence Report, March
1998.

(°) The content of this article is now included in Article 140(1)
TFEU.

(®) Protocol (No 16) on certain provisions relating to

Denmark, Protocol (No 15) on certain provisions relating

—_—
DS}
N

participate in the third stage of EMU. Until these
Member States indicate that they wish to
participate in the third stage and adopt the euro,
they are not the subject of an assessment as to
whether they fulfil the necessary conditions.

In 2012, the Commission and the ECB adopted
their latest regular Convergence Reports (7). At
that time, none of the Member States assessed was
deemed to meet the necessary conditions for
adopting the euro.

On 5 March 2013, Latvia submitted a request for a
convergence assessment. Following the
Convergence Report 2013 on Latvia and on the
basis of a proposal by the Commission, the Ecofin
Council decided in July 2013 that Latvia fulfilled
the necessary conditions for adopting the euro as
of 1 January 2014 (*).

In 2014, two years will have elapsed since the last
regular reports were prepared. Denmark and the
United Kingdom have not expressed a wish to
enter the third stage of EMU. Therefore, this
convergence assessment covers Bulgaria, the
Czech Republic, Croatia, Lithuania, Hungary,
Poland, Romania and Sweden. This Commission
Staff Working Document is a Technical Annex to
the Convergence Report 2014 and includes a
detailed assessment of the progress with
convergence.

The financial and economic crisis, along with the
recent euro-area sovereign debt crisis, has exposed
gaps in the current economic governance system of
the Economic and Monetary Union (EMU) and
showed that its existing instruments need to be
used more comprehensively. With the aim of
ensuring a sustainable functioning of EMU, an
overall strengthening of economic governance in
the Union has been undertaken. Accordingly, this
Commission Staff Working Document makes
references where appropriate to procedures that
help to strengthen the assessment of each Member

to the United Kingdom of Great Britain and Northern
Ireland.

(") European Commission, Convergence Report 2012,
COM(2012) 257 final, 12 May 2010; European Central
Bank, Convergence Report 2012, May 2012.

(®) Council Decision of 9 July 2013 (OJ L 195, 18.7.2013, p.
24-26).



Convergence Report 2014 - Technical annex
Chapter 1 - Introduction

Box 1.1: Article 140 of the Treaty

"1. At least once every two years, or at the request of a Member State with a derogation, the Commission
and the European Central Bank shall report to the Council on the progress made by the Member States with
a derogation in fulfilling their obligations regarding the achievement of economic and monetary union.
These reports shall include an examination of the compatibility between the national legislation of each of
these Member States, including the statutes of its national central bank, and Articles 130 and 131 and the
Statute of the ESCB and of the ECB. The reports shall also examine the achievement of a high degree of
sustainable convergence by reference to the fulfilment by each Member State of the following criteria:

— the achievement of a high degree of price stability; this will be apparent from a rate of inflation which is
close to that of, at most, the three best performing Member States in terms of price stability,

— the sustainability of the government financial position; this will be apparent from having achieved a
government budgetary position without a deficit that is excessive as determined in accordance with Article
126(6),

— the observance of the normal fluctuation margins provided for by the exchange-rate mechanism of the
European Monetary System, for at least two years, without devaluing against the euro,

— the durability of convergence 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.

The four criteria mentioned in this paragraph and the relevant periods over which they are to be respected
are developed further in a Protocol annexed to the Treaties. The reports of the Commission and the
European Central Bank shall also take account of the results of the integration of markets, the situation and
development of the balances of payments on current account and an examination of the development of unit
labour costs and other price indices.

2. After consulting the European Parliament and after discussion in the European Council, the Council shall,
on a proposal from the Commission, decide which Member States with a derogation fulfil the necessary
conditions on the basis of the criteria set out in paragraph 1, and abrogate the derogations of the Member
States concerned.

The Council shall act having received a recommendation of a qualified majority of those among its members
representing Member States whose currency is the euro. These members shall act within six months of the
Council receiving the Commission's proposal.

The qualified majority of the said members, as referred to in the second subparagraph, shall be defined in
accordance with Article 238(3)(a).

3. If it is decided, in accordance with the procedure set out in paragraph 2, to abrogate a derogation, the
Council shall, acting with the unanimity of the Member States whose currency is the euro and the Member
State concerned, on a proposal from the Commission and after consulting the European Central Bank,
irrevocably fix the rate at which the euro shall be substituted for the currency of the Member State
concerned, and take the other measures necessary for the introduction of the euro as the single currency in
the Member State concerned."

States' convergence process and its sustainability.
In particular, it incorporates references to the
strengthened surveillance of macroeconomic
imbalances (see sub-section 1.2.6.).

The remainder of the first chapter presents the
methodology used for the application of the
assessment criteria. Chapters 2 to 10 examine, on a
country-by-country basis, fulfilment of the
convergence criteria and other requirements in the
order in which they appear in Article 140(1) (see
Box 1.1). The cut-off date for the statistical data

included in this Convergence Report was 15 May
2014.

1.2. APPLICATION OF THE CRITERIA

In accordance with Article 140(1) of the Treaty,
the Convergence Reports shall examine the
compatibility of national legislation with Articles
130 and 131 of the Treaty and the Statute of the
European System of Central Banks (ESCB) and of
the European Central Bank. The reports shall also




examine the achievement of a high degree of
sustainable convergence by reference to the
fulfilment of the four convergence criteria dealing
with price stability, public finances, exchange rate
stability and long term interest rates as well as
some additional factors. The four convergence
criteria are developed further in a Protocol
annexed to the Treaty (Protocol No 13 on the
convergence criteria).

