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Abstract

The process of nominal convergence of non-euro area countries
has somewhat deteriorated since 2020, driven by an
amplification of pre-existing trends. While the COVID-19 seems
to have had limited impact on key indicators, it made the
convergence process more challenging. Uncertainty driven by
the war in Ukraine is making the inflation criterion more difficult
to meet and deterioratingeconomic prospects.

Based on data until April 2022, Croatia meets all legal
convergence requirements and nominal criteria, for joining the
euro in January 2023. The accession process for Bulgaria is
behind, reflecting its commitment to join in 2024, but also great
legal and economic challenges. An important finding is that
accession criteria have become de facto stricter than they were
for countries that joined the EMU earlier.
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EXECUTIVE SUMMARY

Background

The EU Treaties make theintroduction of the euroan integral part of the acquis communautaire, hence
a binding requirement. Currently, seven EU Member States (so-called "Member States with a
derogation")-Bulgaria, Croatia, Czechia, Hungary, Poland,Romania and Sweden — have an obligation
to eventually adopt the common currency, while Denmark has negotiated an opt-out.

Every second year, the European Commission and the European Central Bank (ECB) publish an
assessment of the state of convergence of non-euro areaMember States. For a country wishingto join
the monetary union, the Commission submits a proposal to the European Council based on this
assessment. The European Council ultimately takes the decisionon the recommendation of a qualified
majority of those of its members representing Member States, whose currency is the euro, following
consultation with the EuropeanParliamentand discussion in the European Council.

Croatia and Bulgaria are the twocountriesnext in line for accession to the euroarea: on 1 January 2023
and 1 January 2024, respectively.

The prerequisite for accession to the euro area, which forms the basis of the assessment by the
Commission and the ECB, is to achieve a certain degree of nominal convergence, which is defined by
criteria stipulated in the Maastricht Treaty (1993) and set out in Article 140 of the Treaty on the
Functioning of the European Union (TFEU). The criteria include:

e price stability;

e sound publicfinances;

e exchangeratesstability;and

e convergenceinlong-terminterest rates.

Other than the nominal criteria, the convergence assessment should take into account additional
factors thatcould offerindications of the country's ability to be part of the euroarea without difficulties.

Requirementson legal convergence, i.e. compatibility of national legislation with the acquisin relation
to the functioning of the national central banks (NCBs), add to the nominal criteria. They include:

e independence of the NCB and of the members of its decision-making bodies;

e compliance of national legislation with the prohibition of monetary financing and privileged
access;and

e integration of the NCB into the European System of Central Banks (ESCB).

Finally, as a consequence of the reform of the Economic and Monetary Union (EMU) governance
framework, candidate countries are de facto required to comply with additional requirements (often
called "institutional" requirements), namely:

e joining the Banking Union, i.e. fulfilling requirements for the Single Supervisory Mechanism
(SSM) and Single Resolution Mechanism (SRM);

e transferring contributionsto the Single Resolution Fund;

e participating in the European Stability Mechanism (ESM); and

e complying with the Treaty on Stability, Coordination and Governance in the Economic and
Monetary Union (fiscal compact).

PE 733.967 10
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Aim

Theaim of the study is to provide an overview of the state of nominal convergence of all non-euro area
countries and to assess whether the COVID-19 pandemichad an impact on it. The study has a special
focus on Croatia and Bulgaria, given their current desire to join the euro areain the near future. The

study also assesses the implications of Russia's invasion of Ukraine for the nominal convergence
process in the two countries.

This study is meant to provide an evidence-basedanalysis to the Members of the ECON Committee to
form their own informed judgement ahead of the consultations of the European Council, in the context
ofthe process of assessmentof Croatia this year,and of Bulgaria next year.

Key findings

The overall picture on the state of nominal convergence suggeststhatthe processhasbeen somewhat
deteriorating since 2020. For mostrelevantindicators, it is more an amplification of pre-existing trends
thana changein trend associated with the pandemic. The start of the war in Ukraine appears to have
particularly affected price stability. Growing energy and food prices are leading to higher inflation
across the EU, but especially in Eastern non-euro area Member States, hence making it more difficult
for them to meet the price stability criterion.

Exchange rates have also been affected in countries outside the Exchange Rate Mechanism (ERM) Il
Almost all national currencies have depreciated strongly against the euro. This trend existed already
before the pandemic, but has become more marked since 2020, especially for the Polish zloty and
Hungarian forint. The exceptions are the Swedish krona and the Czech koruna, which experienced an
appreciation during COVID-19.

The impact of the pandemic and the war in Ukraine on the countries' capacity to meet the other
convergence criteria (interest rates and public finances) seem quite limited. After the large budget
deficits of 2020, most non-euro area countries managed to bring back the budget balance to below
the 3 % threshold. It should be noted that the activation of the general escape clause, suspending the
application of the fiscal rules. Uncertainty is, however, extremely high and the risk of deterioration of
economic conditions is elevated for all EU countries.

Real convergence, which measures how fast countries starting with lower levels of gross domestic
product (GDP) have been growing, although not a formal criterion for accession, has been ongoing
during thelast years. Non-euro area Member States, especially New Member States (NMS), which had
a much lower initial level of income, made significant progressin catching up with the euro area
average. It also appears that COVID-19did not halt this pattern.

Animportant generalfinding of thisstudy is thatthe accession criteria for Croatiaand Bulgaria, andfor
those countries wishing to join the euro area in the future, are de facto stricter than they were for
countries that joined the EMU earlier. In addition to the nominal criteria and legal requirements based
on the Treaty, Croatia and Bulgaria were asked to join the Banking Union in the context of "close
cooperation" with the ECB, at the time of joining ERMIL.

Atthetime of joining ERM II, the two governmentsalso committed to additional reforms (ERM Il post-
entry commitments) considered necessary for achieving a sustainable economic convergence and
successful participationin the euro.

11 PE733.967
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Croatia

Based on data updated in April 2022, Croatia meetsallnominal convergence criteria. The price stability
criterion is met once two out of the three best price stability performers (Malta and Portugal) are
considered as outliers and excluded from the calculation of the reference value. The European
Commission and the ECB convergence reports, published in June 2022, recognise the exceptionally
low inflation in the two countriesand give a positiveassessment of Croatia. The "outlier" argument has
been already used several times in the past, hence it is not an exception. It should be added that, for
Croatia, the price stability criterionis projected to be metalso in the monthsahead, not only at time of
theassessment.

Legal convergence was also achieved in 2020, when the countryjoined ERMII. A that time, Croatiaalso
joined the Banking Union and the country' significant institutionshave been under the supervision of
the SSM since October 2020.

Progress in real convergence and the consideration of other factors that could affect the sustainability
of nominal convergence seem to point to alignment with the euro area average, with no major risks
being identified. The national recovery and resilience plan (NRRP), through which a very substantial
amount of money will be injected into the economy (about 12 % of GDP until 2026), is also expected
todriveimportant reformsof the economy.

While the final decision will be made by the Council, Croatia seemsto be well placed to adopt the euro
as planned in January 2023. The country appears ready also from the technical point of view, as
preparation to transition to the euro has already started.

Bulgaria
The accession process for Bulgaria is behind that of Croatia, as the commitment to join is for 2024.

While the political instability of 2021 did not result in a de-commitment, it hasled to delays, which have
affected the accession preparation process andthe approval of the NRRP. Similar to Croatia, the plan is
expected toinject a very large amount of resources (more than 9% of GDP until 2026) for investment.
The country willhave to prove that it has the ability to absorb and usethe money effectively, against a
rather poor trackrecord.

More importantly, as at May 2022, Bulgaria does not meet all the nominal convergence criteria; in
particular price stability is not achieved. This is the case even if all three best performers were to be
considered as outliers. Furthermore, projections point to persistent and considerable challenges to
price stability. The importance of energy-intensive industry for the economy and the strong energy
dependence on Russian supplies, which have been cut, are likely to lead to additional inflationary
pressures. Unless conditions change substantially in the course of 2022, it will be very difficult for
Bulgaria to meet the price stability criterionby mid-2023.

Legal convergence has also not been achieved yet and further effort is required to overcome
unresolved issuesof incompatibility. By contrast,real convergence towardsthe euro areaaverage has
strongly progressed in recent years. Similar important progress was made in 2020, when the country
joined ERM Il and the Banking Union. The latter represents a major step forward for the credibility of
the banking sector and the financial stability of the country.

Finally, widespread and growing concerns among the population of price increases driven by the
introduction of the euro could lead to declining popular support for accession. This risk maybe
exacerbated by rampant inflation, which could lead the government to reconsider the time of
accession.
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1. INTRODUCTION

January 1999 marked the startof the "third stage"of the Economicand Monetary Union (EMU) for the
11 original participating countries. Since then, eight more European Union (EU) Member States have
entered the euro area, with Lithuania being the last to join in 2015. The EU Treaties make the
introduction of the euro a binding requirement. Indeed, membership of the EMU is an integral part of
the acquis communautaire, and EU Member States have accepted it as a political commitment with all
its implications. Currently, seven Member States thatare not part of the euroarea (defined in the Treaty
as "Member States with a derogation") — Bulgaria, Croatia, Czechia, Hungary, Poland, Romania and
Sweden - have an obligation to eventually adopt the common currency, while Denmark has
negotiated an opt-out.

The prerequisite for accession to the euro area is to achieve a certain degree of nominal convergence.
The convergence criteria werefirststipulated in the Maastricht Treaty (1993). They are set out in Artide
140 of the Treaty on the Functioning of the European Union (TFEU) and developed in Protocol No 13
onthe convergence criteria and Protocol No 12 on the excessive deficit procedure (EDP):

e price stability: a sustainable price performance and average inflation rate for one year not
higher than 1.5 percentage points (p.p.) above therate of the three best performing Member
States (i.e. with the lowest inflation rate);

¢ sound public finances: at the time of examination, not being subject to an EDP. The criterion
thus generally relatesto ensuring that national deficit anddebt are no morethan 3 % and 60 %,
respectively, of national gross domestic product (GDP);

e exchange rate stability: participation for at least two years in the Exchange Rate Mechanism
(ERM), which regulates rates between euro and non-euro members, without severe tensions
before the examination; and

e convergence in long-term interest rates: the average nominal long-term interest rate not
above 2 p.p. of the three best-performing Member Statesin terms of price stability.

Article 140(1) TFEU also stipulates that the convergence assessment takes into account other factors
relevant to economic integration and convergence, which could offer indications of the ability of the
country to be partof the euroarea withoutdifficulties. Additional factors include: i) market integration,
ii) the situation and developments of the balances of payments, and iii) developments in unit labour
costs and other priceindices.

Furthermore, Member States mustmeet an additional condition, namely the compatibility of national
legislation with the acquis. More specifically, this entails:

e independence of the national central bank (NCB) and of the members of its decision-making
bodies;

e compliance of national legislation with the prohibition of monetary financing and privileged
access; and

e integration ofthe NCBinto the European System of Central Banks (ESCB).

Finally, given the developmentsin EU economic governance resulting from changes introduced to
remedy the shortcomings laid bare by the Great Recession, Member States must also meet a number
of institutional conditions. While these criteria do not form part of the official European Central Bank
(ECB) and Commission Convergence Reports and do not form part of the Council decisions, Member
States wishing to join the euro area must comply with them upon accession (Za¢ek, 2021). The criteria
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require an adaptationof nationallegislation, fiscal rules or proceduresto:

o fulfil therequirements of the Single Supervisory Mechanism (SSM) Regulation;

fulfil the requirements of the Single Resolution Mechanism (SRM) Regulation;
e transfer the contributionsto the Single Resolution Fund;
e providestability support under the European Stability Mechanism (ESM) Treaty; and

e comply with the Treaty on Stability, Coordination and Governance in the Economic and
Monetary Union (TSCG).

The rationale behind the Article 140 economic criteria is threefold. First, by containing inflation and
converging (low) interest rates, they aim to ensure a stable, growth-friendly and low-inflationary
environment.Second, they intend to eliminate the risk of free-riding on excessive expenditure by
limiting the size of government debt and budget deficits. Third, the exchange rate stability tests the
appropriatenessofthe level of exchange rate vis-a-vis the other countries (Gros et al., 2009).

In 2004, at the time of the first EU enlargement, a considerable debate emergedaround the application
of the nominal convergence criteria and the pace of accession of the "New Member States" (NMS) to
the euro area. While most governments in the "A10" countries' had the explicit goal of fast-tracking the
adoption of the common currency, economists were pointing to potential tensions between the
fulfilment of the nominal convergence criteria laid down in the Treaties and real economic
convergence.

At that time, several analyses underlined the risks associated with early accession to the euro area
based on the optimum currency area (OCA) theory® The mobility of factors of production, price and
wage flexibility, synchronisation of the economic cycles and symmetric economic shocks, economic
openness, diversification in production and consumption, similarity in inflation rates, and fiscal and
politicalintegration, which are criteria at the basis of the theory, were considered not to be met by the
NMS (nor, in fact, by the other Member States).

Janackova and Borek (2004) emphasisedfurther risks for NMS emerging fromthe catch-up process and
therapid real appreciation of the currency, which would result in higherinflation rates. A key long-term
cause of therealappreciation was recognised tobe the so-called "Balassa-Samuelson effect"? triggered
by the labour productivity gap between thetradable and non-tradable sectors. The Balassa-Samuelson
effect was discussed extensively as a potential source ofimportant implicationsfor the ECB's inflation
mandate. Szapary (2001) and Gros and Hefeker (2002) emphasised the risk of the Balassa-Samuelson
effect evenif theinflation criterion was met. Similarly, Schadler et al. (2006) argued that the rapid catch-
up of the NMS inherently involved risks, whetherfrom the large-scale use of foreign savings, the rapid
growthin financial markets and bankintermediation, or simply the rapid pace of economicchange.

Mihaljek and Klau (2003) performed some estimates for the non-euro area Central European
economies, including Croatia, Czechia, Hungary, Poland, Slovakia and Slovenia, which indicated that
the Balassa-Samuelson effect could explain between 0 and 2 p.p. of the inflation differentials in these
countries vis-a-vis the euro area per annum. The authors also suggested that, in the presence of a
strong Balassa-Samuelson effect, the authorities in EU Member States with fixed exchange rate regimes
were more likely to follow restrictive monetary andfiscal policies that would eventually hamper growth

These are the 10 countries that joined the EU in 2004, namely Cyprus, Czechia, Estonia, Hungary, Latvia, Lithuania, Malta, Poland, Slovakia
and Slovenia.

2 Mundell (1961) and the new interpretation in Mongelli (2002).
3 Balassa (1964); Samuelson (1964).
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and employment. By contrast, in countries with flexible exchange rates, the appreciation of the
exchangerate could lead to volatile capitalinflows and impair competitiveness. Estimates conducted
afew years later by the same authors (Mihaljek and Klau, 2008) for the period mid-1990s to early 2008,
suggest that the Balassa-Samuelson effect was able to explain around 1.2 p.p. of the inflation
differentials between the euro area and its non-euro counterparts,but other relevant factors were also
important. According to Egert (2010), the Balassa-Samuelson effect was below 2 p.p. per annum and,
often, close to zero during the period from 1997 to 2007. Similarly, Darvas and Szapary (2008)
highlighted theimportance of other elements when explaining the pace of price level convergence.

Morerecently, Consolo et al. (2021) find that, expost, the Balassa-Samuelson effect was a minor factor
explaining the inflation differentials across the euro area Member States, especially after 2010 This
seems to point to initial concerns about the effect possibly having been overstated. They argue that
the differentials resulted from high (possibly unsustainable) growth in lower income economies,
combined with high nominal wage growth and weak productivity. This led to a loss of competitiveness
and in some cases large currentaccount deficits. After 2010, the impact of the global financial crisis
(GFC) made it necessary to absorb the imbalances and regain competitiveness. As a result, several
Member States recordedlower-than-average inflation rates and higherunemployment.

In a similar vein, Darvas (2019) argues that the differencesin real convergence mayalso prove not very
relevant nowadays. This can be mainly related to the secular decline of nominaland realinterest rates
and the similar post-2008 recovery experienced by countries under the euro or fixed exchange rates.
In this regard, the good macroeconomic performance of thenon-euro area countries, not experiendng
any credit boom, shows that with adequate macroeconomic policies, the consequences of low real
rates (because of the higher levels of inflation in the accession countries) can be properly managed.

Thefact remains, however, that aroundthe mid-2000s, when some NMS started to file their candidature
for accession, many commentators voiced fears concerning the premature adoption of the euro.
Concerns were often driven by economic considerations like the Balassa-Samuelson effect and
uncertainty about the sustainability of nominal (and real) convergence. The group of "early-euro
sceptics" included the European Commission and ECB, which explicitly discouraged them from rapid
EMU entry ("don't rush" advice). According to Dabrowski (2006), the institutions tried to use all formal
opportunitiesto delay the process. By contrast, the academic community appeared to be split.

Against this debate and despite the Great Recession that followed the GFC, seven NMS adopted the
euro between 2006 and 2015.

Interestingly in the debate about EMU accession, besides economics and the fulfilment of the nominal
convergence criteria, politics are likely to have played arole. Stressing the political dimension of EMU
enlargement, De Grauwe (2009) noted that during the 1990s, the governments of most EU countries
had made a strong political commitment to go ahead with monetary union. Their accession had very
little to do with economics, and very much to do with politics. At the end of the 1990s, the Member
States that had committed to the monetary union were de facto failing the accession criteria, but
politics prevailed and the Maastricht numberswere set aside.

Based on that experience, politics may also play a role in the current EMU enlargement context. Both
the commitment of the candidate countries, which has declined in some of the Member States over
the last years, and the support from the current EMU members, which is likely to be affected by the
perception about the political stability and credibility of the candidate countries, will be important. In
addition, potential considerationsabout the implications for ECB governance in a monetary union with

4 Even though the effect was widely discussed in the ECB strategy review of 2003.
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more than 20 members mightalsoplay arole.

Therest ofthe report is organisedas follows. The next section offersan overview of the state of nominal
and real convergence. Section 3 looks at the policy response to COVID-19 and what it means for the
process of nominal convergence. Section4 dives into the cases of Bulgaria and Croatia, which are next
in line for accession, in addition to a deeperinvestigationinto the state of the economyand the impact
of therecent major shocks, COVID-19and the war in Ukraine. Section 5 looks at challengesto the long-
term sustainability of nominal convergence, considering economic and institutional factors. Lastly,
Section 6 examines the remaining issues related to legal convergence. Section 7 draws conclusions
based on the previousanalysis to inform the ECON Committee evaluation on the stateof the euro area
accession process.
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2. THESTATE OF NOMINAL AND REAL CONVERGENCE
IN NON-EURO AREA COUNTRIES

To provide a comprehensive overview of the impact of COVID-19 on the convergence path of the seven
non-euro Member States with a derogation from introducing the single currency, we look at the pre-
pandemic state of play and then consider recent macroeconomic developments. This section is
organised in two main parts: country performance against nominal convergence (convergence "d la
Maastricht") and real economicconvergence.

2.1.

This section provides an overview of the recent developments of the four variables relevant to assess
the nominal convergence criteria. For eachvariable, we focus on the extent to which the pandemic has
influenced convergence towardsthe benchmarks.

Nominal convergence

2.1.1. Price stability

Between 2015 and today, goods prices have undergone large fluctuations (see Figure 1). After years of
stability and a couple of years characterised by negative inflation, prices started to increase in 2019, fell
in 2020 during COVID-19,and increased againin 2021. Inflationis nowat a level not seenin decades. It
is worth noting thatthis is a globaltrend, not a peculiarity of non-euro areacountries.

Figure 1: HICP 12-month average rate of change (%) (April 2015- April 2022)
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Note:  Convergence path represents the average inflation rate of the three best performing Member Statesin terms of price

stability plus 1.5 p.p. Does not include outlier analysis results.
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In 2015 and 2016, Bulgaria, Poland, Romania and Croatia were all facing deflation. Over the course of
2017, however, inflation turned to positive in all non-euro area countries and increased over the
following years.