1.2.1. Compadtibility of legislation

In accordance with Article 140(1) of the Treaty,
the legal examination includes an assessment of
compatibility —between a Member State’s
legislation, including the statute of its national
central bank, and Article 130 and 131 of the
Treaty. This assessment mainly covers three areas.

e First, the independence of the national central
bank and of the members of its decision-
making bodies, as laid down in Article 130,
must be assessed. This assessment covers all
issues linked to a national central bank's
institutional financial independence and to the
personal independence of the members of its
decision-making bodies.

e Second, in accordance with Articles 123 and
124 of the Treaty, the compliance of the
national legislation is verified against the
prohibition of monetary financing and
privileged access. The prohibition of monetary
financing is laid down in Article 123(1) of the
Treaty, which prohibits overdraft facilities or
any other type of credit facility with the ECB
or the central banks of Member States in favour
of Union institutions, bodies, offices or
agencies, central governments, regional, local
or other public authorities, other bodies
governed by public law, or public undertakings
of Member States; and the purchase directly
from these public sector entities by the ECB or
central banks of debt instruments. As regards
the prohibition on privileged access, the central
banks, as public authorities, may not take
measures granting privileged access by the
public sector to financial institutions if such
measures are not based on prudential
considerations.

e Third, the integration of the national central
bank into the ESCB has to be examined, in
order to ensure that at the latest by the moment
of euro adoption, the objectives of the national
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central bank are compatible with the objectives
of the ESCB as formulated in Article 127 of the
Treaty. The national provisions on the tasks of
the national central bank are assessed against
the relevant rules of the Treaty and the
ESCB/ECB Statute.

1.2.2. Price stability

The price stability criterion is defined in the first
indent of Article 140(1) of the Treaty: “the
achievement of a high degree of price stability [...]
will be apparent from a rate of inflation which is
close to that of, at most, the three best performing
Member States in terms of price stability”.

Article 1 of the Protocol on the convergence
criteria further stipulates that “the criterion on
price stability [...] shall mean that a 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 more than 1.5 percentage points that of,
at most, the three best performing Member States
in terms of price stability. Inflation shall be
measured by means of the consumer price index on
a comparable basis, taking into account differences
in national definitions”.

Since national consumer price indices (CPlIs)
diverge substantially in terms of concepts, methods
and practices, they do not constitute the
appropriate means to meet the Treaty requirement
that inflation must be measured on a comparable
basis. To this end, the Council adopted on 23
October 1995 a framework regulation (°) setting
the legal basis for the establishment of a
harmonised methodology for compiling consumer
price indices in the Member States. This process
resulted in the production of the Harmonised
Indices of Consumer Prices (HICPs), which are
used for assessing the fulfilment of the price
stability criterion. Until December 2005, HICP
series had been based on 1996 as the reference
period.

A Commission Regulation (EC) No 1708/2005
provided the basis for a change of the HICP index

() Council Regulation (EC) No 2494/95 of 23 October 1995
concerning harmonised indices of consumer prices (OJ L
257, 27.10.1995, pp. 1-4), amended by Regulations (EC)
No 1882/2003 and No 596/2009 of the European
Parliament and of the Council.
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Box 1.2: Assessment of price stability and the reference value

The numerical part of the price stability criterion implies a comparison between a Member State's average
price performance and a reference value.

A Member State’s averagerate of inflation is measured by the percentage change in the unweighted average
of the last 12 monthly indices relative to the unweighted average of the 12 monthly indices of the previous
period, rounded to one decimal. This measure captures inflation trends over a period of one year as requested
by the provisions of the Treaty. Using the commonly used inflation rate — calculated as the percentage change
in the consumer price index of the latest month over the index for the equivalent month of the previous year —
would not meet the one year requirement. The latter measure may also vary importantly from month to month
because of exceptional factors.

The reference value is calculated as the unweighted average of the average rates of inflation of, at most, the
three best-performing Member States in terms of price stability plus 1.5 percentage points. The outcome is
rounded to one decimal. While in principle the reference value could also be calculated on the basis of the
price performance of only one or two best performing Member States in terms of price stability, it has been
existing practice to select the three best performers. Defining the reference value in a relative way (as
opposed to a fixed reference value) allows to take into account the effects of a common shock that affects
inflation rates across all Member States.

As Article 140(1) of the Treaty refers to 'Member States' and does not make a distinction between euro area
and other Member States, the Convergence Reports select the three best performers from all Member States —
EU-15 for the Convergence Reports before 2004, EU-25 for the reports between 2004 and 2006, EU-27 for
reports between 2007 and 2013 and EU-28 for the 2014 report.

The notion of 'best performer in terms of price stability' is not defined explicitly in the Treaty. It is
appropriate to interpret this notion in a non-mechanical manner, taking into account the state of the economic
environment at the time of the assessment. In previous Convergence Reports, when all Member States had a
positive rate of inflation, the group of best performers in terms of price stability naturally consisted of those
Member States which had the lowest positive average rate of inflation. In the 2004 report, Lithuania was not
taken into account in the calculation of the reference value because its negative rate of inflation, which was
due to country-specific economic circumstances, was significantly diverging from that of the other Member
States, making Lithuania a de facto outlier that could not be considered as 'best performer' in terms of price
stability. In 2010, in an environment characterised by exceptionally large common shocks (the global
economic and financial crisis and the associated sharp fall in commodity prices), a significant number of
countries faced episodes of negative inflation rates (the euro area average inflation rate in March 2010 was
only slightly positive, at 0.3%). In this context, Ireland was excluded from the best performers, i.e. the only
Member State whose average inflation rate deviated by a wide margin from that of the euro area and other
Member States, mainly due to the severe economic downturn in that country. In 2013, Greece was excluded
from the best performers, as its inflation rate and profile deviated by a wide margin from the euro area
average (the country's average 12-month inflation was at that time 0.4% and that of the euro area 2.2%, with
the gap between the two forecast to increase further), mainly reflecting the severe adjustment needs and
exceptional situation of the Greek economy. At the current juncture, it is warranted to identify Greece,
Bulgaria and Cyprus as outliers, as their inflation rates deviated by a wide margin from the euro area average,
driven by country-specific factors that limit their scope to act as meaningful benchmarks for other Member
States. In case of Greece and Cyprus, negative inflation mainly reflected the severe adjustment needs and
exceptional situation of the economy. In case of Bulgaria, it was due to an unusually strong combination of
disinflationary factors, i.a. a good harvest, administrative energy price reductions and declining import prices.
In April 2014, the 12-month average inflation rate of Greece, Bulgaria and Cyprus were respectively -1.2%, -
0.8% and -0.4% and that of the euro area 1.0%.

(Continued on the next page)
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Box (continued)

Table 1:

Inflation reference value in previous and current Convergence Reports

Convergence Report Cut-off month Three best Reference Euro area average
adoption date performers " value ¥ inflation rate ¥
1998 January 1998 Austria, France, Ireland 2.7 1.5

2000 March 2000 Sweden, France, Austria 2.4 1.4

2002 April 2002 United Kingdom, France, Luxembourg 2 33 2.4

2004 August 2004 Finland, Denmark, Sweden 2.4 2.1

2006 May March 2006 Sweden, Finland, Poland 2.6 2.3

2006 December October 2006 Poland, Finland, Sweden 2.8 2.2

2007 March 2007 Finland, Poland, Sweden 3.0 2.1

2008 March 2008 Malta, Netherlands, Denmark 3.2 2.5

2010 March 2010 Portugal, Estonia, Belgium 1.0 0.3

2012 March 2012 Sweden, Ireland, Slovenia 3.1 2.8

2013 April 2013 Sweden, Latvia, Ireland 2.7 2.2

2014 April 2014 Latvia, Portugal, Ireland 1.7 1.0

1) EU15 until April 2004; EU25 between May 2004 and December 2006; EU27 between January 2007 and June 2013; EU28 from July 2013 onw
2) In case of equal rounded average inflation for several potential best performers, the ranking is determined on the basis of unrounded dc

3) Reference values are only computed at the time of Convergence Reports. All calculations of the reference value

between the Convergence Reports are purely illustrative.

4) Measured by the percentage change in the arthmetic average of the latest 12 monthly indices relative to the

arithmetic average of the 12 monthly indices of the previous period.

5) Based on revised data, Germany would replace Luxembourg as one of the three Member States with the lowest

12-month average inflation in April 2002. This change would not affect the price and long-term interest rate reference values in April 2002

Sources: Eurostat and Commission services.

base reference period from 1996=100 to 2005=100
(10,

As has been the case in past convergence reports, a
Member State’s average rate of inflation is
measured by the percentage change in the
arithmetic average of the last 12 monthly indices
relative to the arithmetic average of the 12 monthly
indices of the previous period. The reference value
is calculated as the arithmetic average of the
average rate of inflation of the three 'best-
performing Member States in terms of price
stability' plus 1.5 percentage points. Accordingly,
the reference value is currently 1.7%, based on the
data of Latvia (0.1%), Portugal (0.3%) and Ireland
(0.3%) over the 12-month period covering May
2013-April 2014. Greece, Bulgaria and Cyprus
were identified as outliers, as their inflation rates
deviated by a wide margin from the euro area
average reflecting country-specific economic
circumstances (see Box 1.2)

(") Commission Regulation (EC) No 1708/2005 of 19 October
2005 laying down detailed rules for the implementation of
Council Regulation (EC) No 2494/95 as regards the
common index reference period for the harmonised index
of consumer prices, and amending Regulation (EC) No
2214/96.

The Protocol on the convergence criteria not only
requires Member States to have achieved a high
degree of price stability but also calls for a price
performance that is sustainable. The requirement
of sustainability aims at ensuring that the degree of
price stability and inflation convergence achieved
in previous years will be maintained after adoption
of the euro. This deserves particular attention in
the current juncture as the financial turmoil
exposed unsustainable price developments in many
EU Member States, including euro area countries,
in the pre-crisis period.

Inflation sustainability implies that the satisfactory
inflation performance must essentially be due to
the adequate behaviour of input costs and other
factors influencing price developments in a
structural manner, rather than reflecting the
influence of cyclical or temporary factors.
Therefore, this Technical Annex also takes account
of the role of the macroeconomic situation and
cyclical position in inflation performance,
developments in unit labour costs as a result of
trends in labour productivity and nominal
compensation per head, developments in import
prices to assess how external price
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Box 1.3: Excessive deficit procedure

The excessive deficit procedure is specified in Article 126 of the Treaty, the associated Protocol on the
excessive deficit procedure and Council Regulation (EC) No 1467/97 on speeding up and clarifying the
implementation of the excessive deficit procedure ('), which is the “corrective arm” of the Stability and
Growth Pact. Together, they determine the steps to be followed to reach a Council decision on the existence
and correction of an excessive deficit, which forms the basis for the assessment of compliance with the
convergence criterion on the government budgetary position. As part of an overall strengthening of
economic governance in the Union, Council Regulation (EC) No 1467/97 was amended in 2011. In
particular, a numerical benchmark was introduced for operationalising the debt criterion in Article 126(2) of
the Treaty.