In 2020, the COVID-19 pandemic plunged economies intoa deep recessionand dampened inflationin
almostall EU countries. However, in 2021, inflationratesincreased acrossall of these countries and data
from thefirst monthsof 2022 indicate an acceleration of this trajectoryacrossthe whole of the EU.

Overall, as a result of the pandemicand even more so therecent events in Ukraine, price stability has
deteriorated. It is still too early to say whether the impact on prices will be homogenous across
countries and to what extent the convergence process will be affected by such major shocks. It is also
uncertain how persistent higher prices will be. The only certainty is that in the next months the
benchmarkinflation rate will be unprecedentedly high. Price developments,athome andin the euro
area, are particularly relevantto Croatia and Bulgaria, who are next in line for euro area accession (see
Section 4 for an extensive analysis of the two countries).

A general point that should be taken into consideration is that, with the EU made up of 27 members,
thebenchmark of top performersis likely to be much stricter (even if higher in level) than it was for the
initial 11 members in 1999. This is because with an increasing number of countries, it becomes more
and more likely that the three best performers are outliers (Gros et al., 2009). Moreover, as we know
from the literature, the business cycles in the EU are not perfectly synchronised and, even more often
they tend to exhibit different amplitudes®. This difference in amplitude of cycle tends tobecome larger
at the peak and trough of the cycle. If because of the war in Ukraine 2022 becomes a trough, the
convergence path of Bulgaria and Croatia may be significantly affected. The probability that the
benchmark will be driven by outliers and will not necessarily represent the general economic
environment is high. Similar considerations apply to long-term interest rates, which typically
incorporate inflation expectations.

2.1.2. Sound publicfinances

In 2020, in all seven non-euro area Member States, policy measures to mitigate the impact of the
pandemic resulted in a substantial increase in the debt-to-GDP ratio, ranging from 5 p.p. of GDP in
Sweden and Bulgaria to 16 p.p.in Croatia.Alongwith economicrecession and a largefallin GDP, a two-
digit increase in public debt-to-GDP ratio was also observed in Hungary, Poland and Romania (see
Figure 2), butalsointhe euro area, where the jump was of 14 p.p. of GDP. Despite largeincreasesin all
countries, Croatia and Hungary are the only twonon-euroarea Member States with a debt-to-GDP ratio
above the 60 % reference value. Yet, both ratiosare still well below the euro area average.

Althoughin 2021 most countriesexperienced a substantial economicreboundand high GDP growth,
the debt-to-GDP ratio either declined orincreased only marginally compared to the preceding year®.
Overall, debt-to-GDP ratios stayed high and wellabove their pre-pandemiclevels.

Forecasts for 2022 and 2023 suggest that the large surge in debt-to-GDP ratios over the course of the
pandemic will gradually recede, but only in Sweden is it expected to decrease to a lower level than
before the pandemic. Bulgaria is projected to remainthe non-euro area country with the smallestdebt-
to-GDP ratio, followed by Sweden. In Croatia and Hungary, COVID-19 appearsto have broughtfurther
challenges to the sustainability of public debt.

5 Seefor instance De Grauwe and Ji (2017) and Belke et al. (2017).
®  Thisis based on the provisional data of the third quarter of 2021.

PE 733.967 18



Euro areaaccession: assessment of the convergence path and COVID-19implications

Figure 2: General government gross debt (% of GDP)
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Source: Authors' compilation based on Eurostat and European Commission forecasts spring 2022 (for 2022 and 2023).

The increase in debt during COVID-19 was the result of large, in most cases unprecedented, budget
deficits well above the 3 % reference value. Sweden was the only exception, with 2.7 % deficit. In
Croatia, Czechia, Hungary, Poland and Romania the deficit was above 5 %.

As the impact of the pandemic abated and GDP recovered in 2021, fiscal deficits started to narrow in
most countries and are expected to return to the convergence path. The budget was projected to
return to surplus in Sweden. It is worth noting that in response to the recent energy crisis, many
governments have put fiscal measuresin place tosupport households. These measures, combined with
the slowdown of the economy, are likely to lead to a deterioration of the fiscal balance in most
countries.

Figure 3: General government budget balance (% of GDP)
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Source: Authors' calculations based on Eurostat and European Commission data.

Note:  Forecasts for 2022 and 2023 are based on European Commission forecast spring 2022.
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2.1.3. Exchange rate stability

After the high volatility of the financial crisis, from 2013 until 2020 the exchange rate vis-a-vis the euro
was relatively stable in mostnon-euroareacountries. In Romania, Sweden and Hungary, a depreciation
trend was quite clear (see Figure 4). With the onset of COVID-19, the Hungarian forint depreciated
rather sharply against the euro, and its value experienced higher fluctuations over the course of the
pandemic. During the first quarter of 2020, thePolish zloty started todevalue againstthe euro, whereas
the Swedish krona and Czech korunaregained value. Since thebeginning of the pandemicin 2020, the
Hungarian forint and Polish zloty have depreciated by around 12 % and 9 % against the euro,
respectively, while the fall has been more modestfor Romania (3.5 %).

With the start of the war in Ukraine, the trends seen during COVID-19 were reinforced, with further
depreciation of the Hungarian forint and the Polish zloty, while the Swedish krona and the Czech
koruna appreciated.

The Bulgarian levand the Croatian kuna joined ERMIlin July 2020 and have remained stable (a more
detailed descriptionis included in Section 4).

Figure 4: Bilateral exchange rate vis-a-vis the euro (index end of Jan 2006 = 100;
monthly data; Jan 2006 - April 2022)
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Source: Authors' calculations based on ECB data.

Note:  Growing values mean depreciation.

2.14. Long-term interestrates

Long-terminterestratesremained relatively stable,andeven on a declining path, until 2020 (Figure 5).
Atthe beginning of 2021, the trend started to change.Long-terminterest rates surged quite strongly
in Romania, but also in Hungary, Poland and Czechia. By contrast, they remained almost constant in
other non-euro area economies.

By the beginning of 2022, the upward trend had become a common feature across all countries.
Romania, Hungary and Poland are wellabove the reference value.Inflation and inflation expectations,
in addition to debt sustainability risks, areimportant determinants of long-terminterestrates. In most
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of the countries under consideration, upward price developments are likely to weigh on interest rate
developments.

Figure 5: Long-term interestrates (%) (April 2017- April 2022)
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Source: CEPS calculations based on ECB data.

Note:  Reference represents the long-term interest rate of the three best performing Member States in terms of price
stability plus 2 p.p.

The overall picture suggests that the process of nominal convergence has been somewhat
deteriorating since 2020. Yet, for a number of variables, it is more an amplification of pre-existing
trends, rather than a change in trend, associated with the pandemic. The start of the war in Ukraine
appears to have affected particularly price stability. Growing energy and food prices are leading to
higher inflation across all of the EU, but especially in Eastern non-euro area Member States, making it
more difficult for them to meet the price stability criterion.

2.2. Real convergence

Real convergenceis neither a legal precondition’ for accessingthe euro area, noran economic one for
thefunctioning of the monetary union. Nevertheless, it is certain that achieving a higher level of output
levels accompanied by convergence of economicstructures would make it easier to manage the euro
area. At the same time, a prolonged divergence could harm the sustainability of the euro. For this
reason, monitoring real convergence is an important evaluation exercise beyond the legal
requirements.

Convergence is typically measured through the concept of beta and sigma convergence applied to
GDP per capita and potentially to other indicators.

Beta convergenceis used to measure whether countries starting from initially low performance levels
grow faster than better performing countries, i.e. whethera catch-up processis in place. In the context
of assessing the state of real convergence of non-euro area countries, it is interesting to examine the

7 In fact, considering real convergence a prerequisite would not be compatible with the Treaty.
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catch-up progressofindividual non-euroarea Member Statesrelativeto the euro areaaverage.

Figure 6: Beta convergence: GDP per capitaconvergence in non-euro area countries relative
to euro area average
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Source: Authors' calculations based on Eurostat.

The negative slope of thelines in Figure 6 points to a strong GDP per capita convergence of non-euro
area countries towards the euro area average. The comparison of different time period, up to before
the pandemic(2019), up to the pandemic (up to 2020) and then upto 2021, suggests little difference
in the catch-up process. The pandemic slightly flattened the curve, indicating a lower speed of
convergence, but the inclusion of 2021 brings the curve back to exactly the sameslope, hence the same
speed of convergence. The reasonbehind this patternisillustrated in Figure 7.

Figure 7: Changes in GDP per capita, 2020 and 2021
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Source: Authors' calculations based on Eurostat.

For non-euro area countries, the rebound in growthin 2021 was much larger than thefallin 2020, and
greater than therecoveryin the euro area average.
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To complement beta convergence, sigma convergence captures the overall reduction or increase in
disparities among countries over time. It can be used to examine whether COVID-19 has altered
previous trends,and more generally dispersionwithin the group of euro area countries, non-euro area
countries, and the EU, respectively. Figure 8 suggests that dispersion has substantially declined in the
non-euro area group, while it has remained broadly stable, with a slightly declining trend between
2015 and 2019, both inthe EU andin the euro area. COVID-19 brought it back to the levels of the Great
Recessionin 2015.

Figure 8: Sigma convergence: coefficient of variation, euro area, non-euro area and EU
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Source: Authors' calculations based on Eurostat.
Note:  Coefficient of variation is defined as standard deviation normalised by the mean.

Figure 9, which illustrates the behaviour of the averages and the standard deviation in income per
capita, suggeststhat the standard deviation drove down sigma convergence.

Figure 9: GDP per capitaaverage (LHS) and standard deviation (RHS) in the euro area
and non-euro area group
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Source: Authors' calculations based on Eurostat.

Note:  Standard deviation is measured on the left-hand axis.
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While averages have gone hand in hand in the two groups, the standard deviation increased quite
substantially in the euro area, whereasit remained stable in non-euroarea countries.

In order to gain moreinsights onreal convergence, in addition to real GDP we also consider whether
there has been convergence in employment rates. Figure 10 suggests that non-euro area countries
starting with a lower level of employment were able to catch up significantly, and the relative
dispersion (coefficient of variation) within the group of non-euro area countries declined substantially
to become lower than in the euro area (and the EU). This was the result of a declining standard
deviation, but abovealla strongincrease in the average, hence pointing to upward convergence.

Figure 10: Employmentrates: beta convergence (left panel) sigmaconvergence (right panel)
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Source: Authors' calculations based on Eurostat.

Note:  Sigma-convergence is measured by the coefficient of variation, i.e. standard deviation divided by the mean.

Overall, both GDP per capita and employment suggest that real convergence has been happeningand
that non-euroarea Member States, especially NMS, havemade significant progressin catching up with
theeuro areaaverage. It also appearsthat COVID-19 has not haltedthis pattern. It is worth mentioning
that since the financial crisis, the poor performance of southern Member States hasimpacted the euro
area average, makingthe catch-up of non-euro areaMember States somewhat easier.

2.2.1. Price convergence and the Balassa-Samuelson effect

As mentioned in the introduction, the Balassa-Samuelson effect was expected to play animportant role
in affecting price dynamics in the new countries joining the monetary union. According to the Balassa-
Samuelson effect, arise in productivityin the tradedsectoris likely to increase wages in this sector, but
since theincreasein wages is coupled with increased productivity, it will not lead to higher prices for
traded goods and services. However, as non-traded sectors are generally more labour-intensive than
traded sectors, on the assumption of free labour mobility across sectors, wages in the non-traded
sectors will tend to rise as well and will push the prices up in the non-traded sectors (Balassa, 1964;
Samuelson, 1964). If this hypothesis is verified, NMS, which typically have lower productivity in the
traded sector, may be faced with inflationary pressures, while monetary policy is set for the whole
union.
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Consolo et al. (2021) investigate the drivers of price differentials during the first 20 years of the
monetary union, first by testing the assumption that price levels are correlated with GDP per capita.
They find this was clearly the casein 1999. Then they ask whether membership led to convergencein
price differentials through the removal of the exchangerateand theincreasein intra-euro area trade.
Based on the Balassa-Samuelson effect, the expectationwas that the convergence in price levels would
start with the prices of tradables, followed by the prices of non-tradables. However, when looking at
developments in GDP per capita and prices in the "euro area-12", they do not find evidence of such
convergence process or sequencing. Nominal convergence in the EMU appears limited, whereas real
GDP per capita convergence was neither significant norsustainable.

Against these findings, we start from a similar assumption and extend the approach of Consolo et al.
to examine whether this conclusion holds true when adding the seven countries®that joined the
monetary union between 2007 and 2015. As shown in Figure 11, dispersion in prices did not decline
over time;infact, it increased in thelast years of the sample and in particular during COVID-19.

Figure 11:Inflation dispersion (p.p.)
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Source: Authors' calculations based on Eurostat.

Note: Dispersion is measured by standard deviation ininflation.

Interestingly, the starting assumption of Consoloet al. does seem to be verified forotheraccessions.In
most cases, NMS had real GDP per capita lower than the euroarea average, but price levels were in line
with or even higher than the average. Asillustratedin Figure 12, the relationship betweenreal GDP per
capita and the price index is very weak, and negative in 2005. The same holds for the different years
considered. The last available year, 2021, exhibits the largest dispersion in prices.

8 Slovenia (2007), Cyprus (2008), Malta (2008), Slovakia (2009), Estonia (2011), Latvia (2014) and Lithuania (2015).
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Figure 12: Relationship betweenreal GDP per capitaand price levels (index value 2015 = 100)
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Source: Authors' calculations based on Eurostat.

When looking at sectoral developments to examine the potential sequencing (hence the Balassa-
Samuelson effect) in price developments, in the tradable sector price levels do not seem related to
productivity developments. Overtime, the main visible change is that the (weak) negative relationship
turns into a weak positive one. In the case of the non-tradable sector, the same evolutionholds and is
more marked, pointing to higher price levels associated with higher productivity in the sector. The
chart also shows a very large productivity differential in 2021, probably because of the pandemic-
induced recession, which hit non-tradable serviceshardest.

Figure 13: Relationship betweenlabour productivity and price levels, tradeable (left panel)
and non-tradable (right panel) (index value 2015 = 100)
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Source: Authors' calculations based on Eurostat.

Note:  Following the Organisation for Economic Co-operation and Development (OECD, Regional Outlook 2016), tradable
sectors to comprise: agriculture, industry (including mining and quarrying, manufacturing, electricity, gas, steam and
air conditioning supply, water supply, sewerage, waste management and remediation activities), information and
communication services, financial and insurance activities, and other services. Non-tradable sectors are composed

of: construction, wholesale and retail trade, repair of motor vehicles and motorcycles, transportation and storage,
accommodation and food service activities,and administrative and support services.
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In order to better understand what these findings mean, Figure 14 (left panel) plots prices in services
(which are often taken as a proxy for non-tradable, thoughtthis does notcorrespond to the definition
of non-tradable used above) against prices in goods. It suggests that while until 2016, price levels of
goods were in many cases higher than those of services, in 2019 and 2021 (yellow and red dots) the
oppositeis true for all countries: the price index of services is systematically higher than that of goods.
A similar chart, plotting labour productivity in the non-tradable againstthe tradable sector, points to a
different picture. The index of productivity in the non-tradable sector is lower than the onein the
tradable sector for mostcountries, especially after2016. The year 2021 exhibits the highest dispersion
in productivity in both sectors. This seems to say thatafter 2016, the non-tradable sector experienced
higher productivityand prices than the tradable sector (assuming goods prices are a proxy).

Figure 14: Evolution of price (left panel)and productivity levels (right panel) across sectors
(index value 2015 =100)
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Source: Authors' calculations based on Eurostat.

Overall, these observations imply that no strong price convergence has occurred since 1999 and that
thereis norobust relationship between productivity and price developmentin the euro area. Similarly,
thereis no strong evidence of the Balassa-Samuelson effect, which was expected to be a strong driver
of inflation. As highlighted in Consolo et al. (2021), inflation differentials during thefirst decade of the
euro were mainly driven by economic and financial imbalances, rather than the Balassa-Samuelson
effect. In addition, the second decade of the euro was characterised by a low-inflation environment
with limited development in prices, which seem independent of productivity development in either
sector.The beginning of the third decade of the euro may mark the startof a different era, where risks
associated with the Balassa-Samuelson effect, imbalances or low inflation environment have left a
place for risk of high inflation, driven by external shocks.
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3. EURESPONSETO COVID-19: EFFECTS ON CONVERGENCE

To mitigate the negative impacts of COVID-19, EU Member States adoptedalmost 1,300 fiscal measures
committing about EUR 3.5 trillion®in 2020 (Alcidi and Corti, 2022). As will be shown in greater detail
below, if one excludes Denmark, on average national responses in the non-euro area Member States
were smaller thanin theeuro area.

However, national governments have not walked alone, and European action hasbeen significant since
the outbreak of the pandemic. The overall response to COVID-19 revolvedaround three pillars:

e monetary and banking policies (for euroarea countries);
e stateaidandfiscalrules;and

e budgetary and financial supportmeasures.

3.1. ECB monetary policy response

Most ECB interventions were adopted alreadyin March 2020, in the very early stages of the pandemic,
and were successively extended in the following months. The swift action on the monetary frontwas
then complemented by measures to incentivise banks to lend. Overall, the ECB monetary policy
response was concentrated along fourmain axes, namely:

e keepingkeyinterest rates unchanged (main refinancing operations: 0.00 %; marginallending
facility: 0.25 %; deposit facility: -0.50 %);

e long-term refinancing operations aimed at supporting bank lending (especially to small and
medium-sized enterprises [SMEs]) and the smooth functioning of money market funds (by
providing a liquidity backstop). Two measures need to be mentioned: i) the reduced interest
rate for Targeted Longer-Term Refinancing Operations (TLTROIIl) outstanding operations, and
ii) the introduction of a new series of non-targeted Pandemic Emergency Longer-Term
Refinancing Operations (PELTRO);

e collateral policy like the temporary increase in the Eurosystem'srisk tolerance tosupport credit
to the economy, easing the conditions for the use of credit claims as collateral (Quaranteed
loans to SMEs and the self-employed), the waiver to accept Greek sovereign debt instruments
as collateralin Eurosystem credit operations, and the general reduction of collateral valuation
haircuts of 20 %; and

e asset purchases programmes, such as the ECB's new Pandemic Emergency Purchase
Programme (PEPP) of EUR 750 billion, which was increased to EUR 1,350 billion on 4 June 2020,
andto EUR 1,850 billion on 10 December. In addition, net purchases underthe Asset Purchase
Programme (APP) at a monthly pace of EUR 20 billion were extended, and a temporary
envelope of additional net asset purchasesof EUR 120 billion was introduced until the end of
2020.

From the point of view of non-euro area Member States, the asset purchase programme is the most
relevant of the ECB measures. While literature is scant on the impact of the PEPP, findings related to
non-standard monetary'® measures adopted by the ECB since 2015 suggest thatcountries outside the
euro area (in particular south-eastern European countries) experienced some positive effect on prices

°  This amountindudes guarantee schemes thatin the end were not activated.
9 See for instance Moder (2019).
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and, in some cases, also on output, mostly drivenby tradechannels. A similar kind ofimpact should be
expected from the PEPP. In that period, the exchange rate regime did not seem to be an important
factor, as allexchange rates remained quite stable. It is difficult to say whether this would hold alsonow
given that volatility has increased quite a lot since 2020.

In addition to measuresdirected towards the euro area countries, in orderto avoid market disruptions,
the Eurosystemestablishedliquidity arrangements with several non-euro area central banks, including
bilateral swaps, repo lines and the newly created Eurosystem repo facility (EUREP) for central banks.
These measureswere particularly important for some non-euro areaMember States.

The Eurosystem's swap and repo lines ', which were used extensively during the financial crisis and
work as monetary policy instruments, were offered to Croatia, Romania, Hungary, Bulgaria and Poland
(seeTable 1) and consisted of providing eurosto non-euro area central banks (in exchange for foreign
currency) to addresseuro liquidity needs in case of financial stress.