Article 126(1) states that Member States shall avoid excessive government deficits. The Commission is
required to monitor the development of the budgetary situation and of the stock of government debt in the
Member States with a view to identifying gross errors (Article 126(2)). In particular, compliance with
budgetary discipline is to be examined by the Commission on the basis of the following two criteria:

o whether the ratio of the planned or actual government deficit to gross domestic product exceeds a
reference value, specified in the Protocol on the EDP as 3 percent of GDP, unless:

— either the ratio has declined substantially and continuously and reached a level that comes close to
the reference value;

—  or, alternatively, the excess over the reference value is only exceptional and temporary and the ratio
remains close to the reference value;

e whether the ratio of government debt to gross domestic product exceeds a reference value, specified in
the Protocol on the EDP as 60 percent of GDP, unless the ratio is sufficiently diminishing and
approaching the reference value at a satisfactory pace.

According to the Protocol on the excessive deficit procedure, the Commission provides the statistical data
for the implementation of the procedure. As part of the application of this Protocol, Member States have to
notify data on government deficits, government debt, nominal GDP and other associated variables twice a
year, before 1 April and before 1 October (*). After each reporting date, Eurostat examines whether the data
are in conformity with ESA95 (°) rules and related Eurostat decisions and, if they are, validates them.

The Commission is required to prepare a report if a Member State does not fulfil the requirements under one
or both of the criteria given above (Article 126(3)). The report also has to take into account whether the
government deficit exceeds government investment expenditure and all other relevant factors. These include
developments in the medium-term economic position (*) the medium-term budgetary position of the
Member State (°), in the medium-term government debt position (°), as well as any other factors which, in
the opinion of the Member State concerned, are relevant and which the Member State has put forward to the
Council and the Commission. In that context, particular consideration shall be given to financial
contributions to fostering international solidarity and achieving the policy goals of the Union, the debt

0OJ L 209, 2.8.1997, p. 6. Regulation as amended by Regulation (EC) No 1056/2005 (OJ L 174, 7.7.2005, p. 5).
Council Regulation (EC) No 479/2009 on the application of the Protocol on the excessive deficit procedure (OJ L
145, 10.06.2009, pl).

() European System of National and Regional Accounts, adopted by Council Regulation (EC) No 2223/96 (OJ L 310,
30.11.1996, p. 1). Regulation as last amended by Regulation (EC) No 400/2009 of the European Parliament and of
the Council (OJ L 126, 21.5.2009, p. 11).

(*) In particular, potential growth, including the various contributions, cyclical developments, and the private sector net
savings position.

() In particular, the record of adjustment towards the medium-term budgetary objective, the level of the primary balance
and developments in primary expenditure, the implementation of policies in the context of the prevention and
correction of excessive macroeconomic imbalances and in the context of the common growth strategy of the Union,
as well as the overall quality of public finances, in particular the effectiveness of national budgetary frameworks.

() In particular, its dynamics and sustainability, including, risk factors including the maturity structure and currency

denomination of the debt, stock-flow adjustment and its composition, accumulated reserves and other financial assets,

guarantees, in particular those linked to the financial sector, and any implicit liabilities related to ageing and private
debt, to the extent that it may represent a contingent implicit liability for the government.

@)
A

(Continued on the next page)
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Box (continued)

incurred in the form of bilateral and multilateral support between Member States in the context of
safeguarding financial stability, and the debt related to financial stabilisation operations during major
financial disturbances.

The Council and the Commission shall make a balanced overall assessment of all the relevant factors. Those
factors shall be taken into account in the steps leading to the decision on the existence of an excessive deficit
when assessing compliance on the basis of the debt criterion. When assessing compliance on the basis of the
deficit criterion in a country with a debt ratio exceeding the reference value, those factors shall be taken into
account in the steps leading to the decision on the existence of an excessive deficit subject to the double
condition that the deficit is close to the reference value and its excess over it is temporary. Due consideration
is foreseen for pension reforms introducing a multi-pillar system including a mandatory, fully-funded pillar
and the net cost of the publicly managed pillar. (")

In the next step of the procedure, the Economic and Financial Committee (EFC) formulates an opinion on
the Commission report, within at most two weeks after its publication (Article 126(4), Article 3.1 of
Regulation 1467/97). If it considers that an excessive deficit exists or may occur, the Commission addresses
an opinion to the Council (Article 126(5)). Then, on the basis of a Commission proposal and after an overall
assessment, which includes any observation that the concerned Member State may have, the Council
decides, whether an excessive deficit exists (Article 126(6)). Article 3.3 of Regulation 1467/97 specifies that
any such decision has to be adopted as a rule within four months of the fiscal notification dates (1 April, 1
October).

If the Council decides that an excessive deficit exists, it has to issue without delay a recommendation to the
Member State concerned with a view to correcting the deficit within a given period (Article 126(7)).
According to Regulation 1467/97, the Council recommendation has to specify when the correction of the
excessive deficit should be completed, the annual budgetary targets that the Member State concerned has to
achieve, and has to include a maximum deadline of six months for effective action to be taken by the
Member State concerned. Within this deadline, the Member State concerned shall report to the Council on
action taken. The report shall include targets for government expenditure and revenue and for the
discretionary measures consistent with the Council's recommendation, as well as information on the
measures taken and the nature of those envisaged to achieve the targets.

If effective action has been taken in compliance with a recommendation under Article 126(7) and, compared
with the economic forecasts underlying the recommendation, unexpected adverse economic events with
major unfavourable consequences for government finances occur subsequent to its adoption, the Council
may decide, on a recommendation from the Commission, to adopt a revised recommendation under the same
article, which may notably extend the deadline for the correction of the excessive deficit by one year as a
rule. In the case of severe economic downturn for the euro area or the EU as a whole, the Council may also
decide, on recommendation by the Commission, to adopt a revised recommendation under Article 126(7),
provided that this does not endanger fiscal sustainability in the medium term.

Where it establishes that there has been no effective action in response to its recommendations, the Council
adopts a decision under Article 126(8) on the basis of a Commission recommendation immediately after the
expiry of the deadline for taking action (or at any time thereafter when monitoring of the action taken by the
Member State indicates that action is not being implemented or is proving to be inadequate). The provisions
of Article 126(9 and 11), on enhanced Council surveillance and ultimately sanctions in case of non-
compliance, as well as the new enforcement mechanisms introduced in 2011, are not applicable to Member
States with a derogation (that is, those that have not yet adopted the euro), which is the case of the Member
State considered in this report. Following a Council decision establishing, under Article 126(8), that the
Member State did not take effective action in response to a Council recommendation under Article 126(7),

(") Where the excess of the deficit over the reference value reflects the implementation of a pension reform introducing a
multi-pillar system that includes a mandatory, fully funded pillar, the Council and the Commission shall also consider
the cost of the reform when deciding on the existence of an excessive deficit, as long as the deficit does not
significantly exceed a level that can be considered close to the reference value, and the debt ratio does not exceed the
reference value, provided that overall fiscal sustainability is maintained.

(Continued on the next page)
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Box (continued)

Commission recommendation (Article 126(12)).

When, in the view of the Council, the excessive deficit in the Member State concerned has been corrected,
the Council abrogates its decision on the existence of an excessive deficit, again on the basis of a

More information about the EU fiscal surveillance framework could be found in the Vademecum on the
Sability and Growth Pact, FEuropean Economy. Occasional Papers. 151
http://ec.europa.ecu/economy _finance/publications/occasional paper/2013/op151 en.htm

May 2013:

developments have impacted on domestic
inflation. Similarly, the impact of administered
prices and indirect taxes on headline inflation is
also considered.

From a forward-looking inflation perspective, the
report includes an assessment of medium-term
prospects for price developments. The analysis of
factors that have an impact on the inflation outlook
— cyclical conditions, labour market developments
and credit growth — is complemented by a
reference to the most recent Commission services'
forecast of inflation. That forecast can
subsequently be wused to assess whether the
Member State is likely to meet the reference value
also in the months ahead (''). Medium-term
inflation prospects are also assessed by reference
to the economies' key structural characteristics,
including the functioning of the labour and product
markets.

1.2.3. Public finances

The convergence criterion dealing with the
government budgetary position is defined in the
second indent of Article 140(1) of the Treaty as
“the sustainability of the government financial
position: this will be apparent from having
achieved a government budgetary position without
a deficit that is excessive as determined in
accordance with Article 126(6)”. Furthermore,
Article 2 of the Protocol on the convergence
criteria states that this criterion means that “at the
time of the examination the Member State is not
the subject of a Council decision under Article
126(6) of the said Treaty that an excessive deficit
exists”.

The convergence assessment in the budgetary area
is thus directly linked to the excessive deficit
procedure which is specified in Article 126 of the
Treaty and further clarified in the Stability and

(") Based on the Commission services' 2014 Spring Forecast,
the inflation reference value is forecast to stand at 1.8% in
December 2014.

Growth Pact (see Box 1.3 for further information
on the excessive deficit procedure as strengthened
by the 2011 reform of the Stability and Growth
Pact). The details of the excessive deficit
procedure are defined in Regulation 1467/97 as
amended in 2005 and 2011 (most recently under
the "Six-Pack") which sets out the way in which
government deficit and debt levels are assessed to
determine whether an excessive deficit exists,
under article 126 of TFEU. The convergence
assessment in the budgetary area is therefore
judged by whether the Member State is subject to a
Council decision under 126(6) on the existence of
an excessive deficit ('?).

Long-term sustainability of public finances
deserves particular attention at a time when the
financial crisis has significantly impacted on the
fiscal positions and debt levels in many Member
States. In response to this, economic governance in
the EMU was substantially strengthened in 2011,
which included, inter alia, the operationalisation of
the debt criterion in the Excessive Deficit
Procedure ().

(") The definition of the general government deficit used in
this report is in accordance with the excessive deficit
procedure, as was the case in previous convergence reports.
In particular, interest expenditure, total expenditure and the
overall balance include net streams of interest expenditure
resulting from swaps arrangements and forward rate
agreements. Government debt is general government
consolidated gross debt at nominal value (Council
Regulation 479/2009). Information regarding the excessive
deficit procedure and its application to different Member
States since 2002 can be found at:
http://ec.europa.eu/economy_finance/economic_governanc
e/sgp/deficit/index_en.htm.