Table 1: Provision of euro liquidity through ECB swap and repo operations in non-euro area
Member States during COVID-19 pandemic

. L. . . Maximum
Country  Counterpart Typg of Publication Maturity ~ Maximum length of
facility date date amount :
drawings
Central
Croatia Bank of swap 15/04/2020 | 31/12/2020 | EUR2 bn 3 months
Croatia
Central swa
Croatia Bank of p 28/08/2020 | 30/06/2021 EUR2 bn 3 months
. extension
Croatia
Central swa
Croatia Bank of p 02/04/2021 | 31/03/2022 | EUR2bn 3 months
) extension
Croatia
National
Romania Bank of repo 05/06/2020 | 31/12/2020 | EUR4.5bn | 3 months
Romania
National reno
Romania Bank of P . 28/08/2020 | 30/06/2021 | EUR4.5 bn 3 months
. extension
Romania
National reno
Romania Bank of P . 02/04/2021 | 31/03/2022 | EUR4.5 bn 3 months
. extension
Romania
Central
Hungary Bank of repo 23/07/2020 | 30/06/2021 | EUR4bn 3 months
Hungary

Bilateral swap and repo lines can only be agreed upon by the ECB's Governing Council, under certain conditions on a case-by-case
basis. Some ECB swap agreements have no end date (although they can be terminated at any time), while other arrangements
have a predefined but extendable end date. For more details see ECB, Central Bank Liquidity Lines:
https://www.ecb.europa.eu/mopo/implement/liquidity lines/html/index.en.html#:~:text=The%20euro%2Dproviding%20swap%20and
0f%20the%20ECB's%20monetary%20policy%20.
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. : . Maximum
cotnt I Keatnternar Typf: of Publication ~ Maturity =~ Maximum lengthof
facility date date amount :
drawings
Central reno
Hungary Bank of PO 02/04/2021 | 31/03/2022 | EUR4bn 3 months
extension
Hungary
Central rebo
Hungary Bank of PO 28/3/2022 | 15/1/2023 EUR4 bn 3 months
extension
Hungary
National
Poland Bank of swap 28/3/2022 | 15/1/2023 | EUR10 bn -
Poland
Bulgarian
Bulgaria National swap 22/04/2020 [ 31/12/2020 [ EUR2bn 3 months
Bank

Source: Albrizioetal.(2021) and ECB press releases.

The ultimate objective was to prevent feedback effects that could negatively impact the ECB's
monetary policy transmission mechanisms and lead to financial stability risks. In addition to these
instruments, EUREP was established in June 2020 as a temporary (until 15 January 2023) and
precautionary facility in the context of the pandemic, with the aim of broadening access to the
Eurosystem's liquidity arrangements beyond the swap and repo lines. EUREP allows non-euro area
centralbanks to access euro liquidity against euro-denominated marketable debt securities issued by
euro area central governments and international institutions (Panetta and Schnabel, 2020). It is
currently being used in response to the uncertainenvironment caused by Russia's invasion of Ukraine.

Indeed, in March 2022, the ECB set up a EUR 10 billion precautionary swap line with the Central Bank
of Poland to provide euro if needed. In the wake of the Russian invasion of Ukraine, the Polish zloty (as
well as the Hungarian forint) has faced significant sell-off, resulting in depreciation. The eurosavailable
to the central bank can be used to defend the currency. Repo agreements with Hungary were also
extended.

In view of financial outflows and surging pressure on bond yields following the outbreak of the
pandemic in March 2020, central banks in European merging markets including Croatia, Hungary,
Poland and Romania also adopted APPs. Croatia, Hungary and Poland implemented a relatively larger
scale of APPs,upto 5 to 7 % of GDP (see Figure 15).
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Figure 15: Asset purchases by central banks during the pandemic (% of 2020 GDP), end-Feb
2020to end-June 2021
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Source: International Monetary Fund (IMF, 2021), Figure 2, p. 7.

This is significantly smaller than in the euro area, however. In addition, the programmes were quite
shortand the bulkof the purchases happened in 2020, the only exceptionsbeing Poland and Romania,
which made afew additional purchasesin 2021.

It is interesting to note that, if Croatia were to enter the Eurosystem as expected in January 2023, it
would hold a much lower share of sovereign bonds than the other Eurosystembanks. This is also true
for the central banks of countries like Estonia, whose stock of sovereign debt is very small but which
participated in the PEPP. When the decision is made to sell the securities held for monetary policy
purposes in the balance sheets of the central banks, the question willemerge of what this implies for
Croatia. Because theamountis limited, it is nota source of concern, butthere may be a case for different
treatmentin the case of Croatia.

3.2. Easingtheway for national fiscal policies

While the monetary and banking measures were adopted smoothly and rapidly, on the fiscal side the
EU response was slower. Thefirst step of the EU fiscal responsewas directed at facilitating the national
fiscal response. In the immediate follow-up to the pandemic outbreak, the Commission was fast to
enact two important decisions:

e introduction ofatemporaryframeworkfor stateaid; and

e activation ofthe general escape clause of the Stability and Growth Pact (SGP).
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3.2.1. Temporary state aid framework

The temporary state aid frameworkwas adopted on 19 March 2020 (based on Article 107 TFEU) by the
Commission. Initially, the temporary frameworkallowed for five types ofinterventionin the context of
the pandemic crisis, such as grants or tax advantages of up to EUR 800,000 to a company in liquidity
emergency, state guarantees for loans taken from banks by companies, subsidised public loans to
companies with advantageous interestrates, specific safeguards forbanks that channel state aid to the
realeconomy and short-termexport credit insurance.

In a firstamendment to the frameworkon 3 April 2020, the Commission allowed two additional types
of aid:

e targetedsupportintheform of deferral of tax payments and/or suspensions of social security
contributions;and

e targetedsupportintheform of wage subsidiesfor employees (i.e. short-time work schemes).

A second amendment was introduced on 8 May 2020 to enable targeted publicintervention in the
form of recapitalisationaid to non-financial companiesin need.With the deepening of the crisis, several
European businesses that were healthy before the COVID-19 outbreak experienced losses that
decreased their equity and reduced their ability to borrow on the markets.The aim of the Commission
intervention was therefore to facilitaterecapitalisation onthe condition that beneficiariesand Member
States develop an exit strategy following recapitalisation. Moreover, beneficiaries were subject to bans
ondividends and share buybacks.

Finally, a third amendment to the temporary framework was adopted on 29 June 2020 to enable
Member States to provide public support to all micro and small companies, i.e. undertakings with fewer
than 50 employees and less than EUR 10 million of annualturnoverand/orannual balance sheet total,
even if they were already in financial difficulty on 31 December 2019. This amendment also adapted
the conditions for recapitalisation measures under the temporary framework for those cases where
privateinvestors contributedto the capital increase of companiestogetherwith the state. The aim was
to encourage capital injections with significant private participation in companies, limiting the need
for stateaid and the risk of competition distortions.

In 2020 alone, Member States adopted EUR 2.3 trillion worth of fiscal measures under the temporary
framework (Alcidiand Corti, 2021). Most state aid measures consisted of guarantees, making up 82 %
of the total measures allowed. The remaining measures were spread between discretionary
expenditure, such as short-timework schemes, household orbusinessincome support measures (6 %),
financial instruments (8 %) and discretionary revenue measures (3 %). In absolute terms, among the
non-euro area countries, Poland (12 %) and Hungary (11 %) ranked first, while measures in Romania
and Bulgariaamounted to only 1.47 % and 1.33 % of GDP, respectively.

Since the impact of guarantees on the national budget only materialises when the debtor is not able
to pay back the loan received, then the use of guarantees could paint a misleading picture of the
Member States' relative budgetary efforts. Focussing only the temporary state aid framework for
discretionary measures, it appears thatamong thenon-euro area countries the first three are Denmark
(3.6 %), Hungary (1.9 %) and Poland (1.6 %) (see Figure 16).
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Figure 16: Discretionary fiscal measures under the temporary state aid framework (% GDP)
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Source: CEPS compilation based on EC (here and here).

Stateaid controlis a critical part of EU competition policy that aimsto avoid distortionson the internal
market and to ensure a level playing field between Member States and companies. Therefore, the
suspension of rules under the temporary framework is likely to have impacted the convergence
trajectories of non-euro area countries. However, the longer-term repercussions remain unclear. With
a lack of comprehensive follow-up data on the actual uptake of guarantees — which, as noted above,
constitute most of these measures - it is impossible to establish a clear picture of the overall support
provided by Member States.In general, however, it can be noted that Member States with largerfiscal
capacity spent more on aid to national companies, giving them an edge against their European
competitors (Agnolucci, 2022).

The use of discretionary measures gives some indication of the geographical distribution of state aid
support, and could allow partial conclusionsto be drawn on the main beneficiaries of these measures.
In this respect, there does not seem to be a clear pattern along the often-observed geographical
dividing lines (North-South, East-West) norwith regard to the pre-COVID-19 debt burden. This remains
true for the non-euro area Member States too. Looking at the two Nordic countries with relatively low
levels of debt, Denmark introduced the highest volume of measures in this group, but Sweden (at 1%
of GDP) ranks only fifth in this respect.

Animportant pointof debate regarding the suspension of state aid rules concernsthe extent towhich
the rules allow non-viable "zombie" firms to be kept afloat. Although there are some positive
assessments at country level (e.g. Groenwegen et al., 2021), further research would be needed to
analysedistortionary effectson the market.Sectoral studies on the impact of the temporary framework
provide anecdotal evidence that indicate discrepancies in aid implementation across Member States.
Martin-Domingo and Martin (2022) provide an example from the airline industry by showing how
governmentinvolvement is expected to have an important influence on the level playing field. The
study indicates that the largest EU economies (Germany and France), as well as some Northern
European countries, supported national airlines more extensively, and that airlines with weaker
financial performance before the pandemic were morelikely to receive state aid. Agnolucci (2022) finds
evidence of potential market distortions linked to research, developmentand innovation (RDI) aid.
While such support has generally served as a tool for Member States to counteract the effects of the
health crisis, some countries have also granted ad hoc aid to companiesengaged in research notlinked
to COVID-19.
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3.2.2. Activation of the general escape clause

The"general escape clause" of the SGP (COM(2020) 123 final)'? was activated by the Commission with
the stated aim of giving Member States the flexibility required to take the measures necessary to
support health and civil protection systems and to protect their economies. The clause allows EU
governments to temporarily depart fromtheir adjustment path towards the medium-term budgetary
objective. It also affects the application of the European Semester considerably, i.e. the framework for
the coordination of economic policies across the EU. The country-specificrecommendations released
on 20 May 2020 - the first time since the creation of the European Semester - focused on two
objectives:

e providinganimmediate economicpolicy response to tackle and mitigate the health andsocio-
economicimpact of COVID-19 (short term); and

e restarting economicactivity andputting growth back on track,supporting thegreen transition
anddigitaltransformation (shortto medium term).

The relaxation of the fiscal rules was particularly critical for those Member States with high levels of
debt-to-GDP". The importance of room for fiscal manoeuvre for the more indebted Member States is
evidenced by the strong correlation between their debt-to-GDP ratio in 2019 and percentage point
increase over 2020 (see Figure 17).

Figure 17:Increasein debtlevelsin 2020 and pre-COVID-19 debtburden
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Source: CEPS compilation of Eurostat data.

This can be explained by the combined effects of the GDP contraction, particularly largein countries
with high debt, and the simultaneousincrease in deficit levels (see Figure 18).

2 Based on Articles 5(1), 6(3), 9(1) and 10(3) of Regulation (EC) 1466/97 and Articles 3(5) and 5(2) of Regulation (EC) 1467/97.

3 Spain, Italy and Greece, which had the highest levels of debtin 2019, experienced an increase above 20 p.p., larger than the euro area
average of 15.
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Figure 18: Budget deficitsand debts
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Source: CEPS compilation of Eurostat data.

Interestingly, non-euro area countries, which had relatively low starting debt-to-GDP levels in 2019,
experienced; on average, a smaller increase in their debt levels than the euro area. However, the size of
thefiscal response appearsveryheterogeneous acrossthem. Bulgaria, Denmark and Sweden ran some
of the lowest deficits in the EU; Poland and Croatia performed close to the euro area average; while

Romania was wellabove this value.

3.3. Tacklingtheimmediate effects of the pandemic: budgetary and
financial support measures

As a second step, the Commission intervened by designing EU-level support to aid Member States
directly in their fiscal effort, by introducing three ad hoc measures:

e CoronavirusResponse Investment Initiative (CRIland CRII+);
e EuropeanInvestmentBank (EIB) initiatives;and

e SURE.

3.3.1. Coronavirus Response Investment Initiative (CRIland CRII+)

In April 2020, the Commission launched two packages of measures: the Coronavirus Response
Investment Initiative (CRII) and the Coronavirus Response Investment Initiative Plus (CRII+), with the
objective to mobilise EU cohesion funds to tackle the pandemic crisis. Flexibility was introduced to
make possible the transfer of unallocated EU funding between types of fundsand categories of regions
and the use of unspent EU pre-financing, as well as to increase the EU co-financing rate to 100 % for
the 2020-2021 accounting year.

The objective of the two initiatives was to use all theflexibility in the EU budget to support the health
sector (e.g.secure personal protective equipment, finance testingand supporthospitals by purchasing
additional medical equipment), the business sector (providing working capital to SMEs, facilitating
digitalisation and setting up or redesigning financial instruments) and people (e.g. implementing
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employment retentionschemesand supporting vulnerable groups).

According to the Commission proposal, CRIl aimed to mobilise EUR 37.3 billion of European public
investment to fight COVID-19. The national allocation of investments under CRIl had a clear
geographical pivot towards Eastern (non-euro area) and Southern Member States (see Figure 19). This
is no surprise, since CRIland CRIl+ de facto consisted of a recommitment of the (either unspent or not
yet committed) structural funds, which in the Multiannual Financial Framework (MFF) 2014-2020
largely benefited these two clusters of countries. In addition,one may observe that the logic of the CRll
initiative was that of "giving a second chance" to Member States thathad a delay in either spending or
committing their structural funds, by using these envelopesto address the consequences of COVID-19.
Overall,theamountsinvolvedare relatively small as CRlland CRIl+were launched in the lastyear of the
MFF 2014-2020, when the largest share of the funds had already been committed.

Figure 19: Breakdown of investmentvolumes under CRI|
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To track the actual use of CRIl and CRIl+ funds to tackle the COVID-19 crisis, in May 2020 the
Commission proposed a voluntary list of programme-specificindicators to be applied across Member
States to identify all the national operational programme changes (see Figure 20).

Figure 20: Allocation of reprogrammed funds under CRII/CRII+explicitlyindicated by non-
euro area Member States using the Commission's common COVID-19 indicators
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Source: Authors' compilation, based on European Commission.

A peculiar advantage of using the information available through these voluntary indicators is the
possibility to distinguish between thedifferenttypes of reprogrammed expenditure to support people,
e.g. short-time work arrangements, supplementary wages for healthcare personnel, IT equipment,
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personal protective equipment and services for vulnerable groups. Given that notall Member States
adopted the voluntary common indicators proposed by the Commission, the actual amount of this
supportis likely to be higher.

Besides changing their operational programmes', some Member States also took up the option of
100 % EU financing allowed under CRIl+ to benefit from the flexibility under CRII/CRIl+. The non-euro
area Member States that benefit the most from this flexibility are Hungary and Croatia, both making
full use of it for programmes and priorities (see Figure 21).

Figure 21: Share of programmesand priorities
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The impact of CRIl and CRIl+ on nominal convergencein non-euro area countries is difficult to assess.
The flexibilities brought by these measures seem to have been appreciated by the authorities', and
the Commission initially estimated that the measures could mobilise EUR 37 billion in public
investments. However, a large partof the funding hasbeen allocated to health-related expenditure, for
instance emergency acquisition of medical equipment, not directly impacting nominal convergence
indicators. In addition, as noted above, since the largest beneficiaries were countries which still had
unspent or not yet committed resources, they could inject those funds into the economy.

3.3.2 European Investment Bank initiatives

EU intervention in thefirst phase of the crisis was not limited to actions under the MFF. Togetherwith
the EIB, in April 2020 the Commission presented a Support Action Plan with the aim of unlocking
EUR 28 billion of financing to alleviate liquidity and working capital constraints for SMEs and mid-caps.
The financing package consisted of:

e dedicated guaranteeschemesbased on existing programmesfor immediate deployment. The
European Investment Fund (EIF) was provided guarantees worth EUR 2.2 billion to financial
intermediaries, unlocking EUR 8 billion in available financing;

e dedicated liquidity lines to banks to ensure additional working capital support for SMEs and
mid-caps of up to EUR 10 billion. Sub-operations consisted of loans for SMEs and mid-caps to

Operational programmes are plans containing a breakdown of Member States' strategic objectives into investment priorities for a given
programming period.

See replies to the public consultation here: https://ec.europa.eu/info/law/better-requlation/have-your-say/initiatives/12913-COVID-19-
response-investment-initiative-evaluation/feedback_en?p id=24654335. It should be noted that the very low number of responses bring
only anecdotal evidence.
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eligible financialintermediaries and national and regional promotional banks; and

e dedicated asset-backed securities (ABS) purchasing programmes to allow banks to transfer risk
on portfolios of SME loans, mobilising up to another EUR 10 billion of support.

In parallel to the first package of measures, the Commission and the EIB announced a pipeline of
projects in the health sector of EUR 5 billion. The aim of this instrument was to finance infrastructure
improvements and equipment needs in the health sector and projects working towards the
development of a vaccineagainst COVID-19.

Finally, the European Guarantee Fund (EGF) was createdin April 2020 with EUR 25 billion of guarantees,
enabling the EIB - in partnership with locallenders and national promotional banks - to issue special
guarantees explicitly targeted at incentivising banks to provide liquidity to SMEs and small mid-cap
companies.

Overall, the EIB intervention could mobilise EUR 13 billion in guarantees, coming from pre-existing
programmes, and EUR 25 billion, belonging to new actions. Amongthe non-euro area Member States,
Poland benefits from the largestapprovedfinancing volume (EUR 2.66 billion) and the highest number
of projects (13), followed by Romania (EUR 1.36 billion and 10 projects) (see Figure 22).

Figure 22: Share and sectoral distribution of EIB COVID-19 projects across non-euro area
Member States, 30 March 2022 (million euros)
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Source: Authors' compilation, based on EIB data.
Note:  Volumes are based on approved amounts.
Non-euro area countries benefited from EIB measures especially because of their otherwise modest use

of nationalfinancial instrumentsand guarantees. Comparedto the size of the national guarantees, the
additional EIB support was considerable in Romania, Hungary, Croatia and Bulgaria.

3.3.3. SURE

Thetemporary Support tomitigate UnemploymentRisksin an Emergency (SURE) was proposed in April
2020 and adopted in June 2020 with the aim of acting as a second line of defence of national short-
time work schemes and similar measures taken in response to the crisis, including for self-employed
people.
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SURE takes the form of a lending scheme of up to EUR 100 billion underpinned by a system of
guarantees from Member States to the Union budget, representing 25 % of the loans granted. As a
temporary instrument, SURE was created under Article 122(2) TFEU, and is in place until 31 December
2022. As of May 2022, the Council approved a total of EUR 94.4 billion in financial support.

Figure 23: SURE loans, disbursed and proposedamounts per Member State
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Source: Authors' compilation, based on European Commission.

SURE mostly attracted countries with a high level of debt, which typically pay a higher risk premium,
and for which theloans would represent a saving. But the low interest rates that the EU applied were
interesting also for those countries with a small local debt market, which typically pay a liquidity
premium (Cortiand Alcidi, 2021). This explains why countries like Poland or Romania, with a relatively
low debt-to-GDP ratio, asked for SUREsupport.For these countries, theadditional attractive feature of
the SURE loans was thelong average maturity, of upto 15 years. Countries like Bulgaria, Croatia, Poland
and Romania are usuallyable to place bonds with maturitiesup to 10years.