A directive on minimum requirements for national
budgetary frameworks, two new regulations on
macroeconomic  surveillance and three regulations
amending the Stability and Growth Pact and
complementing it with new enforcement mechanisms for
euro area Member States entered into force on 13
December 2011. Besides the operationalisation of the debt
criterion in the Excessive Deficit Procedure mentioned in
Box 1.3, the amendments introduced a number of
important novelties in the Stability and Growth Pact, in
particular an expenditure benchmark to complement the

(13
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1.2.4. Exchange rate stability

The Treaty refers to the exchange rate criterion in
the third indent of Article 140(1) as “the
observance of the normal fluctuation margins
provided for by the exchange-rate mechanism of
the European Monetary System, for at least two
years, without devaluing against the euro”.

Article 3 of the Protocol on the convergence
criteria stipulates: “The criterion on participation
in the exchange rate mechanism of the European
Monetary System (...) shall mean that a Member
State has respected the normal fluctuation margins
provided for by the exchange-rate mechanism of
the European Monetary System without severe
tensions for at least the last two 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” ('*). Based on the Council Resolution
on the establishment of the ERM II(*%), the
European Monetary System has been replaced by
the Exchange Rate Mechanism II upon the
introduction of the euro, and the euro has become
the centre of the mechanism.

In its assessment of the exchange rate stability
criterion, the Commission takes into account
developments in auxiliary indicators such as
foreign reserve developments and short-term
interest rates, as well as the role of policy
measures, including foreign exchange
interventions, in maintaining exchange rate
stability.

A number of Member States have benefited from
balance-of-payments assistance programmes since
2008. In order to determine whether international
financial assistance constitutes evidence that a
country has faced severe tensions in its exchange
rate, the Commission examines the role played by
official external financing during the assessment
period on a case by case basis.

assessment of progress towards the country-specific
medium-term budgetary objective.

In assessing compliance with the exchange rate criterion,
the Commission examines whether the exchange rate has
remained close to the ERM II central rate, while reasons
for an appreciation may be taken into account, in
accordance with the Common Statement on Acceding
Countries and ERM2 by the Informal ECOFIN Council,
Athens, 5 April 2003.

(%) 97/C 236/03 of 16 June 1997, OJ C 236, 2.8.1997, p.5.

(14
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As in previous reports, the assessment of this
criterion verifies the participation in ERM II and
examines exchange rate behaviour within the
mechanism. The relevant period for assessing
exchange rate stability in this Technical Annex is
16 May 2012 to 15 May 2014.

1.2.5. Long-term interest rates

The fourth indent of Article 140(1) of the Treaty
requires “the durability of convergence 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”. Article 4 of the Protocol on the
convergence criteria further stipulates that “the
criterion on the convergence of interest rates (...)
shall mean that, observed over a period of one year
before the examination, a Member State has had an
average nominal long-term interest 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 government
bonds or comparable securities, taking into
account differences in national definitions” (see
Box 1.4).

For the assessment of the criterion on the
convergence of interest rates, yields on benchmark
10-year bonds have been taken, using an average
rate over the latest 12 months. The reference value
for April 2014 is calculated as the simple average
of the average long-term interest rates in Latvia
(3.3%), Portugal (5.8%) and Ireland (3.5%), plus 2
percentage points, yielding a reference value of
6.2%.

1.2.6. Additional factors

The Treaty in Article 140 also calls for an
examination of other factors relevant to economic
integration and convergence. These additional
factors include financial, product and labour
market integration and the development of the
balance of payments. The examination of the
development of unit labour costs and other price
indices, which is also prescribed by Article 140 of
the Treaty, is covered in the section on price
stability.

The assessment of additional factors gives an
important indication of a Member State's ability to
integrate into the euro area without difficulties. As
regards the balance of payments, the focus is on
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Box 1.4: Data for the interest rate convergence

The fourth indent of Article 140(1) of the Treaty requires that the durability of nominal convergence and
exchange rate stability in Member States should be assessed by reference to long-term interest rates. Article
4 of the Protocol on the convergence criteria adds that these “Interest rates shall be measured on the basis of
long-term government bonds or comparable securities, taking into account differences in national
definitions”.

Article 5 of the Protocol requires that the Commission should provide the statistical data used for the
application of the convergence criteria. However, in the context of the interest rate criterion, the ECB has
developed the criteria for harmonising the series of yields on benchmark 10 year bonds on behalf of Eurostat
and collects the data from the central banks. The selection of bonds for inclusion in this series is based on
the following criteria:

e issued by central government;
e aresidual maturity as close as possible to 10 years;

o adequate liquidity, which is the main selection criterion; the choice between a single benchmark or the
simple average of a sample is based on this requirement;

e fixed coupon;

o yield gross of tax.

For eighteen Member States, the residual maturity of the benchmark bond is above 9.5 years. For eight
Member States, the residual maturity of the benchmark bond is around 9 years, while for Croatia the residual
maturity is around 6 years. All yields (except for Cyprus) are calculated on the basis of secondary market
rates. For Germany and Spain a basket of bonds is used, while a single benchmark bond is used in twenty-
five Member States. For Estonia, no appropriate harmonised series or proxy could be identified, primarily
reflecting the very low level of Estonian government debt.