Overall, theintroduction of SURE had a positiveimpact on maintaining social cohesion within the EU,
avoiding countries with high debt finding themselves without the fiscal margins to protect
employment. It is interesting to observe that the countries that asked for SURE support asked for an
amount equal to the national total expenditure on short-time work schemes and similar measures.
With the exception of Romania, the absorption of SURE financial assistance was high. The success of
SURE can thus be measured as a redistributive tool benefiting Southern and Central-Eastern Member
States; but also as a quick and efficient tool that was swiftly implemented and allowed 19 Member
States to save EUR 8.2 billionin interest payments.

3.4. Supporting Member States' recovery

An agreement on NextGenerationEU (NGEU) was reached by the European Council in July 2020. The
most importantinstrument included in NGEU is certainly the Recovery and Resilience Facility (RRF),
with resources of EUR 672.5 billion, providing large-scale financial support to reformsand investments
undertaken by Member States to make their economies more resilient in the aftermath of the
pandemic. This objective is also explicitly recognised in the allocation key of the RRF funding, which
considers pre-crisis structural challenges, more thanthe depth itself of the pandemiccrisis.
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The objective also explains the strongredistributive nature of the RRF, which largely benefits Southern
and Central-Eastern Member States. In this respect, as observed by Alcidi and Corti (2022), the RRF
injection of money is to be considered together with the resources that Member States will receive
under the traditional MFF, which started in 2021 and will last until 2027. If one considers the two
sources of financing together, it means that Southern and EasternEuropean Member States will have
to absorb up to 5% of their GDP. Croatia and Bulgaria are by far the largest beneficiaries of the RRF,
with an allocation of EUR 5.8 billion each, to which one should add EUR 1 billion and EUR 1.6 billion
respectively from REACT-EU, and the NGEU top-up of the European Agricultural Fund for Rural
Development (EAFRD) and JustTransition Fund, thusbringing the annual support from NGEU and the
MFF to 5.2 % of GDP for Croatia and 4.6 % of GDP for Bulgaria (see Figure 24).

Figure 24: Annualised MFF 2021-2027 and RRF grants (% of 2020 GDP)
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Source: Authors' compilation, based on European Commission.

Note:  NGEU funds are assumed to be distributed over a period of six years (2021-2026) and MFF over seven years
(2021-2027).

As stated above, however, the RRF is not only about investmentsbut also aboutreforms. The national
recovery and resilience plans (NRRPs) have tobe aligned with the European Semester's country-specific
recommendations, in particular those where the Member States have registered only partial or no
progressin 2019 and 2020. In line with instruments previously proposed, such as the Reform Support
Programme (2018) and the Budgetary Instrumentfor Competitivenessand Convergence, the RRF aims
primarily to support Member States in their implementation of structural reforms, in line with the
country-specific recommendations mentioned above. In this respect, the RRF can be considered an
important financial instrument to support convergence within the EU in the post-pandemic period.
Indeed, structural reformsare primarily meant to accelerate the upward convergence - both economic
and social — of Member States, whether or not they are part of the EMU. Clearly, to deliver on these
expectations, structural reforms should be implemented effectively and efficiently. This requires,
among others, efficient publicadministration (PA) that can absorbthe significant amount of resources
and political sustainability necessary to implementambitious reforms smoothly.
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4. LATEST DEVELOPMENTS IN CROATIA AND BULGARIA

4.1. Accession process and commitments

Bulgaria signalled its intention to adoptthe commoncurrency relatively soon afterthe country's 2007
accession to the EU. The Bulgarian lev has been pegged to the euro since the latter's 1999 launch.
However, Bulgaria failed to comply with the convergence criteria and in the end stated its intention to
join ERM Il in a letter of July 2018, This letter, together with a follow-up statement'” by the ECB and
the euro area Member States and Denmark (the ERM Il stakeholders), set out the conditions for ERM I
entry. Upon Bulgaria'saccessionin July 2020, the application letter to ERM Il contained a list of "reform
areas of high relevance for achieving a high degree of sustainable economic convergence and
successful participationin the third stage of the Economicand Monetary Union". Four policy areasand
the specific measures related to each of them were identified (see Table 2). The Draft National Plan'®
for theintroduction of the euro was adopted in June 2021.

Table 2: Bulgarian ERM Il post-entry commitments

Policy area ‘ Measure

Adequacy ofthe level of technical provisions

1. Ensuring the sustainability of Compliance with the applicable requirements for assets and
the non-banking financial liabilities valuation

sector Effectiveness of the systemof governance

Application of the prudent person principle

Develop a state ownership policy

Bring the composition of boards of public enterprises into
compliance with the selection procedures setoutinthe law

2. Legislativechangesregarding | yndertake an analysis of the activities of state enterprises
state-owned enterprises established by special laws, and submit it to the Council of
Ministers

Prepare and approve annualaggregate reporting on the
performance of statepublicenterprises

Legislativeamendments

Organisational change

5 (sl eae TEpemie Training programmesfor insolvency practitioners andjudges

insolvency framework Specialised electronictools within insolvency and
restructuring

Development and introduction of manuals, codes, templates
and guidelines

' Council of the European Union, "Bulgaria's path towards ERM Il participation”, cover note, 13 July 2018, available at:

https://www.consilium.europa.eu/media/36125/st11119-en18.pdf.

Eurogroup, "Statement on Bulgaria's path towards ERM Il participation”, available at:
https://www.consilium.europa.eu/en/press/press-releases/2018/07 /12 /statement-on-bulgaria-s-path-towards-erm-ii-participation/.
"Draft National Plan for Introduction of the Euroin the Republic of Bulgaria", available at:
https://www.strategy.bg/PublicConsultations/View.aspx?lang=bg-BG&Id=6168.
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Policy area ‘ Measure

Statistical data collection and publicity

Other amendments or actions necessary to ensure the full
transposition of Directive (EU) 2019/1023

Enhancethe capacity of the supervisoryauthorities' capability
to mitigate the risks of money laundering and increase
application of the anti-money laundering framework by
obliged entities

Enhance the capacity and analytical capabilities of the

Financial Intelligence Unit to make better use of suspicious

4. Strengtheningthe anti-money | transaction reports and increase the use of financial
laundering framework intelligence by competent authorities

Draw up an action plan to follow up on the risks identified in
nationalrisk assessments of the Financial Intelligence Unit

Complement national risk assessments by the Financial
Intelligence Unit with an analysis of risks linked tovirtual assets
and generalrisks emanating fromthe citizenship schemes

Source: Bulgarian ERM Il application letter, available at:
https://www.ecb.europa.eu/pub/pdf/annex/ecb.pr200710_annex~29156bba37.en.pdf.

In the case of Croatia, the intention to join the euro area as soon as possible was stated upon the
country'saccession tothe EUin 2013.1n 2018, the Croatian government and NCB preparedthe strategy
for the adoption of the euro ™. The strategy contains concrete measures to be taken to meet all the
nominal convergence criteria and additional requirements of the accession process. Similarly to
Bulgaria, Croatia submitted a letter containing commitments prior to joining ERMII%. It entered a year
later, along with Bulgaria. As with Bulgaria, the 2020 application letter contained an action plan with
post-entry commitments (see table Table 3).

9 Available here: "Strategy for the adoption of the euro in the Republic of Croatia", https://euro.hnb.hr/documents/2070751/2104255/e-
strateqy-for-the-ad option-of-the-euroin-Cro.pdf/9e02b 33f-665a-46a9-a1b6-ac63f9af3c95.

Available here: Letter from the Government of the Republic of Croatia and the Croatian National Bank to the President of the Eurogroup,
President of the European Central Bank, Finance Ministers of the Euro Area Member States, Finance Minister and Central Bank Governor
of Denmark, Vice President of the European Commission for the Euro, https://www.consilium.europa.eu/media/40282/letter-of-
intent.pdf.

20

PE 733.967 42


https://www.ecb.europa.eu/pub/pdf/annex/ecb.pr200710_annex%7E29156bba37.en.pdf
https://euro.hnb.hr/documents/2070751/2104255/e-strategy-for-the-adoption-of-the-euroin-Cro.pdf/9e02b33f-665a-46a9-a1b6-ac63f9af3c95
https://euro.hnb.hr/documents/2070751/2104255/e-strategy-for-the-adoption-of-the-euroin-Cro.pdf/9e02b33f-665a-46a9-a1b6-ac63f9af3c95
https://www.consilium.europa.eu/media/40282/letter-of-intent.pdf
https://www.consilium.europa.eu/media/40282/letter-of-intent.pdf

Euro area accession: assessment of the convergence path and COVID-19implications

Table 3: Croatian ERM Il post-entry commitments

Policy area ‘ Measure

Raising the level of awareness amongall responsible parties for
theimplementation of measuresthrough regular education

1. Strengthen anti-money Continued cooperation betweenthe Anti-Money Laundering
laundering framework Office and the supervisory authorities

Implementation of the new action plan to reduce therisk of
money laundering and financingof terrorism

2. Enablingaless costlyand Simplification and digitalisation of administrative procedures
administratively simpler

business environment

Reduction of fiscal burden for the economy

3. Improved governance of Improvement of corporate governance in state-owned
state-owned enterprises enterprises

Implementation of a modern and uniform legal and regulatory
framework for the profession ofinsolvency practitioner

4, Strengtheningthe national | Review of the procedures for collecting data in the field of
restructuring, insolvency and discharge of debt, and
implementation of the necessary changes to comply with the
Directive on Restructuring and Insolvency and fulfil its optional
data collection provisions

insolvency framework

Source: Croatian ERM Il application letter, available at:
https://www.ecb.europa.eu/pub/pdf/annex/ecb.pr200710_1_annex.en.pdf.

The process above seems to have formalised the ERMIl entry procedure, and also led to an extension
of the conditions for joining the mechanism, andthusthe euro. For instance, prior to entering, the two
countries were asked to join the Banking Union. This condition could be problematic, as Article 140
TFEU does not seem to provide the legal basis for its imposition. It could be argued that the logic
behind this requirementis precautionary and aims to build a stable and resilient EMU. Other
(institutional) conditions (e.g.ensuring improvement of the collection, production and dissemination
of statistics in Croatia or strengthening the anti-money laundering framework in Bulgaria) could also
be based on such a rationale, namely that stronger institutions prevent the build-up of imbalances
conducive to crises. However, with many current euro area members struggling with similar issues, it
could be argued that these requirements are not indispensable, and also call into question the equal
treatment of Member States (Zacek, 2021).

According to currentplans, Croatia will introduce the euro on 1 January 2023, while Bulgaria will accede
a year later, on 1 January 2024. The two previous Convergence Reports (2018 and 2020) pointed to
issues to be addressed before accession can take place in both countries. However, the 2022 report
assessed that Croatia fulfils the criteria toadopt the euro. Regarding Bulgaria, the reportfoundthat the
country did not meet the price criterion, and inconsistencies regarding the compatibility of national
legislation remained. (Table 4 provides an overview of the two assessments).
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Table 4: Overview of 2018 and 2020 ECB Convergence Reports for Croatia and Bulgaria

Croatia Bulgaria
Criteria
2020 2018 2020
Price stability Yes Yes Yes Yes No No
Deficit Yes Yes Yes Yes Yes Yes
Sound
ublic | Debt- Above Above reference Y
p reference value es
finances to- of 60%. but value of 60 %, Yes Yes Yes
GDP AR but diminishing
diminishing
Exchange rate No No No (not No (not
stab(-iglit (not part of ERM | (not part of ERM Yes part of part of Yes
y 1) 1) ERM 1) ERM I1)
Convergence
in long-term Yes Yes Yes Yes Yes Yes
interest rates
Compatibility ECB: N .
:No ECB: No
of national Yes No No No
EC: Yes EC: Yes

legislation

Source: ECB Convergence Reports 2018 and 2020.

4.2. Overview of economic developments

4.2.1. Economic outlook of Croatia and Bulgaria in early 2020

At the outset of the pandemic-induced crisis, Croatia and Bulgaria were experiencing favourable
growth prospectsand were expected to continue along this path in the yearsto come, with a positive
economicforecast for 2020.

In Croatia, GDP growth in 2019 was around 2.9 %, in continuation of the positivetrends of the previous
years and mostly driven by household consumption and investments, notably EU-supported public
ones. Unlike other Central-Eastern Member States, Croatia did notexperience the high-speed catch-up
convergence trends that took place during the 2010s. In addition, significant differences persisted
across regions, notably between Zagreb and the rest of the country, with the former accounting for
34 % of national GDP despite hosting 19 % of the population. Publicinvestment (calculated as general
governmentgross fixed capital formation) halved between 2008 and 2017, and then recovered thanks
to the support of EU funds after 2018-2019. The current account surplus was around 3.1 % of GDP and
the trade balance was negative, on the back of strong domestic demand having led to an import
increase. Although disposable incomes were increasing and economic activity accelerating, the
headline inflation fell to 0.8 % in 2019, mostly due to the slowdown of energy prices. Inflation was
expected to increase by 1.5% in 2020 and 1.7 % in 2021. General government public finances were
quite positive with the budget balance in surplus (0.4 %), while general government debt was set at
71 % in 2019 but projected to decrease to 64.4 % by 2021.

In Bulgaria, GDP growth (by 3.8% in 2018 and 3.7% in 2019 y-y), was mainly driven by private
consumption and was expected to continue in 2020 (3.6 %) and 2021 (3.0 %). Investments were
growing except for equipment and machinery, thanks tothe favourable financing conditions and high-
capacity utilisation. Key driving factors of the investment growth were the EU funds absorption (one
third of total public investment) and domestic savings (two thirds of public investment), and fewer
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foreign directinvestment (FDI) inflows. Following the developmentsin consumption and investment,
imports were increasing while export-led consumption was slowing down. The contribution of net
exports to GDP growth was negative in 2018 and close to zero the year after. The current account
balance was strengthening (+5.4 % of GDP in 2018), having been in surplus since 2013. The general
governmentbudget balance was equalto 1.9 % of GDP in 2019, while gross general government debt
was around 21.1% in 2019 and expected to decrease even further in 2020 and 2021. The net
international investment position (NIIP) was on a decreasing path in 2019, facilitated by high GDP
growth and ample liquidity in the bankingsector. High volatility settled over 2019 at 2.5 %, mostly due
tofood and energy prices.

42.2. Depth of the pandemiccrisisin Croatia and Bulgaria

Croatia and Bulgaria were hit by the pandemicin March 2020, after the first cases of people infected by
COVID-19 were traced around the middle of the month. Yet, as in many other Member States, the
adoption of the first stringency measures to tackle the pandemic had already been adopted at the
beginning of the month and quickly scaled up with school and workplace closures, restrictions on
gatherings and individual movement, contact tracing, international travel restrictions and policies to
test for corona infections at the same time as in other Member States. In a situation of uncertainty, the
decision was taken to follow the examples of those Member States that were hit first by the pandemic,
taking a sort of mimic approach. Yet, a key difference distinguishes Bulgaria from any other Member
State in its decision not to go into a full lockdown, even during the first wave of the pandemic (see
Figure 25).

Figure 25: COVID-19 stringency index
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Source: Oxford, COVID-19 government response tracker.

As in other Member States, the immediate impact of the stringency measures and the temporary
freezing of alarge part of the countries' economic activitiestranslated into a steep contraction of GDP,
which in Croatia fell by 8.1 % in 2020 (y-y). The GDP contraction was particularly strong in the second
quarter of 2020 (15 % g-q change), recovered by 6.9 % in the third quarterand contracted again in the
last quarter of 2020, by 0.8 %. The contraction was mainly led by the impact of the pandemic on service
exports, especially in the tourism sector. The fall in private consumption was reflected in involuntary
and precautionary savings. The contraction was further aggravated by the consequences of the
earthquakes in the Banija region and Zagreb.
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In Bulgaria, the depth of the crisis was less pronounced, with a GDP contraction of around 4.4 %.
Bulgaria's GDP contracted particularly in the second quarter of 2020 (10.1 % g-q) but then rather than
a V-shaped recovery, it experienced an L-shaped one with growth rates of around 0.4 % in both the
third and fourth quarters of 2020. The dynamics of private consumption followed the trends of the
pandemicand notably of thecontainment measures. Exports started recovering only in thesecond half
of 2020, but mostly towards EU countries, with consequent losses in revenues especially from tourist
accommodation. In 2020, GDP fell by 4.9 %.

In principle, the responsesto COVID-19 of unemploymentand consumer price inflation mimicked the
development of GDP, at least in a qualitative sense. Between 2019 and 2020, both Croatia andBulgaria
experienced an increasein the unemploymentrate of 1 p.p., which put the two countries on a different
path compared to other Member States, where unemploymentlevels stayed equal, or even decreased.
Similarly, the inflation rate remained low in both countries, mostly due to the fall in energy and
unprocessed foodprices.

423. Fiscal response to the COVID-19 crisis

To address the consequences of the pandemic, Bulgaria and Croatia immediately put in place
significant fiscal packages, including liquidity and solvency programmes to maintain the cash flow of
firms and foster their access to capital through state guarantees for bank loans. Othermeasures were
included in the fiscal packages, such as the deferral of tax payments and lower prepayments of taxes,
including contributions to the social security system. Unlike liquidity programmes, deferrals cause a
deterioration of public budgets in the short term but tend to improve them in later years. Finally,
traditional discretionary expenditure measures were also put in place with the aim of increasing
aggregate demand, including measures to support employment (e.g. short-time work schemes and
similar),income for enterprises and households, the healthcare sector, exceptional capital investment
andinterest subsidies.

The total Bulgarian response, which amounted to just above 1.3% of GDP, made by discretionary
expenditure measures worth 1.15 % of GDP, and interventions through financial instruments making
up only 0.18 % of GDP (see Figure 26).

The Croatian fiscal package amounted to 4.6 % of GDP (see Figure 27). The significant intervention on
employment support measures, together with the freezing of dismissals, contributed to keeping the
unemployment rate under control. In addition to the use of financial instruments (2.7 % of GDP) and
guarantees (1.7 % of GDP), Croatia made use of discretionary expenditure measures amounting to
0.17 % of GDP. Clearly, the budgetary impact of guarantees, which was basically absent in Bulgaria,
paints a different picture of the fiscal efforts of the two countries.
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Figure 26: Fiscal measuresin Bulgaria Figure 27: Fiscal measuresin Croatia
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4.3. Trendsinnominal convergence

4.3.1. Price stability

The analysis presented in the overview section indicates a deterioration in convergence paths across
the EU asawholein therecent past, as wellas in non-euro area Member States.

The recession caused by the effects of the pandemic dampened inflation in almost all EU countries. The
inflation rate in Bulgaria droppedto 1.2% and in Croatia to zeroin 2020, standing at 2.2 p.p. and 1.0
p.p. respectively above the averageinflation rate in three reference countries in 2020 (-1.0 %). The fall
in the inflation rate in Bulgaria in 2020 is mostly attributed to the decrease in international energy
prices, the slowdown in core inflation and the cut in regulated natural gas and heating prices (OECD,
2021).

In Bulgaria, more recentpositive inflation dynamics have been mainly driven by energy and food prices.
Strong domesticdemand motivated by real wage growth hasalso contributed to inflationary pressures
(OECD, 2021). In 2018, theinflation ratein Bulgaria reached 2.6 %, 1.7 p.p.above the average inflation
rate of the reference countries (i.e. the three EU Member States with the lowest inflation rates) in that
year.The divergence expanded over the subsequentyearsup to 2.1 p.p.at the end of 2021.

The average prices alsoincreased in Croatiaduring this periodbut toa lesserextent. At the end of 2021,
Croatia was still in line with the convergence criterion of price stability. However, the latest data
indicate that over the last months of 2021 and in 2022 the 12-month average harmonised index of
consumer prices (HICP) rate of change has surpassed thatlevel.

Overall, the pandemicappears to have caused a deterioration in convergence towards price stability,
particularly in Bulgaria.ln 2021, price levels surged in most Member States. The average inflation rate
in the euro areareached 2.6 %, 1.4 p.p. higher than its pre-pandemiclevel. In Bulgaria and Croatia, the
inflation ratein 2021 moved to the samelevel, indicating that prices soared relatively more strongly in
Croatia over theyear.
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The Commission's projections, publishedin April 2022, for inflation in Bulgaria in 2022 and 2023 show
that its deviation of prices from the convergence path will deteriorate further, increasing to nearly
7.4-7.5 p.p. above the inflation rates of the three best performing economies (Portugal, Finland and
Malta in 2022). Croatia's inflation rate is expected to stay in line with (albeit slightly above) the
convergence path (see Figure 28).

Figure 28: 12-month HICP rate of change in Bulgaria and Croatia compared to the running
reference value
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Source: Authors' compilation based on Eurostat.

Calculation of the reference value is not always mechanical. The exact notion of "best performers" is
not explicitly defined in the Treaty, making their identification subject to interpretation, with both
previous ECB and Commission reports having on occasion excluded "outliers". This non-mechanicl
application of the criterion is important given country-specific circumstances that influence price
developments againstthe backdrop of the overall economicenvironmentat the time of assessment.

Exclusions based on an outlier analysis have resulted in changes in the list of "best performers”in the
past. The first case was Lithuania in 2004, which - in the Commission's assessment — had a negative
inflation rate due to specific factors. Consequently, it was excluded from "the calculation of the
reference value as it might otherwise have given rise toa distortionin the reference value and reduced
the usefulness of the reference value as an economicallymeaningful benchmark" (ECB, 2004). In 2010,
Ireland was excluded with a rate of -2.3 %, as its inflation rate was "significantly lower than those of the
other Member States". Nonetheless, all of the "three best performing Member States" had positive
inflation rates, which is somewhat at odds with the purpose of the criterion to prepare economies to
perform well in the monetary union, where the ECB generally aimed for inflation rates above zero
(Zacek,2021). Other outliersinclude Greece (2013), Greece, Bulgaria and Cyprus (2014) and Cyprus and
Romania (2016). The above indicate that the Commission andthe ECB have some freedom in applying
the concept of "best performers", which can result in considerable changes in the reference values and
consequently the outcomeoftheassessment.

Historically, the reference value has always been above the euro area average, albeit usually not by a
large margin.Based on data from April 2022, applying the reference value based on the three countries
with the lowest inflation rate (Malta, Portugal and France, plus 1.5 %) would result in 4.1 %, while the
euro area average is 4.4 %. Therefore, it is possible that the assessment will include consideration of
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outliers.

Thefigures below consider four different scenarios:
e nochangeinthelist of 'best performers' based on the outlier analysis;
e Maltais excluded;
e MaltaandPortugalare excluded;and

e Malta, Portugaland France are excluded.

Figure 29: Croatian 12-month average HICP Figure 30: Bulgarian 12-month average HICP
rate of change and reference values under rate of change and reference values under
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Source: Authors' calculations based on Eurostat.

Based on the figuresabove, it seems clear that using a strict interpretation of the price criterion, neither
Bulgaria nor Croatia would meet the requirements. In the case of Bulgaria, this seems out of reach in
2022, given that, in April, inflation was at 5.9 %, considerably higher than the reference value, even if
thethree best performers would be considered outliers, and it is projected to remain such in the next
months. Regarding Croatia, the country could meet the price criterion provided that both Malta and
Portugalare excluded from the calculation of the reference value.

It should be noted that the 12-month average inflation in Malta (2.1 %) and Portugal (2.6 %) appears
well below the next three best performers, France (3.2 %), Finland (3.3 %) and Greece (3.6 %), which by
contrast are quite closeto each other,and in line with the euro area average.

By removing Malta and Portugal fromthe calculation of the reference value, buthaving France, Finland
and Greece, would give a reference value of 4.9 %, hence above the 4.7 % inflation of Croatia. Using
those three countries as best performers also implies that Croatian inflation is projected to remain
below the reference valuein the months ahead.

As shown above, there is no systematic methodology for the identification of outliers, it is thus
important to examine whetherthere are grounds, as objective as possible, for the exclusion of a given
country from the calculationof an "economically meaningful benchmark".
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Figure 31shows the average rate of change in the main components of HICP for the EU, in April. Based
onthosedata, the two main factorsdriving inflationare:i) transport, and ii) housing and energy.

Figure 31: EU 12-month average rate of change in HICP components, April 2022
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Source: Authors' compilation based on Eurostat.

The examination the rate of change of these two components in the "best performing" economies,
compared to the EU, suggests that in the case of Malta, both values are far below average. Based on
thesefigures, Malta clearly appearsan "outlier".

Figure 32: 12-month average rate of change in transport and housing & energy pricesin best
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A similar case could be made for Portugal, for which housing and energy price increasesare far below
the EU average, and considering that COVID-19 had long-lasting effect on the economy. Unlike most
EU countries, Portuguese GDP is still below its 2019 level. A weak economic recovery combined with a
mild impact on energy prices could explain the exceptionally (in relative terms) low inflation.

The ECB and the European Commission in their 2022 Convergence assessments have adduced similar
arguments. Bothinstitutions considered Malta and Portugal outliers in the calculation of the reference
value, which led to a positive assessment of the price stability criterion for Croatia.

The identification of outliers entails some judgement about the situation atthe time of the assessment,
in the past, abrupt deviationsin inflation led to a negativeassessment. Thecase of Lithuania, illustrated
in Box 1,is an example. A considerable upwardrevision of the inflation forecasts, also driven by energy
andfood prices, stronglyinfluenced the convergence assessment, leading to a negative evaluation. Ex
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post, this turned outto be correct, but the effect was a delay in the euro accession of almosta decade.

Box 1: Lithuania's delay in joining the euro area

Lithuania was the last country to join the euro area, on 1 January 2015. This happened much later than the
manifested political intention. The first formal application was filed in 2006 after the country joined ERM ||
in June 2004 and saw Slovenia passing the criteria test (Slovenia joined on 1 January 2007).

The European Commission and the ECB, however, warned the Lithuanian government that its inflation rate
was in breach of the criteria to join the single currency area. At the time of application (February 2006),
according to the inflation criterion that candidate countries must keep inflation within 1.5 p.p. of the average
of the EU's three lowest inflation rates, the relevantinflation target for Lithuania's evaluation was 2.6%, while
the country's relevant inflation rate 2.7%. For the time after the application, the assessments carried out by
the Commission and the ECB in their respective 2006 Convergence Reports pointed to a materialisation of
inflationary pressures in the near future.

For the remainder of 2006, Lithuania was expected to suffer greater inflation because of the tight labour
market and the lagging pass-through of energy prices. Indeed, expanding economic activity was putting
pressure on labour costs. In 2005, growth of nominal compensation per employee increased from 3.8% to
around 9%, whereas nominal labour costs rose to 3.8%, from 1% in 2004. In addition, hourly labour costs
accelerated to double-digit figures in all sectors during 2005. The evolution of the last metrics was mainly
explained by the buoyant domestic demand supported, in part, by low rates and strong credit growth, as
well as the tight labour market, suffering from migratory outflows and bottlenecks in some sectors.

The year 2005 was also considered a turning point for energy prices. During that year, commodity price
increases ledto a 9% increase in Lithuania's import prices. In addition, the anticipation of the end of a mult-
year agreement with the Russian gas exporter Gazprom in 2006 resulted in a sudden spike of imported gas
prices. If it is true that in January 2006, the evolution of gas prices only contributed to inflation by 0.1 p.p,
the Commission expected a delayed impact because of the lagged adjustment of regulated prices for

distributed heat. Moreover, since the average gas price in Lithuania was around 50% lower than prices in the
EU, further price increases were expected.

Both reports also highlighted that other medium-term factors were pointing to higher inflation. Among
them, the expected evolution of indirect taxes as well as increases in food prices. While increases in excise
taxes and administrative costs were seen through the years 2004 and 2005, more increases were expected
in the taxes levied on tobacco, to comply with the minimum required by the EU. In 2006, The Commission
calculated that, without offsetting measures, the tobacco taxes would have an impact on inflation of around
2%in the period up to 2010. Food prices were considered another source of challenges to the sustainability
of the inflation convergence. After Lithuania's EU accession and the changing conditions in the domestic
market, a prolonged period of food price adjustment was expected. As this was coupled with dynamism of

internal demand, Commission estimated that inflationary pressures on food prices would not abate in the
short term.

Considering the array of different factors pointing to persistent high inflation, the Commission and the ECB
assessed that inflation in Lithuania was likely to be higher than the reference value in the months ahead.
Even though in 2006 the distance from the target was very small and political will to join the euro was very
strong, the application was rejected. Besides the actual situation at the time ofthe application, the expected
future dynamics, and more generally the country's medium-term prospects, mattered in the formulation of
the final judgement. Ex-post, we know that in 2007 inflation rose above 10% and then fell dramatically,
driven by a major economic crisis, which soon appeared to be the euro's major existential crisis. In the end,
it took almost a decade for Lithuania to join the euro.

Source: Authors' elaboration.
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4.3.2. Medium-term prospects

The Russian invasion of Ukraine in February 2022 came at a time of already high inflation pressures, just
as the European economy was recovering from its pandemic-induced recession. Supply chain
disruptions and soaring commaodity prices have rippled through European economies, affecting the
convergence paths of allnon-euro areacountries. This economic uncertainty also casts a shadow over
the medium-term outlookfor Bulgaria and Croatia.

In the case of Bulgaria, oneof the main vulnerabilities is linked to the country'sdependence on Russian
energy. Untilthe end of April 2022, the overwhelming majority of gas imports originated from Russia.
Although the lack of diversification has left Bulgaria exposed, gas only makes up roughly 12 % of the
overall energy mix, and therefore its role is not central (McWilliams et al, 2022). Gazprom's
announcement to haltits exports to Bulgaria and Poland put Bulgaria in a difficult position. With one
month's consumption in its stores, Bulgariareacted quickly to secure gas through support from Greece.
The liquefied natural gas (LNG) cargoes delivered through a terminal in Athens are providing short-
term relief, while the gas interconnector between the two countries - constructed during the
pandemic and set to start operation in June - can help provide longer-term energy security through
gas from Azerbaijan (Koutantou, 2022; Wanat, 2022).

However, this diversification exercise will come at a cost: the price of gas could reportedly be 20-30 %
higher than what Bulgaria paid previously to Russia, affecting industry and, ultimately, consumers.
Given Bulgaria's intention to join the euro area in 2024, the developments in energy prices over the
medium-term, especially towards thesecondhalf of 2022, could be a critical determining factor for the
price stability criterion.

Croatia also experienced inflationary pressures in the run-up to 2022 due to a hike in energy prices
(notably refined petroleum products) and raw materials on the global market. Uncertainty stemming
from the war and the supply of commodities is also affecting Croatia's outlook, although the country's
dependence on Russiangas importsat 28 % s considerably smallerthanit was for Bulgaria (McWilliams
et al,, 2022). Authorities have recently introduced measures to alleviate some of the burden on the
population and businesses, including value-addedtax (VAT) reductions, vouchersfor gas, and farmers
receiving support for the purchase of mineral fertilisers. However, the International Monetary Fund
(IMF) has warned that domestic inflationary factors, such as public sector wages, should be carefully
measured to containfurtherprice increases (IMF, 2022).

4.3.3. Sound publicfinances

As noted in the introduction, the sound public finances criterion requires that Member States should
not be subject to an excessive deficit procedure (EDP) Council decision under Article 126 TFEU. As the
protocolon the EDP specifies that the reference values are a government deficit below 3 % of GDP and
debt below 60 %, this criterion is ofteninterpreted asan assessment of these values.However, it should
be noted that even when these reference values are not achieved, Article 126 provides specific
conditions for meeting this criterion. In addition, launching an EDPis the Council's responsibility, which
lends a degree of flexibility to the assessment(Zacek, 2021).

Neither Bulgaria nor Croatia were under an EDP at the time of activation of the general escape clause
of the SGP (March 2020). Given the possibility to deviate from the SGP requirements underthe clause,
the public finances criterion will not be mechanically assessed against the reference values set out in
the protocol. Therefore, the fact that neither country was underan EDP previously could lead to them
meeting this criterion automatically.
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Based on the analysis conducted in Section 2.1, Bulgaria is forecasted to be above the deficit target in
2022, but would meet both the debt, which was below the 60 % in 2019 and remained such duringthe
pandemic, and deficit targets in 2023. In the case of Croatia, already in 2021 the deficit fell below the
3 % (from 7.3 % in 2020) threshold, and it is forecasted to remain under the target in 2022 (2.3 %) and
2023 (1.8 %). The debt-to-GDP ratio, which reached 87 % in 2020, is projected to decrease substantially
in 2022 (75.3 %) and further in 2023.

434, Interestrates

For the purpose of the assessment of convergence, long-term interest rates reflect secondary market
yields on a single benchmark government bond with a residual maturity of 10 years?'. The long-term
interest rate data wasdevelopedand collected from the central banks by the ECB onbehalf of Eurostat.

In the case of the long-term interest rate stability criterion, previous Convergence Reports have also
occasionally identified outliers. This was notably the case with Estonia in 2010, as the country had
almost no long-term public debt, and therefore the assessment was based on alternative indicators.
Moreover, since Estoniawas among the three best performing countriesin terms of price stability, the
calculation was based exceptionally on the two other "best performers" (ECB, 2010). In 2012, Ireland
was excluded, with the ECB stating that its "long-term interest rate [was] currently not an appropriate
benchmark" and that it was "not only significantly higher than the euro area average, but it also
substantially exceed[ed] the long-term interestrates of the other two best performing Member States
in terms of price stability" (ECB, 2012).

As notedinthe statementabove, exclusionsare linked to the identification of best performers in price
stability. As countries with low inflation rates do not necessarily have the lowest long-term interest
rates, such exclusions could in fact make it more difficult to meet this criterion. It is also legally more
problematic, given that the protocol does not provide discretion to the ECB or Commission in the
choice of best performers (Zacek, 2021).

Based on thelatest data, both Croatia and Bulgaria are well below the running reference value. In the
case of a reference value based on France, Finland and Greece (plus 2 percentage points), which
correspond to 2.6 %, Croatia is well below (0.8 %) despite a steep rise over Februaryand March 2022.

Similar conclusion holds for Bulgaria. The relevantinterest rate was at 0.5 % in April 2022.

4.3.5. Exchange rates

In 1997, Bulgaria introduced a currency board arrangement, pegging the lev to the German mark and
thento theeuro (atan exchange rate of 1.95583 BGN/EUR). The currency board arrangement implies
that the central bank's monetary liabilities have to be fully covered by its foreign reserves, using the
official exchange rate. In practice, even if the central bank issues short-term reference rates, it does not
controlthem, as they are directly affected by the monetary policy of the euro area.

In July 2020, Bulgaria joined ERM lI* and the lev kept the same central rate, fixed under the currency
board arrangement. While a standard fluctuation bandof £15 % is applicable to all currencies, Bulgaria
committed unilaterally to continue its currency board arrangement. Despite the commitment, the
official fluctuation margin can be applied andthe ECB could intervene atthe margins of the fluctuation
band to sustain stability in case of tensions on the exchangerate.

2 |tis 7.5 years in the case of Croatia.

2 Currently, ERM Il includes the currencies of Bulgaria, Croatia and Denmark.
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Figure 33: Bulgaria - BGN/EUR exchange rate
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Source: ECB.

In July 2020, the Croatian kuna was also included in ERM Il with a central rate setat 1 euro =7.53450
kuna. The Croatian kuna participatesin ERM Il within the standard fluctuation band of + 15 % of the
centralrate, and fluctuationshave remained within the band since then (see Figure 34). The exchange

rate criterion is not expected to be a source of concern for Croatia.

Figure 34: Croatia - HRK/EUR exchange rate
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4.4. Croatianrecoveryandresilience plan

Croatia is the country thatwill receive the largest support from the RRF, with a grant envelope of around
12 % of its GDP (Pfeiffer et al., 2021). The Croatian plan was submitted on 15 May 2021. A positive
assessment was given by the European Commission on 8 July 2021, which was then approved by the
Council on 28 July 2021. The plan includes 144 investments and 68 reforms (see Table 5) for a total
amount of EUR 6.3 billion, which covers allthe available RRF grants (no loanhas beenrequested so far).

Table 5: Timeline for completion of reforms and investment projects under Croatian NRRP

2020 2021 2022 2023 2024 2025 2026 Total
5 T en 0 0 7 17 | 24 43 53 144
projects (number)
RRFinvestment | o | o0 | 5900 | 120 |17% | 30% | 37% 100 %
projects (% total)
A o 1 7 20 8 8 9 15 68
(number)
RRF reforms 1% | 10% | 29% | 12% [ 12% | 13% | 22% 100 %
(% total)

Source: Authors' compilation, based on Croatian NRRP.

As thetable above shows, the completion of the reforms is spread overthe entire RRF period, with the
largest number of investments concentrated mainly in the years 2025 and 2026. This is not to say that
Croatia will spend the RRF grants only at the end of the RRF period. On the contrary, as shown in the
figure below, the planned spending starts already in 2022 and is evenly distributed across the years
before 2025 and 2026.

Figure 35: Planned Croatian expenditure financed by RRF grants, and expected completion of

investment projects

40%
35%
30%
25%
20%
15%
10%

5% I

» m N

2021 2022 2023 2024 2025 2026
| Expected completion of investment projects (% total) m Spending under RRF grants (% total)

Source: Authors' compilation, based on the Croatian Stability Programme (Ministry of Economy and Finance, 2021), Croatian
NRRP (European Commission, 2021).
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44.1. Investmentsin the NRRP

Based on the RRF Regulation's six pillars of classification, Croatia is allocating 53 % of its investments to
the green transition (38 %) and digital transformation (15 %) pillars of the RRF. The remaining 47 % of
investments are divided between the policies for the next generation (12 %), smart, sustainable and
inclusive growth (15 %), health, and economic, social and institutional resilience (7 %) and social and
territorial cohesion (13 %) pillars. With respect to the distribution of funding across economic activities,
the Croatian plan distributes thelargest share of resourcesto the construction sector (18 %), education
(15%), activities related to water supply, sewage, waste management and remediation (14 %) and
financialand insurance activities (12 %).

Figure 36: Croatian investments by six RRF pillars (% total)
12% = Green transition
» Digital transformation
Smart, sustainable and inClusive
growth
Sodial and territorial cohesion
» Health, and economic, social and

institutional resilience

Policies for the Next Generation

15%

Source: Authors' compilation, based on Croatian NRRP.

Under the green transition pillar, the plan includes several investments that aim to modernise and
transform public transport, making it more sustainable; to renovate public and private buildings to
make them energy efficient; and to increase the use renewables energies. The most relevant projects
in this respect concern the renovation of public sewerage networks, the construction of 12 treatment
plants to avoid wastewater (EUR 401 million) and the upgrade and digitalisation of the electricity
network (EUR 387 million). In addition, the plan includes EUR 252 million investment to support
enterprises in their transitionto an energy-and resource-efficient economy (C1.1.1.R4-11), EUR 197
million for the development and implementationof a new urban mobility ecosystem project (C1.4.R5-
12), EUR 140 million for the reconstruction of the existing and construction of second track of public
railways (C1.4.R2-11), EUR 145 million for a waste disposal reduction programme (C1.3.R2-11), EUR 157
million for a natural disaster risk reduction programme (C.1.3.R1-13) and EUR 137 million for a public
water supply development programme (C.1.3.R1-12).

Under the digital transformation pillar, a wide range of projects are included in the plan, with the
objectives being the digital transformation of PA and public services, as well as public transport, and
the increase of connectivity in the country. EUR 106 million will be invested under the National
Framework Programme for the Development of Broadband Infrastructure, EUR 84 million in digital
tools will be increased in higher education centresand EUR65 million in new electronic tolling systems
will be created for motorways.

Under the policies for the next generation pillar, the plan includes an ambitious investment in early
childhood education and care (ECEC), notably targeted at kindergartens, for a total of EUR 215 million
(C3.1.R1-11),and allocates EUR 302 million to primary schools (C3.1.R1-12). EUR 75 million is allocated to
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the construction, upgrading, refurbishment and equipping of secondary establishments (C3.1.R1-3)
and EUR 84 million to the digital transformation of higher education (C3.1.R2-11).

Under the social and territorial cohesion pillar, the most important investment of the plan consists of
EUR 591 million for the renovation of buildings damaged duringthe 2020 earthquakes (C6.1.R1-12).