Data used in this Report can be found on Eurostat ("Maastricht criterion bond yields (mcby): EMU
convergence criterion bond yields", code: tec00097). The same series is also published by the ECB's
Statistical Data Warehouse (code IRS.M.Country Code.L.L40.CI1.0000.Currency CodeN.Z).

the situation and development of the external ensuring fiscal sustainability, competitiveness,

balance ('°). Market integration is assessed through
trade, foreign direct investment and a smooth
functioning of the internal market. Finally,
progress in financial integration is examined,
together with the impact of the financial crisis, the
main characteristics, structures and trends of the
financial sector and compliance with the acquis of
the Union in this area.

Starting with the 2012 Convergence Report, the
convergence assessment is aligned with the
broader "European Semester" approach which
takes an integrated and upstream look at the
economic policy challenges facing EMU in

(*%) The external balance is defined as the combined current
and capital account (net lending/borrowing vis-a-vis the
rest of the world). This concept permits in particular to take
full account of external transfers (including EU transfers),
which are partly recorded in the capital account. It is the
concept closest to the current account as defined when the
Maastricht Treaty was drafted.

financial market stability and economic growth.

The section on additional factors makes reference
to the surveillance of macroeconomic imbalances
under the Macroeconomic Imbalance Procedure,
which was adopted in December 2011 as one of
the key elements of the legislative package (the
"Six-Pack") to enhance the governance structures
in EMU, and integrates its results into the
assessment (').

(") To avoid the duplication of surveillance procedures,
Member States under EU-IMF financial assistance
programmes are not examined under the macroeconomic
imbalances procedure and were therefore not covered in
the Alert Mechanism Report and in-depth reviews. Among
the Member States examined in this report, this concerns
Romania.
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Box 1.5: The Macroeconomic Imbalance Procedure (MIP)

The Macroeconomic Imbalance Procedure (MIP): key elements

A key lesson from the economic and financial crisis has been that the economic governance framework
underpinning EMU needed to be further strengthened to address the issue of unsustainable macroeconomic
trends. The new procedure on prevention and correction of macroeconomic imbalances — the
Macroeconomic Imbalance Procedure (MIP) — responds to this need and was one of the key elements of the
legislative package (the "Six-Pack") to enhance the governance structures in EMU.

A two-step approach with a preventive and a corrective arm

The overall design of the MIP includes a "preventive" arm and a stronger "corrective" arm for more serious
cases. For euro area countries, the corrective arm is supplemented by an enforcement mechanism including
the possibility of financial sanctions. The procedure relies on a two-step approach where the first step
consists of an alert mechanism that aims to identify Member States with potentially emerging
macroeconomic imbalances and which require more in-depth investigation. If, on the basis of such an in-
depth analysis, the situation is considered unproblematic no further steps are taken. If the Commission
however considers that macroeconomic imbalances exist, it may come forward with proposals for policy
recommendations for the Member State concerned (which will be — in the preventive arm — part of the
integrated package of recommendations under the European Semester). In case the in-depth review points to
severe imbalances in a Member State, the Council could declare the existence of an excessive imbalance and
adopt a recommendation asking the Member State to present a Corrective Action Plan (CAP). After
submission of the CAP by the Member State, the Council would assess the CAP which either can be deemed
sufficient or insufficient; if found insufficient, the Member State should present a new CAP. If the new CAP
is again found insufficient, a fine can be imposed (0.1% of GDP), though just for euro area Member States.
When a sufficient CAP is in place, the Council will assess whether or not the Member State concerned has
taken the recommended actions according to the set deadlines. For euro area Member States a first
assessment of non-compliance would lead to an interesting-bearing deposit (0.1% of GDP). After a second
decision by the Council declaring non-compliance, the Council can take the decision to convert the deposit
into an annual fine. If the Council considers that the Member State has taken the recommended corrective
action, but imbalances are not yet corrected, the procedure will be placed in abeyance. If the Council
considers that the Member State concerned has taken the appropriate action and the Member State is no
longer experiencing excessive imbalances, the procedure will be closed.

The alert mechanism scoreboard: design and rationale

The scoreboard is an element of the alert mechanism and is intended to facilitate the identification of trends
of imbalances that are under the scope of the MIP and require closer examination. In line with the different
challenges facing the Member States, it comprises indicators of the external position (current account and
net international investment position), competitiveness developments (real effective exchange rates, unit
labour cost, export market shares) and indicators of internal imbalances (private sector and general
government debt, private sector credit flow, change in total financial sector liabilities, house prices and the
unemployment rate). The scoreboard thus encompasses variables where both the economic literature and
recent experiences suggest associations with economic crises, while indicative alert thresholds were
identified for each indicator.

The 2014 Alert Mechanism Report (AMR) and In-Depth Reviews (IDR)

As the first step of the MIP process of 2014, the Commission published its third Alert Mechanism Report in
November 2013. The AMR made an economic reading of the scoreboard as foreseen by the legislation and
on this basis 16 Member States were identified for which IDRs on different possible imbalances were
warranted. Three of them are Member States covered in this report (Bulgaria, Hungary and Sweden). The
IDRs concluded in March 2014 that Hungary and Sweden have imbalances, while Croatia is experiencing
excessive imbalances.







2. BULGARIA

2.1. LEGAL COMPATIBILITY

2.1.1. Infroduction

The legal basis for the Bulgarska narodna banka
(BNB — central bank of Bulgaria), the Law on the
Bulgarian National Bank (the BNB Law) of 1997,
has not been amended since the 2012 Convergence
Report. Therefore, the comments provided in the
2012 Convergence Report are largely repeated in
this year's assessment.