Finally, under the smart, sustainable and inclusive growth pillar, the plan mostly includes investment
targeted at the tourist sector and research and innovation. EUR 123 million is allocated to regional
diversification and specialisation of Croatian tourismthrough investment in the development of high
added-value tourism products (C1.6.R1-11), while EUR 165 million will go towards strengthening the
competitivenessof entrepreneursand fostering the greenand digital transitionof the sector (C1.6.R1-
12). In addition, EUR 318 million is allocated to boosting research and innovation capacity (C3.2).

44.2. Reforms in the NRRP

More than theinvestment, to understand the long-termimpact of the Croatianrecovery and resilience
plan, we should look at the reforms. In this respect, the plan includes ambitious measures regarding
the requirements to access the euro area and, more broadly, addressing structural challenges in the
Croatian economy.

Afirst group of reforms is explicitly linked to the Croatian Action Plan for participationin ERMIl and to
post-ERM Ilaccession commitments. In particular, component 2.8 of the plan on Strengthening the anti-
money laundering framework has the explicit objective of "strengthen[ing] the ability of the Croatian
authorities (supervisory authorities, the Anti-Money Laundering Office, law enforcement authorities)
to fight money launderingand the financing of terrorism, improve their coordinationand cooperation
and further raise awareness for all stakeholdersinvolved", providing specifically that "this reform is in
line with Croatia's Action Plan for participation in the European Exchange Rate Mechanism Il (ERMI)".
Four main reforms are included in this component. The first reform intends to increase awareness
about the importance of preventing money laundering, and includes the creation of a framework for
regular training of the responsible authorities in charge of fighting money laundering (C2.8.R1). The
second reform regards the improvementof cooperation in the exchange of best practices betweenthe
Anti-Money Laundering Office and the supervisory authorities (C2.8.R2). The third reform regards the
implementation of the Action Plan to reduce identified money launderingand terroristfinancing risks
(C2.8.R3). Finally, the fourth reform looks again at enhancing anti-money laundering and counter-
terrorism financing (C2.8.R1).

The second component of the plan explicitly linked to ERM Il accession commitments involves
improving the management of the state's assets (C2.4), with the aim of promoting economic
developmentandincreasing the overall efficiency of state-owned enterprises (SOEs). Five reforms are
included in this component. First, the plan envisages a revision and rationalisation of Croatian SOEs
(C2.4.R1).The second reformconcerns theimprovement of SOE governance (C2.4.R2).The third reform
aims to strengthen human capacity to monitor corporate governance in SOEs (C2.4.R3). The final two
reforms aim to reduce the number of SOEs that are not of particular interest (C2.4.R4) and to optimise
state-owned property management (C2.4.R5).

In addition to the euro area accession-related interventions, the plan includes a series of important
measures primarily focused on the areas of labour market, justice and PA, which are expected to have
a positiveimpact on thelong-termgrowthofthe Croatianeconomy.

With respect to the labour market, Croatiahas longbeen suffering from one of the lowestemployment
rates in Europe, particularly among the elderly population and young people; one of the lowest
numbers of total yearsin employment(32.8 yearsin Croatia vs 35.7 EU average in 2020); and one of the
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highest shares of temporary workers. In addition, Croatia presents one of the slowest transition periods
from education to thelabour market, as well as one of the lowest participation rates in adult learning.
The RRF plan in part aims to address such challenges through the reinforcement of Croatia's public
employment services, as well as the creation of a voucher system for adult education, training and
upskilling, via a new Adult Education Actin line with the European Qualification Framework (C4.1.R3).
To include more vulnerable groups in the labour market (notably long-term unemployed or inactive),
the plan intervenes by strengthening the administrative capacity and staff skills of the public
employment services, improving profiling systems, introducing new ad hoc plans for integration into
the labour market and strengthening activation programmes for these people. In addition, the plan
includes a reform of the labour legislation (C4.1.R4), with the aim of improving work-life balance and
working conditions. The reform also intends to regulate new forms of work and foster the transition
from temporary or part-time contracts to open-ended ones, as well as tackling undeclared work. This
intervention includes the entry into force of the new Minimum Wage Act, which shall "exclude the
various wage supplements from the minimum wage and mandate minimum increases for overtime,
night work, Sundaysand publicholidays".

An important reform that is expected to both benefit the younger generation and facilitate female
employment in Croatia with positive structural effect is the education reform (C3.1.R1). With the aim of
ensuring thatall children can attendearly childhood educationregardless of theireconomicand sodial
background, the reformintervenes first at the pre-primary school level. It does this by changing the
funding mechanism and increasing therole of the state in providing financial resources, instead of the
local municipalities, and expanding the coverage. Second, the reformintroduces the full-day teaching
modelin primary schools. These interventions are expected to address two structural problems in the
Croatian education system that negatively affect work-life balance (especially thatof women): the low
participation rate in ECEC services and the reduced numberof hoursin primary education.

On the judicial side, before the pandemic various challenges hampered the Croatian judicial system.
The time needed to resolve civil and commercial cases at first instance, as well as the number of
pending civil and commercial cases at first instance, were negatively affecting the efficiency of the
system, with Croatia performing the worst in the EU, only after Italyand Greece (EU Justice Scoreboard,
2020). Similarly, in criminal matters, the Croatian judicial system's efficiency was characterised by a high
number of pending cases (measured by the number of unresolved cases per 100 inhabitants) in first
(1.85) and second instance (0.30), both above the European average of 0.44 and 0.04, respectively
(CEPEJ, 2020). The plan intervenes with an ambitious reform to increase the efficiency of the justice
system, with the aim of reducing backlogs and shortening courtproceedings and increasing both the
efficiency and transparency of the justice administration (C2.5.R1).

Finally, before the pandemicthe Croatian PA was characterised by low efficiency and low trust among
thecitizens. In addition, the PA presents a fragmented structure at the locallevel, which is in part due
to the lack of cooperation between countries and weak cooperation in small cities and municipalities
(European Commission, 2020). To tackle these challenges, the plan includes various reforms. The first
group of measures aimsto increase the administrative capacity to absorb the new funds coming from
the RRF, and to try to prepare the competent authorities to correctly implement all the measures
included in the plan. A second group of measuresfocuses on strengthening the digitalisation of the PA
through a new Digital Croatia Strategy (C2.3.R1), improvingthe interoperability of information systems
(C2.3.R2) and strengthening connectivity (C2.3.R4). Finally, the third and most important group of
reforms intervenes directly in improving recruitment in the civil service (C2.2.R1), introducing a new
wage and work model in public services (C2.2.R2) and improving the sustainability of local
administration (C2.2.R4).
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In this respect, four important additional reforms are worth mentioning. Two reforms are aimed at
'[sltrengthening the capacity to design and implement public policies and projects' (C2.1). The first is
thereform that introduces the professionalisation of strategic planning to strengthen the mechanisms
for the managementand integration of public policies (C2.1.R1). The second is the reform that aims to
strengthenthe capacity toprepare andimplement EU projects (C2.1.R2). Two otherreformsareinstead
linked to strengthening the fiscal framework (C2.7). The first involves the improvement of fiscal
planning and reporting (C2.7.R1), while the second concerns the development of a structural
macroeconomic model of the Croatian economy for the production of medium-term macroeconomic
forecasts. This should simulate the effects of economic policies and assess the impact of shocks, thus
supporting the Ministry's capacity to prepare budgetaryforecasts. (C2.7.R2).

44.3. Long-lasting impact of the NRRP

Overall, the ambitious set of reforms and investments included in the NRRP presented by Croatia are
expected to have a positive long-lasting impact on the economy, bringing changes to various policy
areas and strengtheningthe country'sresilience. In this respect, it worth highlighting that the Croatian
plan has benefited since the very beginning from broad political support by all parties in parliament,
as well as from an efficient and centralised governance system that facilitates coordination among
multiple administrative levels. As observed in the previous section, the measures included in the plan
largely address some of the key structural challenges characterising the Croatian labour market,
education system, judicial system, business environment and PA. The combined intervention on the
labour market, notably on the supply side, through significantinvestment in upskilling and reskilling
as well as in public employment services, together with coherent reform-investment intervention in
the pre-primary and primary education system, should have a lasting impact on the overall economy,
increasing (female) employment and growing productivity. At the same time, SOE reforms and
investment in SMEs and R&D are expected to have a positive impact on the competitiveness of the
Croatian economy, together with the important reform of the judicial system that is expected to
decrease the length of trials, increase legal certainty and attract private investments. With respect to
the judicial system reform, the plan coherently accompanies the reform of investments mostly
addressed at the digitalisation of the system.

Of crucial importance for the success of the plan will be the reform of - and related investments in -
Croatia's PA, especially the reform of local authorities. This aims to partially address the high
fragmentation of local PA, which often suffersfrominefficiencies due to inadequate financial resources
that ultimately favour divergence within the countryin public service provision. The PA reform not only
affects the local authorities, however, but also aims to improve the quality of public policy making. it
further aims to enhance coordination among relevant ministries and improve the implementation
phase, with the objective of improving the quality of public policy making. Also related to the PA
reforms are the two measuresincluded in the plan to reinforce the budgetary framework and monitor
contingent liabilities at central and local level. These are expected to improve the public finance
sustainability of Croatia, which is a pre-condition of macroeconomic stability and economicresilience.

Two additional groups of interventions are crucial to guarantee the long-lasting impact of the plan,
also in light of euro area accession. First, the reforms of the business and regulatory environment
(C1.1.1.R1), theliberalisation of regulated professions (C1.1.1.R2) and the new strategic framework for
the promotion of private investment (C1.1.1.R3) are expected to help achieve better allocation of
capital resources within the economy and incentivise private sector investment. They are also expected
to reduce parafiscal charges and excessive product and services marketregulation, therebyincreasing
access to credit.
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Finally, the reforms on the governance of SOEs and the sale of non-strategic assets are expected to
contribute to the fulfilmentof Croatia's post-ERM llaccession commitments. Overall, the improvement
of corporate governance in strategic SOEs and consequently their efficiency, and a reduction in the
number of SOEs in the portfolio of government assets, are expected to lead to a distinct rise in overall
productivity.

4.,5. Bulgarianrecoveryandresilience plan

The Bulgarian plan was submitted on 15 October 2021. The Commission assessed it positively only on
7 April 2022, after long negotiations with two different governments. The plan includes 58 investment
projects for a total amount of EUR 6.9 billion. So far, only grants have been requested, although the
plan indicates that Bulgaria may ask for loans by 2023. In addition, Bulgaria has included 47 reform
projects aimed at addressing the structural problems of the Bulgarian economy. The completion dates
of reforms are dispersed across the whole RRF period, as shown in the table below, with the greatest
number of reforms concentrated mostly in the years 2022, 2023 and 2026.

Table 6: Timeline for completion of reforms and investment projects under Bulgarian NRRP

2020 ‘ 2021 2022 2023 ‘ 2024 2025 2026 ‘ Total

RRF investment

orojects (number) 0 0 0 1 11 18 27 57

RRF investments

0% 0% 0% 2% 19 % 32% 47 % 100 %
(total)

RRF reforms
(number)

RRF reforms (% total) 2% 6 % 21 % 34 % 11 % 4% 21% | 100 %

1 3 10 16 5 2 10 47

Source: Authors' compilation, based on Bulgarian NRRP.

Like Croatia, Bulgaria will complete the investment projects at the latest stage of the recovery
mechanism, i.e.in 2025 and 2026. However, the planned spending begins alreadyin 2021. As indicated
in the figure below, the expected recovery investmentis evenly spread across the years before 2025
and 2026.
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Figure 37: Planned Bulgarian expenditure financed by RRF grants, and expected completion
of investment projects
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Source: Authors' compilation, based on the Bulgarian Convergence Programme (Ministry of Economy and Finance, 2021),
Bulgarian NRRP (2022).

45.1. Investmentsin the NRRP

Based on the RRF Regulation's six-pillar classification, Bulgaria is allocating 63 % of its investments to
the green transition (49 %) and digital transformation (14 %) pillars of the RRF. The remaining 37 % of
investments are divided between the policies for the next generation (8 %), smart, sustainable and
inclusive growth (15 %), health, and economic, social and institutional resilience (11 %) and socialand
territorial cohesion (3 %) pillars. With respect to the distribution of funding across economic activities,
the Bulgaria plan is distributing the largest share of resources to the electricity, gas, steam and air
conditioning supply sector (26 %), education (11 %), transport (11 %) and human health and social
work activities (11 %).

Figure 38: Bulgarian investments by six RRF pillars (% total)
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Source: Authors' compilation, based on Bulgaria NRRP.
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Under the green transition pillar, the plan includes an ambitious set of measures that aim to accelerate
the transition to a low carbon economy. Two are the key investment projects. First, the plan invests
EUR 606.6 million in supporting the renovation of building stock to improve its energy efficiency by
reducing primary energy consumptionby at least 30 % on average (C4.11). Second, the planinvests in
renewable energy alternatives, notably EUR 797 million in the production of green hydrogen and
biogas, EUR 341 million in a geothermal power plantfor the production of electricity andheat and EUR
386 million in household supportto install solar systems for domestic hot water and photovoltaic
systems. Additional relevantgreen investments include the procurement of new trains owned by the
Bulgarian State and run underthe Public Service Contract (EUR 340 million) and the creation of a fund
to promotethetechnological and ecological transition of agriculture (EUR 223 million).

Under the digital transformation pillar, the Bulgarian plan includes a component dedicated to digital
connectivity. It entails three key investments, the most important of which consists of EUR 269 million
dedicated to the large-scale deployment of digital infrastructure. The actions under this investment
aim to develop the state backbone network—the Single Electronic Communications Network (SECN) -
by increasing its transmission capacity and ensuring connectivity to all municipal centres, to provide
ultra-fast internet connectivity for universities and research organisations, and to support the
deployment of very high-capacity networksin ruraland sparsely populatedareas.

Under the policies for the next generation pillar, the intervention is threefold. First, the plan invests
EUR 245 million in modernising teaching tools and enhancing learning in the fields of science,
technology, engineering and mathematics (STEM) subjects in Bulgarian schools, through the
construction and/or refurbishment of one national and three regional STEM centres, as well as the
establishment of more STEM laboratories in schools. Second, EUR 290 million is allocated to the
construction andrenovationof educationalfacilities, including kindergartens, schools (vocational and
upper secondary), studentdormitoriesand university campuses. Third, theplan invests EUR 164 million
in improving the upskilling and reskilling of the workforce, with a focus on digital skills.

Under the smart, sustainable and inclusive growth pillar, the major investment consists of support for
SMEs and mid-caps to deal with the green transition and digital transformation changes through
financialinstrumentsand grants (EUR 688 million). The programme consists of three funds:

e fund1-growthandinnovation;
e fund2-greentransitionand circular economy;and
e fund3 - climate neutrality and digital transformation.

Finally, under the health, and economic, social and institutional resilience pillar, the bulk of intervention
goes towards the modernisation and improvementof the healthcare systemto enhance the provision
of paediatric and oncological care (EUR 178 million), and to reform the building stock of the facilities
where social services are provided to people with disabilities and older people (EUR 328 million).

45.2. Reforms in the NRRP

As observed above, the Bulgarian plan includes 47 reforms that touch upon various structural
challenges of the economy. Contraryto the Croatian plan, none of the reforms included in the plan are
explicitly linked to the euro area accession commitments. Yet, the plan includes important
interventions in line with the Croatian plans, including the reform of the governance framework for
SOEs (C10.R7) and the strengthening of the anti-money laundering framework (C10.R8). The former
intervention introduces a state ownership policy, which shall include the justification and objectives
for the state's participation in SOEs, as well as the role of the statein the management of SOEs and in
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the implementation of the policy. The latter intervenes by enhancing the capacity of the Financial
Intelligence Unit to analyse suspicious transaction reports, adopting an action plan to mitigate the
money laundering and terrorist financingrisks identified through the national risk assessment,as well
as updating the national risk assessment. Equally important is the anti-corruption reform (C10.R2),
which aims to further combatcorruptionat alllevels of PA, justice and prosecution systems, including
through the establishment of an anti-corruption body, based on the existing Anti-Corruption and
lllegal Assets Forfeiture Commission, with the authority to investigate and use the evidence it gathers
in criminal proceedings, subject to the appropriate legal safeguards for the rights and freedoms of
individuals and businesses.

Like Croatia, the Bulgarian plan includes a reform of the justice system that aims to improve its
accessibility, effectivenessand predictability. One of the main stumbling blocks of the Bulgarian judidal
system is the lack of statistical information, which prevents a proper assessment of its performance.
Additionally, despite recent improvements, the perception of the independence of judges in the
country remains a problem (Eurobarometer, 2020). To this end, the reforms included in the plan
intervene by introducing the digitalisation of the justice system. To improve access to justice, the
reformalso includes legislative measuresto broadenthe scope of free legal assistance and exemptions
from court fees. Finally, the reform includes the adoption of a roadmap for the implementation of
judgments of the European Court of Human Rights, which shall include specific measures, timelines
and responsible institutions. Two additional reforms are worth mentioning: the strengthening of the
insolvency procedure (C10.R4) and the introduction of mandatory judicial mediation in certain civiland
commercial cases (C10.R3).

Beyond thejustice system, the quality of institutions in Bulgaria remains overall lowin terms of policy
planning, development and coordination, transparency in the selection of public officials, public
procurement system and effectiveness. In this respect, the plan intervenes with four reforms. First, it
includes aregistry reform to unlock the potential of eGovernment to improve the organisation, quality
and security of registers in the PA, enhancing the potential of eGovernment and reducing the
administrative burden on citizens (C10.R6). Second, the planincludes a reform to improve the quality
and predictability of the legislative process within the National Assembly (C10.R9). Third, itincludes a
reform of the public procurement process to improve transparency and increase competition
(C10.R10).Finally, the plan proposes theintroductionof an economicanalysis council with the aim of
laying the foundations for a process of gradual and sustainable provision of in-depth academic
economic expertise to the Bulgarian government.

Surprisingly, the plan does notintervene in the labour market, which, despite positive trendsin terms
ofrecord low unemployment rates (around4.2 % in 2019), increasing employment rates (73 %in 2019)
and wage growth (+5.4 % for employees in 2019), remains negatively affected by persistent challenges
such as strong regional asymmetries, a high share of undeclared work, underdeveloped activation
policies, persisting high rates of young NEETs (people not in education, employment or training) and
chronicinefficiencies in integrating vulnerable groups into the labour market.

By contrast, the plan envisages twoimportantinterventionsto address the country's social challenges.
Before the pandemic, the social outlookin Bulgaria was in fact quite gloomy, with a persisting (though
declining) poverty rate (32.2% in 2019 vs 21.9% EU average), a high severe material and social
deprivation rate (22.1%in Bulgaria vs 6.7 % EU average) (Eurostat, 2020), the highestincomeinequality
rate with an S80/520 quintile share ratio equalto 8.35 (vs EU average 4.9) and one of the highest rates
of children at risk of social exclusion (36.2 % vs EU average 24.2 %). These challenges partly derive from
inefficient welfare provision, with Bulgaria having a comparatively lower impact rate of social transfers
on poverty reduction (23.6 % vs 29.1 % EU average). The plan includes two reforms to address these
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challenges. First, a reform of the minimum income scheme (C11.R1), which aims to improve the
adequacy and coverage of the scheme by establishing a mechanism for an automatic annual update
based on the at-risk-of-poverty threshold, and to modify the eligibility criteria. The second reform is of
social services (C11.R2), toimprove the provision of social services, including long-term care.

4.5.3. Long-lasting impact of the NRRP

Contrary to Croatia, the drafting process of the Bulgarian recovery plan and the negotiations with the
European Commission took over a year. Internal political instability and lack of support from the
national parliament decreased the ownership of the plan, and both of these factors risk having a
negative effect on its implementation, especially considering the significant number of reforms and
investmentsincluded in it. This said, the planis expected to have an overall positive and long-lasting
impact on the Bulgarian economy, even though - given the current politicaland economic context —
the plan alone does not seem to be enough. As illustrated by the IMF (2022), despite its quick post-
pandemiceconomicrecovery,Bulgaria will be significantly affected by the war in Ukraine both in terms
of slowing growth and increasing inflation. High energy dependence on Russia exposes the
vulnerability of Bulgaria, which will now have to accelerate its completion of the interconnector with
Greece, expected in summer 2022,

In this context, full implementation of the structural reforms included in the plan could have a
significant positive economic effect. Particularly important are the anti-corruption reformsand the
judicial system reform, which are expected to improve the administrative capacity of Bulgaria whilst
reducing bottlenecks, improving check and balance, raising ethical standards and promoting the rule
of law. Also welcomed are the reforms of the policymaking process, especially given the significant
amount of publicinvestment to be absorbed under the RRF and in view of access to the euro area. The
reforms include digitalisation of the PA, the introduction of new economic forecast models,
improvements to the quality and predictability of the legislative process, a reform of the SOEs and
transparency in the public procurement framework.

In terms of fiscal sustainability and inclusive growth, the plan is not expected to have a long-lasting
impact. Indeed, the plan missesthe opportunity to intervene on the labour market — as observed above
- by tackling some of its structural challenges. Similarly, theplan remains silenton thereview of the tax
system and misses the opportunity to increase revenues and redistribution. As observed in the Tax
Policy in the EU Survey 2020, the Bulgarian tax system is indeed regressive. The largest burden of
personal income tax and social contributions is on low-income earners, especially when considering
the whole tax-benefit picture. In addition, Bulgaria is characterised by high share of foregone tax
revenue, due to the shadow economy and lack of compliance with tax obligations. The lack of
intervention in this respect might undermine the impactofthe plan, especially in times of war that are
already hitting the most vulnerable groupsthe hardest.Furthermore, the plan only slightly intervenes
to address inequalities and to move towards a system of equality of opportunities. The interventions
on minimum income schemesand social services are notadequately accompanied by interventionsin
education from early childhood, to break the cycle of disadvantage from the start. Finally, in terms of
fiscal sustainability, even though the Bulgarian debt-to-GDP ratio is fully under control, some risks
might emerge from the increasing and inefficient costs of the pension system.As stressed by the IMF,
a review in this respect could be of help to target both the fiscal sustainability of the pension system
and theadequacy of the pension benefits.
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5. SUSTAINABILITY OF CONVERGENCE CRITERIA

As mentioned in theintroduction, in addition to the nominal convergence criteria, Article 140(1) TFEU
implies that additionalfactors relevantto economicintegration and convergence should be takeninto
account to assessthe sustainability of the convergence beyond the time of the assessment.

Additionalfactorsinclude: i) marketintegration, which is usually assessed through trade, FDland single
market functioning, ii) the situation and developments in balances of payments, which are usually
assessed throughthe external balance, andiii) the development of unit labour costs (ULCs) and other
price indices. Furthermore, since the financial crisis, the degree of financial integration and trends in
thefinancial sectors have been taken into consideration. Since 2012, following the introduction of the
European Semester, the convergence assessment has considered economic policy challenges fadng
the EMU, like fiscal sustainability, competitiveness, financial market stability and economic growth, in
anintegrated manner.

In practice, the new governance framework (six-pack) introduced in 2011 ensures that the systematic
monitoring of fiscal policy is extended to macroeconomic indicators, through the macroeconomic
imbalance procedure (MIP). Based on this, a large set of indicators (complemented by others) which
can signal external, internal and employmentimbalances, are readily available every year under the
MIP scoreboard(seeTable 7).

Table 7: MIP scoreboard

Indicator Threshold Member States inimbalance
in 2020 (before COVID-19)
Currentaccount balance as % +6 % and -4 % UK, NL, MT, CY, DE, DK
of GDP, three-year average
NIIP as % of GDP -35% SK,RO, PT, PL, HU, LV, CY, HR,
ES,EL, IE, BG
Real effective exchangerate +5 % for EA Member States UK, LT, EE,DE, CZ, BE
with HICP deflators, three-year and + 11 % for non-EA
% change Member States
Export market shares, five-year -6 % SE
% change
Nominal ULC, three-year % +9 % for EA Member States SK,RO, HU, LT, LV, EE, CZ,BG
change and +12 % for non-EA Member
States
Changein deflated house 6 % SI, PT,NL,HU, LV, IE,CZ
prices, one-year % change
Private sector credit flowas % 14 %
of GDP
Private sector debt as % of GDP 133 % UK, SE, FI, PT, NL, LU, CY, FR, ES,
IE, DK, BE

Generalgovernment debt as % 60 % UK, SI, PT, AT, HU, CY, IT, HR, FR,
of GDP ES,EL,IE, DE, BE
Totalfinancial sector liabilities, 16.5 % FI

one-year % change
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Indicator Threshold Member States inimbalance
in 2020 (before COVID-19)
Unemployment rate, 10 % CY,IT, HR, ES, EL

th ree-yearaverage

Activity rate % of total -0.2 p.p. HR, ES
population (age 15-64),
three-year changein p.p.

Long-term unemploymentrate 0.5 p.p.
(age 15-74), three-year change
in p.p.
Youth unemployment rate 2 p.p.
(age 15-24), three-year change
in p.p.

Source: Authors' compilation, based on Eurostat.

5.1. Additional economic factors

Amongthe MIP scoreboard indicators, the current account was of particular interestin the aftermath
of the GFC as a measure of reliance on external borrowing, and hence a warning signal of external
imbalances. Indeed, up to 2009, very large deficits characterised many euro area (and other EU)
countries that then experienced a major crisis. At that time, Croatia and Bulgaria also exhibited large
deficits. Since 2013, however, the current accounts of both countries have moved into surplus. In
Bulgaria, it only became slightly negativein 2021.

Figure 39: Currentaccount, % GDP
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Source: Eurostat, MIP scoreboard indicators.

Note:  Currentaccount in Bulgariawas 23.9 % of GDP in 2007 and -22 % in 2008. Data are cut for visualisation purposes.

More generally, the external balances (i.e. current and capital accounts) have continued to record
surplusesinthelast seven years, with improvements mostly driven by the current accountsurplus.

When looking at the measures of price and cost competitiveness, one can see that thereal exchange
rates exhibit some volatility (after2012) and quite a strong correlation between the two countries, but
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alsorelative to euro area Member States (see Figure 40, left panel).

Figure 40: Real effective exchange rate, % change from previous year (left panel) and nominal
ULC based on hours worked (right panel)
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Source: Eurostat, MIP scoreboard indicators.
Note: 42 trading partners, based on HICP/CPI, positive value means real appreciation.

However, Bulgaria's real exchange rate (deflated by the consumer price index [CPI]) has appreciated
quite strongly since 2016, signalling a deterioration of competitiveness.In the case of Croatia, the
appreciation has been milder, turning into deprecationin 2019.

Dynamics in the nominal ULC in Bulgaria confirm the loss of competitiveness indicated by the real
effective exchangerate (REER).

Figure 40, right panel, suggests that the ULC almost doubled in Bulgaria in little more than a decade.
The situation appearsvery different in Croatia, where the ULCremained below the euro area average
also after 2010.

However, if one considers the long-term trend in export market shares, Bulgaria's external
competitivenessdoes not seem to have been affected much so far. Indeed, the five-year change used
in the MIP scoreboard pointsto a positive value of about 15 %in 2019 and 2020. For Croatia, the share
was above 20 % between 2017 and 2019 but then fell close to zero, due to theimpact of the pandemic

Lastly, both employment and unemployment exhibit positive developments (increase and decline,
respectively) until 2019, and the changes experienced in 2020 seem in line with the euro area
developments.
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Figure 41: Employment (left panel) and unemploymentrates (right panel), 2003-2020
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5.1.1. Economic structure

As argued above, for assessing the long-term sustainability of the nominal convergence, real
convergence matters. In practice, the latter can be affected by features of the economic structure of
the country considered.

The COVID-19 crisis and the war in Ukraine have highlighted some risks associated with a specific
characteristicof Croatia and Bulgaria.

In Croatia, the tourism industry has been booming in recent yearsand, in 2019, it contributed to about
25 % of total GDP%. In 2020, the pandemic exposed the country to a sudden stop, which resultedina
significant fall in GDP, putting under the spotlight the limits of high reliance on a single industry.
However, and against expectations, in 2021 the recovery was quite exceptional and tourism
contributed to growth in Croatiamore than in any otherEU country. Besides the risks of concentration
of productionin a single industry, high dependency on tourism could lead to a decline in productivity
in the entire economy. Productivity is typically lowin the tourism sector and, unless other sectors can
compensate for it, it could weight negatively on long-term GDP potential.

In the case of Bulgaria, the war in Ukraine and subsequent energy crisis put under the spotlight the
country's high energy dependency on Russia. In Bulgaria, coal and nuclear are the main sources of
electricity generation (about40% and 37 % respectively)®, but the countryis almost entirely reliant on
Russia for gas and oil. Gazprom supplies nearly all the country's gas and about 60 % of oil*. The
announcementon 30 April 2022 that Gazpromwas cutting off gas supplies is raising challenges for the
country.These are unlikely to bein form of shortages, but higher prices seem a certainty. The country
has alternatives to Russian gas,suchas LNG supply and, in the nearfuture, a connectionthrough Greece

% According to Orsini gnd Ostoji¢ (2018) International tourists' expenditure in Croatia amounts to almost 20 %. Total travel and tourism
sector is estimated at 25 % in Pervan and Juri¢ (2021).

* International Trade Administration, "Bulgaria - Country Commercial Guide", available at:
https://www.trade.gov/country-commercia l-quides/bulgaria-energy.

% German Federal Ministry for Economic Affairs and Climate Action, "Energy Security in Europe — National Perspectives Part 2: Bulgaria",
https://www.euki.de/en/news/energy-security-bulgaria/.
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that will ensure the supply of gas from Azerbaijan. Higher energy prices, however, will affect inflation
dynamics. While this risk needs to be acknowledged, other countries in the euro area are facing very
similar challenges.

5.1.2. Institutional factors

In addition to economic factors, quality of government and of governance are potential structural
factors that could have a lasting effect on the convergence paths of the two countries and potentially
hinder the sustainable achievementof convergence criteria as well as legal convergence.

Among the several dimensions of governance, corruption, government effectiveness and rule of law
are the most relevant for the purpose of long-term sustainability. According to the World Bank's
Worldwide Governance Indicators (WGIs), Bulgaria is the worst performer among the selected
countries (see Figure 42), and more generally one of the worst performers in the EU across all WGl
indicators.

Figure 42: Quality of governance indicators (selected countries), 1996-2020
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An issue with government effectiveness, which is often a proxy for administrative capacity, can raise
expectations of difficult implementation of legislative changes and capacity to deal with a more
complex system of rules and regulations. Similar reasoning applies to the existence of widespread
corruption, which could negatively affect the functioning of the economy and hinder the functioning
oftheadministrative system.

5.1.3. Perception

At the times of the euro area enlargement, in many countries the introduction of the euro was
accompanied by the fear that this would lead to higher prices. The main concern wasthatsellers would
use the introduction of the new currency to "round up" prices, while salaries and wages would be
converted exactly. Basedon experience, the introduction of the euro was often accompanied by a small
uptickin prices, essentially during the first few months. There is no robustevidence, however, that the
euro led to permanently higher inflation. Yet, a one-time jump in prices can (as happened in some
countries) attract popular attention, as it is often experienced by a large share of citizens. In practice,
higher prices through "rounding up" often occurs in services (personal services, restaurants, household
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services), which consumers buy regularly, thus creating the subjective impression of a large overall
increase in prices®. To some extent, it is unavoidable that the changeover to the euro will create the
impression that prices have increased. Some research? suggests that the mere change of currency (and
units of account) canbe unsettling for individuals, and the currency transition can lead to psychological
costs, especially for the old, the unemployed, the poorly educatedand households with children.

Fears of higher prices may be particular relevant to Bulgaria, where popular concern about the
introduction of the euro is rising *®, despite the firm commitment of the national authorities. Negative
perception and psychological factors may be exacerbated by the high andgrowing inflation rates that
the country is currently experiencing.

By contrast, in Croatia, public support for the euro increased in 2021. According to a survey of the
Croatian National Bank (2021), about 45 % of the population supportaccession, whereas less than 20 %
opposeit. Supporters see the use of the euro as an opportunity foran economythat depends heavily
on tourism and would experience a simplificationin payments. Yet, in Croatia as well, those against the
euro seem mostly concerned with fears of rising prices, which will result in a decline of living standards
and dwindling purchasing power.

It is worth adding that most of the debt in Croatia is denominated in euro. While the exchange rateis
fixed, the introduction of the euro would formally eliminate any exchange risk in times of rising
uncertainty. Finally, Croatia hasalready been giventhe green lightto start preparing to minteuro coins,
hence the country is also getting readyfor the actual transition.

% Among others, see Beblavy (2010).

27 Seefor instance, Otrachshenko et al. (2016).
% This point was emphasised during one of the interview with the experts.
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6. LEGAL CONVERGENCE

The assessment of the compatibility of legislation, which is defined in Article 140 (1) TFEU, entails an
examination of national central banking legislation in the light of Articles 123,124, 130 and 131 of the
Treaty, as well as the Statutes of the ESCB and the ECB, and otheraspectsrelatingto the integration of
NCBs into the ESCB (Article 127 (1) and (2) TFEU). The primary focus of the assessmentis on thenational
legal framework governing central bank independence, the prohibition of monetary financing and
privileged access and, last but not least, central bank integration into the ESCB.

The compatibility requirement of Article 131 of the Treaty may not entail legal harmonisation, but it
does require theremoval of anylegalinconsistencies thatare liable to infringe the irrevocable conferral
on the EU of competencein monetary matters. Being instrumental to the promotion of transnational
regulatory convergence, the compatibility requirementis also interpreted broadly so that national
legislation is aligned with the relevant EU legislation®.

The decision to abrogatethe derogation of a Member State like Croatia orBulgaria lies with the Coundil.
It depends on the fulfilment of all the criteria laid down in Article 140(1) of the Treaty, and takes into
account the findings of the Convergence Reports submitted by the Commission and the ECB
respectively. The Council makes a decision based on the Commission's proposal and on the
"recommendation of a qualified majority of those among its members representing Member States
whose currency is the euro, after consulting with the European Parliament and after discussion in the
European Council"*.

6.1. Croatia

The Constitutionof the Republic of Croatia (OG 5/2014; Decision of the Constitutional CourtNo SuP-O-
2014; 14 January 2014) and the Law on HrvatskaNarodnaBanka (Law on Hrvatska Narodna Banka OG
75/2008 of 01 July 2008 as amended by Amendments to the Law on Hrvatska Narodna Banka OG
54/2013; 7 May 2013) (hereinafter the "HNB Act") govern the constitution and operations of the
Croatian National Bank (HrvatskaNarodna Banka [HNB]). Boththe Commission Convergence Report of
June 20223' and the ECB Convergence Reportof 20223 find Croatian Law to be fully compatible with
theTreaty and the ESCB/ECB Statute.

During the drafting process of their respective Convergence Reports, the European Commission and
the ECB coordinate their approach and, as a result, their findings are generally aligned. However, the
legal departments of the two institutions had reached different conclusions on the fulfiiment of legal
convergence criteria in their 2020 Convergence Reports.The difference of opinions concerned certain
legal aspects of central bank independence and could be attributed to the fact that the Commission
and the ECB took a different approach to legal interpretation. While on the crucial question of central
banking independence the Commission was satisfied that Article 71 of the HNB Act made specific
reference to the principle of central bank independence as enshrined in the Treaty, the ECB took the
view that this was not enough, and that, in the interests of legal certainty, greater textual clarity was
required to bring the HNB Act in line with the TFEU. By insisting on greater legal clarity, the ECB tried
to pre-empt a future situation where members of the decision-making bodies of a Member State's NCB

29

"Commission of the European Communities v French Republic', C-265/95, ECLI:EU:C:1997:595. See Georgosouli (2021) for a general
discussion of the treatment of national regulatory variation for the promotion of convergence in the Banking Union and the European
System of Financial Supervision.

30 Article 140(2) TFEU.

3 Eu ropean Commission (2022), "Convergence Report”, June, Chapter4.1.

32 ECB(2022), "Convergence Report’, June, Chapter 7.3.
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were put under undue pressure and rendered unable tofunction in a smoothand continuous fashion*:.

It should be noted thatwhen Croatia joined ERM I, HNB entered into "close cooperation" with the ECB.
Since the legalframework in the areas of banking supervision and resolution was a prerequisite for this
step, all necessary legislative steps have already been completed. In addition, in December 2020
Croatia adopted a National Euro Changeover Plan containing all the major operational activities
required for the transition from kuna to euro, and the actual minting of euro coins. These operational
steps include the selection of euro coin national side designs, the acquisition and production of
minting tools and coin test runs, and arrangements for the distribution of euro coins and withdrawal
ofthekuna?.

6.2. Bulgaria

The Constitution of the Republic of Bulgaria® the Law on the Bulgarian National Bank**and the Law on
Counter-corruption and unlawfully acquired assetsforfeiture® govern the constitution and operation
of the Bulgarian National Bank (BNB). The 2022 Commission Convergence report® notes that, with the
exception of imperfections relevant to the Bulgarian law on central bank independence*® and the
prohibition of monetary financing®, which are only partially addressed, all other issues of
incompatibility highlighted in its earlier 2020 report remain unresolved. The ECB Convergence Report
of 2022 is consistent overall with the findings of the Commission*'.

Notable areas ofincompatibility in greater detail:

Central bank independence: The Commission notes that when properly elected or appointed, the
BNB Governor may not be dismissed under conditions other than those mentioned in Article 14.2 of
the ESCB/ECB Statute. The 2022 Commission report welcomes the amendment of Article 80(1) of the
Act on Corruptionand Eviction of lllegally Acquired Property and confirmsits compatibility with Artide
14.2 of the ESCB/ECB Statute. Article 13(2) of the BNB Law on the oath of the Governor was also
amended and now explicitly provides that the Governor and the Deputy Governors and the other
members of the Governing Council of the BNB must be sworn that they shall contribute to the
independent performance andfunctions of the BNB but it needs to be revised further, because it does
not refer to central bank independence as enshrined in Article 130 TFEU. Article 44 of the BNB Law is
not legally compatible with Article 130 of the Treaty on the prohibition of political influence over
members of the NCB, and must therefore be revised accordingly. The wording of Article 44(1), in
particular, must be adapted along the lines of Article 130 of the Treaty to make it more explicit that

3 ECB(2020), "Convergence Report", June, chapters 2.2.1 and 2.2.2.

3 See European Commission (2021), "Euro changeover: Agreement with Croatia on practical steps for the start of eurocoin production”,
press release, 10 September.

% Darjaven vestnik, issue 56, 13 July 1991.
% Darjaven vestnik, issue 46, 10 June 1997.

¥ Darjaven vestnik, issue 7, 19 January 2018.
3% Commission (2022),"Convergence Report”, chapter 2.1.

% According to the Commission 2020 report, the BNB Governor may not be dismissed under conditions other than those mentioned in

Article 14.2 of the ESCB/ECB Statute. Article 13(2) of BNB Law on the oath of the Governor had to be revised to reflect the status,
obligations and duties of the BNB Governor as a member of the ECB and to be consistent with Article 130 of the Treaty. The Commission
2020 report also found that Article 44 of the BNB Law was not legally compatible with Article 130 of the Treaty on the prohibition of
political influence over members of the NCB. A further point of incompatibility related to Article 3 of the BNB Law because it did not guard
the monetary policy of the BNB from governmentinfluence as per Article 130 TFEU or Article 7 of the ESCB/ECB.

According to the Commission 2020 report, Article 45(3) of the BNB Law was incompatible with Article 123 of the Treaty because, in relation
to the prohibition of the direct purchase of public sector debt, it refers to both 'primary' and 'secondary' markets. With regard to the
extension of credit to credit institutions other than in the context of emergency liquidity operations, the scope of Article 45(3) is
incompatible with the scope of the exemption of Article 123 (2) of the Treaty and should therefore be revised accordingly.