2.1.2. Central Bank independence

Article 14(1) of the BNB Law Bank does not
accurately mirror the grounds for dismissal of the
Governor set out exhaustively in Article 14.2 of
the ESCB/ECB Statute.

Pursuant to Article 14(1) of the BNB Law, a
member of the BNB Governing Council, including
the Governor, may be relieved from office (1) "if
he no longer fulfils the conditions required for the
performance of his duties under Article 11(4)", (2)
"if he is in practical inability to perform his duties
for more than six months" or (3) "if he has been
guilty of serious professional misconduct".

Whereas the second ground for dismissal is not
provided in Article 14.2 of the ESCB/ECB Statute,
the third dismissal ground provided in Article
14(1) of the BNB Law narrows down the concept
of "serious misconduct" of Article 14.2 of the
ESCB/ECB Statute to '"serious professional
misconduct". In order to remove these
imperfections and limit interpretation problems,
Atrticle 14(1) of the BNB Law should be amended.

Furthermore, the ground for dismissal provided in
the Conflict of Interest Prevention and
Ascertainment Act of 2008 which has been
applicable to the BNB Governor, Deputy
Governors and the members of the BNB Managing
Board since December 2010 has to be brought in
line with Article 14.2 of the ESCB/ECB Statute.
Article 33(1) in conjunction with Article 3(13) of
the Conflict of Interest Prevention and
Ascertainment Act provides that the breach of its
provisions and the existence of a conflict of
interest are grounds for dismissal. This
incompatibility should be removed by specifying

that a dismissal of the Governor is only admissible
if, as set out in Article 14.2 of the ESCB/ECB
Statute, the breach of the duty is a lack of
fulfilment of the conditions required for the
performance of the Governor's duties or is a
serious misconduct of which the Governor has
been guilty.

Pursuant to Article 12(1) of the BNB Law, the
Governor shall be elected by the National
Assembly. The National Assembly has taken the
view that it has the power to annul or amend its
decisions, including decisions under Article 12(1)
of the BNB Law. The National Assembly has
substantiated this assertion by stating that pursuant
to a Constitutional Court decision of 26 February
1993, the Bulgarian Constitution does not
explicitly prohibit the National Assembly from
amending or annulling its decisions. Such
understanding would allow the dismissal of the
Governor under conditions other than those
mentioned in Article 14.2 of the ESCB/ECB
Statute. It should be ensured that the Governor,
when properly elected or appointed, may not be
dismissed under conditions other than those
mentioned in Article 14.2 of the ESCB/ECB
Statute.

Article 14(2) of the BNB Law Bank should be
amended. Article 14(2) of the BNB Law Bank
stipulates that "where the duties of a Governing
Council member cease before the term of office
has  expired, another person shall be
elected/appointed for the outstanding period of the
term of office". As regards the Governor, this is not
in line with Article 14.2 of the ESCB/ECB Statute,
pursuant to which the term of office of a Governor
shall be no less than five years.

Article 44 of the BNB Law should be amended
with a view to achieving compatibility with Article
130 of the TFEU and Article 7 of the ESCB/ECB
Statute. Pursuant to Article 44 of the BNB Law,
the members of the Governing Council, in the
performance of their tasks, shall be independent
and shall not seek or take any instructions from the
Council of Ministers or from any other body or
institution. It should be clarified that this
encompasses national, foreign and EU institutions
or bodies.



2.1.3. Prohibition of monetary financing and
privileged access

Article 45(1) and (2) of the BNB Law are not fully
consistent with Article 123 of the TFEU and
Article 21.1 of the ESCB/ECB Statute and thus
should be amended.

Article 45(1) of the BNB Law provides that the
BNB shall not extend credits and guarantees,
including through purchase of debt instruments, to
the Council of Ministers, municipalities, as well as
to other governmental and municipal institutions,
organizations and enterprises. Article 45(1) of the
BNB Law should be amended with a view to
including all entities mentioned in Article 123(1)
of the TFEU and Article 21.1 of the ESCB/ECB
Statute. Furthermore, while the prohibition of
monetary financing does not allow the direct
purchase of public sector debt, purchases on the
secondary market are not prohibited unless they
qualify as a circumvention of the objective of
Article 123 of the TFEU. For this reason, the word
‘direct’ should be inserted in Article 45(1) of the
BNB Law.

Pursuant to Article 45(2) in conjunction with
Article 33(2) of the BNB Law, Article 45(1) of the
BNB Law does not apply to the extension of
credits to state-owned and municipal banks in
emergency cases of liquidity risk that may affect
the stability of the banking system. The scope of
this exemption should be amended to be fully
consistent with the wording of Article 123(2) of
the TFEU and Article 21.3 of the ESCB/ECB
Statute.

2.1.4. Integrationin the ESCB

Objectives

The objectives of the BNB are compatible with the
Treaty on the Functioning of the European Union.

Tasks

The incompatibilities in the BNB Law are linked
to the following ESCB/ECB tasks:

e definition of monetary policy and monetary
functions, operations and instruments of the
ESCB (Articles 2(1), 3, 16(4 and 5), 28, 30, 31,
32,33, 35, 38,41 and 61 of the BNB Law);
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e conduct of foreign exchange operations and the
definition of foreign exchange rate policy