4T ECB, (2022), "Convergence Report", chapter 7.1.
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"publicauthorities may notseekto influence the members of national banks' decision-making bodies."
A further point ofincompatibility relates to Article 3 of the BNB Law. In its current form it provides an
opportunityfor the government to influence the monetary policy of the BNB exante and, therefore,is
not compatible with Article 130 TFEU or Article 7 of the ESCB/ECB.

Prohibition of monetary financing and privileged access: The list of national entities of Article 45
(1) must be amended to also include those national public entities referred to in Article 123 (1) of the
Treaty and Article 21.1 of the ESCB/ECB Statute. Article 45(3) of the BNB Law is incompatible with Artide
123 of the Treaty because, in relation to the prohibition of the direct purchaseof public sector debt, it
refers to both 'primary' and 'secondary' markets. With regard to the extension of credit to credit
institutions other than in the context of emergency liquidity operations, the scope of Article 45(3) is
incompatible with the scope of the exemption of Article 123 (2) of the Treaty and should therefore be
revised accordingly.

Integration into the ESCB: Points ofincompatibility include the following:

e absenceofageneralreferencetothe BNB asanintegral partofthe ESCB (Article 1(1) BNB Law)
andits subordination to the ECB'slegal acts (Articles 16 (1) and (2) and 60 BNB Law);

e monetary policy and functions of the ECB/ESCB (Articles 2(1) and (3), 16(4) and (5), 28, 29, 30,
31, 32, 33, 35,38,41 and 61 BNB Law);

o foreign exchange operations(Articles 20(1), 28,29, 30,31, 32 BNB Law);

e issuance of banknotesand volume of coins (Articles 2(5), 16(9), 24 to 27 BNB Law);

e international cooperation (Articles 5, 16(12) and 37(4) BNB Law);

e imposition of sanctionsby the ECB (Articles 61 and 62 BNB Law);

e functioning of the ECB as regards paymentsystems (Articles 2(4) and 40(1) BNB Law);
e collection of statistics (Articles 4(1) and 42 BNB Law);

e appointment of externalauditors (Article 49(4) BNB Law); and

e compliance with financial reporting obligations (Articles 16(11),46 and 49 BNB Law).

Like the Commission Convergence Report, the ECB Convergence 2022 Report* also notes that Bulgaria
is in the process ofimplementing reforms, butit concludesthatthenational legal framework on central
bank independence, the prohibition of monetary financing and the integration of the NCB into the
ESCBis not fully compatible with Article 131 of the Treaty.

Notable points ofincompatibility in greaterdetail:

Personal independence as an aspect of central banking independence: The national Law on
Counter-corruption, which was amended in 2021, requiresfurther revisionsso that it clearly provides
that, in terms of its scope, Article 80(1) of the Law on counter-corruption does not apply to the
Governor, the Deputy Governorsand other members of the Governing Council of the BNB. In addition,
the BNB Law is not sufficiently clear asto the possibility of judicial review regarding decisions to dismiss
members of the BNB decision-making bodies, other than the BNB Governor. Even though judicial
review may be available under generallaw, the explicit stipulation of aright to reviewin the BNB Law
would increase legal certainty. Unlike the Commission 2022 Report, the ECB Convergence Report2022

42

ECB (2022), "Convergence Report", June, chapter7.1.

“ Darjaven vestnik issue 12, 12 February 2021.
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finds Article 44 of the Law on BNB to be fully compatible with the principle of institutional
independence of Article 130 of the Treaty and Article 7 of the ESCB/ECB Statute.

Monetary financing and privileged access: Contrary to Article 123 of the Treaty, which refers to
"primary markets" only in relation to the prohibition of direct purchase of public sector debt, Artide
45(3) of the BNB Law refers to both 'primary' and 'secondary' markets. With regard to the extension of
credit-to-credit institutions other than in the context of emergency liquidity operations, the scope of
Article 45(2) of the BNB Law is not aligned with the scope of the exemption of Article 123(2) of the
Treaty. In response to the earlier ECB Convergence Report of June 2020 about the liability of the BNB
for the operation of the central credit register and a bank accountregister and the need to be waived,
Articles 56 and 56a of the Law on credit institutions have been amended and the imperfection is now
fully resolved.

Integration of the BNB into the Eurosystem: Points ofincompatibility include the following:

e monetary powers and functions of the ECB/ESCB (Article 2(1) and Article 3, Article 16, items 4
and 5, and Articles 28, 30, 31, 32,35, 38,41 and 61 BNB Law);

o ECBpowers toenterinto certain financial transactions (Article 33 BNB Law);

e collection of statistics (Article 42 BNB Law);

e foreignreserve management(Article 20(1) and Articles 28,31 and 32 BNB Law);

e paymentsystems(Articles 2(4) and 40(1) BNB Law);

e jssueofbanknotesand coins (Article 2(5), Article 16, item 9,and Articles 24 to 27 BNB Law);
e exchangerate policy (Articles 28,31, 32 BNB Law);

e appointment of independent auditors (Article 49(4) BNB Law) and financial reporting (Artice
16, item 11, and Articles 46 and 49 BNB Law);

e international cooperation (Article 5, Article 16,item 12, and Article 37(4) BNB Law); and
e powers ofthe ECBtoimpose sanctions.

Efforts toimplement the necessary legislative changesin 2021 were greatly hindered by the fact that
two successive elections (in Apriland July) resulted in political deadlock, with parties unable to form a
governing coalition. This led to a third election, with the new government being sworn in only in
December. Given Bulgaria's stated intention tojoin the euroareain 2024 and consistent progress made
in legal convergence, the necessary changes could be implemented in time to receive a positive
assessmentin 2023.

Similar to Croatia, Bulgaria has entered into "close cooperation" with the ECB, therefore the necessary
legislative requirements on banking supervision and resolution for this step have already been
implemented. The SSM Regulation and SSM Cooperation Framework Regulation comprise the legal
framework for coordination between the ECB and non-euro-area EU Member States*. In relation to
Bulgaria, in July 2020 the ECB announced the decision of its Governing Council to establish close

*  Councdil Regulation (EU) No 1024/2013 of 15 October 2013 conferring specific tasks on the European Central Bank concerning policies

relating to the prudential supervision of credit institutions (SSM Regulation) [2013] OJ L287, 63; and Regulation (EU) No 468/2014 of the
European Central Bank of 16 April 2014 establishing the framework for cooperation within the Single Supervisory Mechanism between
the European Central Bank and national competent authorities and with national designated authorities [2014] OJ L141, 1 (SSM
Framework Regulation). See also Decision ECB/2014/5 of 31 January 2014 on close cooperation with the national competent authorities
of participating Member States whose currency is not the euro [2014] OJ L198, 7.
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cooperation with the BNB upon fulfilment of the necessary supervisory and legislative prerequisites®,
and theinclusion of the Bulgariancurrency in ERM Il as a transitional stage for theadoption of the euro
as per the ERMII principles®.

The SSM Regulation introduces strong safeguards relating to decision making and accountability. it
places special emphasis on financial stability and the effective implementation of national macro-
prudential measures. As a fundamental pillar of the Banking Union, the SSM is designed to foster
financialintegration, improve the quality and consistency of supervision,avoid competitive distortions
and provide a framework for the steady channelling-through of information. Key features of close
cooperationinclude the'indirect' authority of the ECB over supervised entities, the direct authority of
the ECB over national competentauthorities (NCAs) and national designated authorities (NDAs) (Artide
107(2) SSM Framework Regulation), various mechanismsto ensure the operational effectiveness of the
ECB, the participation of non-euro-area Member States in the Governing Council, and conditions for
the termination of the close cooperation®.

The SSM's direct supervision of banks as an aspect of Bulgaria's participation in the Banking Union is
expected to have a positive impact on the credibility of both Bulgaria as a future euro area Member
State, and of the stability of the banking system more generally*®. The fact that the cooperation
arrangement is a precondition of joining the euro suggeststhatitis in the interests of Bulgaria to align
its supervisory practice with the highest standards of the ECB*, and that economic incentives are
already sufficiently aligned for the developmentofa good working relationship between the ECB and
the BNB*. It is also importantto note thatjoint supervisory teamsdo not justfacilitate the exchange of
information and coordination among NCAs and the ECB on issues of prudential regulation and
supervision. As they are always headed by SSM staff, they are instrumental in strengthening the
authority of the ECB. As an applicant Member State, Bulgaria is set to benefit from access to the
supervisory expertise of joint supervisory teams, as that access willenhance the credibility of the BNB
and thereputation of its bankingsystem?®'.

6.3. Quality of statistics

Successive ECB Convergence Reports note that "the examination of the economic convergence
process is highly dependent on the quality and integrity of the underlying statistics". This is especially
important in view of previous experience —in particularthe Greek example —of how manipulated data
can affect euro area accession or hinder efforts to address chronic fiscal deficits and excessive public
debt.

The stakeholders consulted for this report have not indicated any issues regarding the quality of
statistics in Bulgaria, nor Croatia. Once again, given the activation of the general escape clause of the
SGP, data on deficit and debt are unlikely to be considered in the assessment of convergence.
Regarding HICP inflation, Eurostat periodically monitors statistical practices to ensure that national
authorities are compliant with legal requirements, and that good practices regarding consumer price
indices are followed. For both Bulgaria and Croatia, a short follow-up report was published in 2018.

“ ECB(2020), "ECBestablishes close cooperation with Bulgaria's central bank", press release, July, available at:

https://www.bankingsupervision.europa.eu/press/pr/date/2020/html/ssm.pr200710~ae2abe1f23.en.html.

“ ECB(2020), "Communique on Bulgaria", press release, 10 July, available at:

https://www.ecb.europa.eu/press/pr/date/2020/html/ecb.pr200710~4aa5e3565a.en.html.
¥ See Article 7(5)-(8) of SSM Regulation; Article 6 of Decision ECB/2014/5; Articles 118-119 of SSM Framework Regulation.
% See Darvas and Wolf (2013).
4 See Vollmer (2016) considering the role of the ECB as de facto standard setter.
% See Nieto and Singh (2021).
S Ibid.
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Eurostat determined that the statistical offices of both countries had made good progress in the
implementation of measures that were recommended to improve therelevance and reliability of HICP
data®.

While Croatia's ERM Il post-entry commitments contained no measures related to the quality of
statistics on the overallnominal convergence criteria, theyincluded a specific provision related to the
establishment of a centralised system of data collection in the field of restructuring, insolvency and
discharge of debt. These changes havereportedly already been implemented.

Similarly, Bulgaria'sERM Il post-entry commitmentsalso referred to theneed for gradual enhancement
in the process and quality of statistical data collection to ensure efficient monitoring and collection
concerning restructuring, insolvency and discharge of debt. In its convergence assessment of 2022, the
ECB highlighted that the independence of other statistical authorities responsible for the compilation
of European statistics also needs to be assured. In the case of Bulgaria, the independence of the
compilers at the Ministries of Finance is not guaranteed by law, however the monitoring and quality
assurance should be assured by the National Statistical Institute.

52

See reports for Bulgaria and Croatia.
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7. CONCLUSIONS

The overall picture of the state of nominal convergence suggests that the process has somewhat
deteriorated since 2020. For a number of variables, it is more an amplification of pre-existing trends
than a changein trends associated with the pandemic.

Since the outbreak of the pandemic, some non-euro area countries have drifted away from the
reference value for price stability. This trend appears even more marked since February 2022,
exacerbated by the war in Ukraine and the energy crisis. With the exception of Sweden and Croatia,
which have remained in line with the benchmark value, all other countries exhibit inflation rates that
are several percentage points above the reference value. To some extent, rising inflation has also
translated intolong-term interestrates, which are currentlyin a clear upward trend.However, for most
countries values remain below the reference value. In fact, while sovereign debt has increased
everywhere, in most Member States with a derogation (the only exceptions being Croatia and Hungary)
it is still below the 60 % reference value, and well below the euro area average. For countries outside
ERM II, almost all currencies have depreciated considerably against the euro. This was already a trend
before the pandemic, but has become more marked since 2020, especially for the Polish zloty and
Hungarian forint. Exceptions are the Swedish krona and Czech koruna, which experienced an
appreciation during COVID-19.

By contrast, real convergence, which is not a legal requirement, has been ongoingduring the last years,
and non-euro area Member States - especially the new EU Member States — have made significant
progress in catching up with the euro area average. It also appearsthat COVID-19 has not halted these
patterns. It is worth mentioning that since the financial crisis, the poor performance of Southern
Member States has impacted the euro area average, making it somewhat easier for non-euro area
Member States to catch up.

Animportant generalfinding of this studyaboutthe process of accession is thatthe criteriafor Croatia
and Bulgaria, and for those countries which wish to join the euro area in the future, are de facto stricter
than they were for countries that joined the monetary unionearlier.

In addition to the nominal criteria and legal requirements based on the Treaty, Croatia and Bulgaria
were asked to join the Banking Union in the context of "close cooperation” with the ECB, at the time of
joining ERM II. Both countries joined ERM Il in July 2020, and Croatian and Bulgarian significant
institutions have been under the supervisionof the SSM since October 2020.

At the time of joining ERM Il, the two governments also committed to reforms (ERM Il post-entry
commitments) of high relevance for achieving a high degree of sustainable economic convergence
and successful participationin the euro.

Such additional requirements are intended to address institutional weaknesses and prevent hidden
risks in national banking sectors, which could be overlooked by national supervisory systems,
becoming a source of risk forthe entire monetary unionand jeopardising the sustainability of euro area
membership.

Croatia
Based on data updated in April 2022, Croatia meets all convergence criteria.

The price stability criterion, which is calculated based on the distance of the country fromthe average
ofthethree best performers (EU Member States with the lowest inflation), is met once two of the three
Member States (Malta and Portugal based on the April data) are considered as outliers and excluded
from the calculation of the reference value. Although there is no systematic methodology for the
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identification of outliers, outliers have been identified in the past on the grounds that their exclusion
would make it possible to achieve an"economically meaningful benchmark". In practice, the argument
for considering Malta as an outlier is strong, given the exceptionally low increase in energy prices. A
similar, albeit somewhat weaker, argumentholds for Portugal.

The ECB and the European Commission recognise the two countries as outliers in their respective
reports, making Croatia complaint with the price stability criterion. The judgement is reinforced by the
fact that, although inflationaryrisk driven by the catching-up process are tilted to the upside, inflation
in Croatiais projected to remain below the reference valuesin the months ahead, and overall, well in
line with the euro area average.

Legal convergence has nowalso been achieved, and in 2020 the country joined ERMII.

While the final decision will be made the Council, Croatia seemsto be well placed to adopt the euro as
plannedin 2023. The country'sstate of real convergence,although nota formal criterion foraccession,
and the consideration of other factors, seem to point to alignmentwith the euro area average and no
major risks. The national recovery and resilience fund will inject a very substantial amount of money
into the economy (about 12 % of GDP until 2026) and is expected to drive important economic reforms.
Some of them - first and foremostthose linked to anti-money laundering, which are part of the ERMII
post-entry commitments —are explicitly linked to euro area accession.

The country appearsalso readyfor the adoptionof the single currency from the technical point of view,
as preparation to transition to the euro has already started.

Bulgaria
Theaccession process for Bulgaria is behind that of Croatia, as the commitment to join is for 2024.

While the political instability of 2021 did not result in a de-commitment, it hasled to delays, which have
affected the accession preparation process and the approval of the NRRPs. Similar to the Croatia, the
plan is expected to inject a very large amount of resources (more than 9% of GDP until 2026) for
investment. The country will have to prove that it has the ability to absorb and effectively use the
money.

More importantly, as at May 2022, Bulgaria does not meet the nominal convergence criteria. Recent
price developments are putting Bulgariaamong the "worst"performers in the EU, wellabove the euro
area average and the benchmark value. This would be the case even if all three best performers were
to be considered as outliers and hence disregarded in the calculation of the benchmark. The
importance of energy-intensive industry for the economy and strong energy dependence on Russian
supplies, which have been cut, are likely to lead to even higher prices. Unless conditions change
substantially in the course of 2022 and 2023, it will be very difficult for Bulgaria to meet the inflation
criterion. This may become the case also for the interest rate criterion.

Legal convergence has also not yet been achieved and further effort is required to overcome
unresolved issues of incompatibility. By contrast, when the country joined ERM Ilin 2020, it also joined
the Banking Union. This was a major change for Bulgaria. Real convergence towards the euro area
average has progressed during thelast years.

Dealing with institutional weaknesses will require further efforts. Bulgaria's participationin the Banking
Unioniis likely to force changes in the governance and transparency of banks, as the country will have
to adaptto the ECB standards. This will represent a major step forward to improve the stability of the
banking system. Reformsincluded in the ERM Il post-entry commitmentsare also intended to address
(part of) the country's main weaknesses.
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Finally, there may be domestic factors that could weigh negatively, as well on the Bulgarian
government's assessment about whether this is the right time for euro area accession. As concerns
about price increase driven by the introduction of the eurogrow, in a general context of rising inflation
this could lead to declining support for the commoncurrency. While in the past price increases caused
by rounding up were temporary, they are often experienced in the daily lives of a large share of the
population, and the perceptionof theirimpact is often higher thanreality.
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ANNEX: METHODOLOGICAL APPROACH

The methodologicalapproach to the study builds on the complementarity between quantitative and
qualitative methods.

The quantitative approach consisted of the preparation of up-to-date data-based evidence of the state
of nominal convergence. Empirical analysis was conducted to assess real convergence, relying on
different statistical conceptsand measures of convergence:

Beta convergence is used to measure whether countries starting from initially low performance levels
grow faster than better performing countries. This process is referred to as catching up. This serves to
capture the progress of individual non-euro area Member States relative to the euro area average,
focusing on a battery of indicators, including the traditional real convergence indicator and selected
indicators from the Macroeconomiclmbalance scoreboard.

Sigma convergence refers to the overall reduction in disparities among countries over time, and is
measured by the evolution of the standard deviation or the coefficient of variation. This serves to
capture whether COVID-19 has altered previous trends and more generally dispersion within groups
of countries (e.g.euro areaand non-euroarea, all EV).

Additional empirical investigation focused on inflation (in tradable and non-tradable sectors) and
growth patterns in the euro area to test whether the Balassa-Samuelson effect, which was seen as a
major risk for the premature accession of catching-up countries, had materialised. Therole of additional
factors was also investigated, looking atdevelopmentsfor a set of quantitative indicators selected from
the MIP scoreboard.

Comparative qualitative methods were used to complete an overview of the policy response to
COVID-19, based on a large database compiled by CEPS containing almost 1,300 fiscal measures
committing about EUR 3.5 trillion* to mitigate the negative impacts of the COVID-19 crisis between
February and December 2020.

The study also relied on insights from interviews with expertsand policy makers closely involved in the
accession process and its evaluation. Interviews complemented and validated the quantitative and
qualitative analysis. They mostlyfocusedonissuesrelatedto theimpact of the COVID-19 crisis and the
related policy responses on Croatia and Bulgaria, as well as the impact of recent developmentsdriven
by the war in Ukraine. They helped to single outstructural challengesthatcould potentially hinder the
sustainable achievement of convergence criteria.

The qualitative analysis included an assessment of legal convergence requirements and progress in
compliance.

3 This amountincludes guarantee schemes which in the end were not activated.
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The process of nominal convergence of non-euro area countries has somewhat deteriorated since
2020, driven by an amplification of pre-existing trends. While the COVID-19 seems to have had
limited impact on key indicators, it made the convergence process more challenging. Uncertainty
driven by the war in Ukraine is making theinflation criterion more difficult to meet and deteriorating
economic prospects.

Based on data until April 2022, Croatia meets all legal convergence requirements and nominal
criteria, for joining the euro in January 2023. The accession processfor Bulgaria is behind, reflecting
its commitment to join in 2024, but also great legaland economic challenges.

An important finding is that accession criteria have become de facto stricter than they were for
countries that joined the EMU earlier.

This document was provided by the Policy Department for Economic, Scientific and Quality of Life
Policies at the request of the Committee on Economicand Monetary Affairs (ECON).
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