ASSESSMENT OF THE FULFILMENT OF THE MAASTRICHT
CONVERGENCE CRITERIA AND THE DEGREE OF ECONOMIC
ALIGNMENT OF THE CZECH REPUBLIC WITH THE EURO AREA

A joint document of the Ministry of Finance of the Czech Republic
and the Czech National Bank
approved by the Government of the Czech Republic on 22" December 2010



CONTENTS

1 Summary and Recommendations Regarding the Czech Relplic’'s Preparedness for

Joining ERM 11 and the BEUI0 Ar€a.........cooviiiimeie e eeeeaee e e e eeeeeees 3
1.1  Assessment of Fulfilment of the Convergence CHLElI.............ccevvvvviiiiiiiiieeeeeennn. 3
1.2  Assessment of Economic Alignment ANAlYSesS. . .cccccceriiiiiiiiiiiiiiiiiieeiiii e 4
1.3  Conclusions and Recommendations.............ooouuveiiiiiiiiiiiiiiiiiiieeeeeeee e 6

2 Assessment of the Current and Expected Fulfilmentfahe Maastricht Convergence

(O3 1 (=] - PP PRPPPP 8
2.1 Criterion on Price Stability.........ccoooiiiioeee e 8
Box 2.1: Definition of the criterion on price Sthtyi............ccooeeeiiiiiiiiiievememe e, 8
2.2 Criterion on the Sustainability of Public Finance.............cccooeeeiiiiin, 0.1
2.2.1 Government defiCit CrItEIION ..........uuuuriiieeeeer i 10
Box 2.2: Definition of the criterion on the sustaility of the government financial
0101711 o PSSR 10
2.2.2 Government debt Crterion ... 11
2.3 Ciriterion on Exchange Rate Stability........ccceeeeeiiiiiiiieiec e, 12
Box 2.3: Definition of the criterion on exchangéeratability..............ccooeiiiiiiiiiiiiiicenn. 12
2.4 Criterion on Long-term INterest RAES ... oo eeerrrmmniiiiiieeeeeeeereeeeeeeerennennnnnns 14
Box 2.4: Definition of the criterion on long-termterest rates..............coevveivivivnnnnn s 14
2.5 National legislation CONVErgence CrteriON.............uuvvvrueiiiiieeeeeeeeereeeeeeeeennnenns 16

3 Assessment of the Czech Republic’'s Current Economalignment with the Euro

L =T PP 17
3.1 Cyclical and Structural AlIgNMENt...........oooiiiiiiiiiii e 17
3.2 Adjustment MeChanISMS ...........oovvviiiiiiimmmmmme e e e eeee e e 21

TABLES

Table 2.1: Harmonised index of CONSUMET PrICES . .ciiiiiiiiiiieiiiiiiiiee e e e e aeeeeeeaeeeee 9

Table 2.2: General government balancCe...........coouuuuiiiiiiiiiii 11

Table 2.3: GovernmMENt debt..........oooi e 12

Table 2.4: Long-term interest rates for CONVErggnPOSES ........cccevvvrvrunniiiireeeeeeeesiannns 16

CHARTS

Chart 2.1: Nominal CZK/EUR exchange rate.....cccccc.uuiiiiiiiiiieee e 14

Chart 3.1: Real economic convergence of selectgdsstowards the euro area in 2009 ....... 18

Chart 3.2: GDP growth in the Czech Republic andetl® area............ccoevvvvvviviiiieinncee 19

Chart 3.3: Exports to the euro area as a percenfagegotal exports..............uvvveeeiiiinnnnes 20

Chart 3.4: Decomposition of the fiscal deficit int® cyclical and structural components..... 22

Chart 3.5: Evolution of the capital adequacy raticording to CNB stress tests................... 24



1 SUMMARY AND RECOMMENDATIONS REGARDING THE
CZECH REPUBLIC’S PREPAREDNESS FOR JOINING ERM I
AND THE EURO AREA

Besides being required to harmonise their legmatiith Articles 130 and 131 of the Treaty

on the Functioning of the European Union and tteeu$t of the European System of Central
Banks, EU Member States are required to achievghadegree of sustainable convergence in
order to join the euro area.

As regards European structures, this is measurethéyfulfilment of four convergence

criteria: a high degree of price stability, as appafrom the rate of inflation; sustainability of
the government financial position, as measuredhigygovernment deficit and government
debt; exchange rate stability, as measured by memtsmin the exchange rate within the
normal fluctuation margins of the ERM Il system ftwo years without devaluation; and
durability of nominal convergence, as reflectethi@ long-term interest rate level.

The Czech Republic is obliged to take steps torepgred to join the euro area as soon as
possible. However, setting the date for joining ¢eo area is within the competence of the
Member State and depends on its preparedness.tiBbten-fulfilment of the convergence
criteria has no direct consequences for the CzeguBlic. The only exception is the criterion
on the sustainability of public finance. If a cayntails to meet this criterion it is subject to
the excessive deficit procedure (EDP). This prooeduas re-opened against the Czech
Republic in December 2009 because it was expededxteed the government deficit
reference value in 2009. The Council recommendatttte Czech Republic should reduce its
government deficit in a sustainable manner to bélétwof GDP by 2013.

1.1 Assessment of Fulfilment of the Convergence Cri  teria

The Czech Republic is currently compliant wikie criterion on price stability. The Czech
Republic is expected to record modest inflation12@D12, which means it should fulfil the
price stability criterion over this entire periothis will be true only if no significant changes
are made to indirect taxes and no other inflatipramiministrative measures are taken in the
consumer prices area. The conditions defined folueling countries from the calculation of
the reference value are a source of uncertaintgegards fulfilment of the price stability
criterion, as they may lead to an unexpectedlydaterion value.

The CNB'’s inflation target (for the national consemprice index) has been set at 2% since
the start of 2010. As with the previous target, @B seeks to ensure that actual inflation
stays no more than one percentage point higheovweerl than the target. Given the ECB’s
definition of price stability and the inflation tgts of the non-euro area EU Member States,
this target creates relatively good conditions tfee future fulfilment of the criterion price
stability.

The Czech Republic is not compliant withe criterion on the sustainability of the
government financial positionat present. Given the expected macroeconomic ojgwvents,
however, the current fiscal policy plans shoulddlewer the medium term (i.e. up to and
including 2013) to a government debt level of 2.9 GDP, i.e. below the Maastricht
criterion.

The general government deficit for 2010 is notife#d.1% of GDP. The government’s fiscal
strategy aims to reduce the deficit to 4.6% of GDR011, 3.5% of GDP in 2012, and 2.9%



of GDP in 2013. In order to achieve balanced gawemt finances by 2016, the government
plans to further consolidate public finance in fdhgent years.

The Czech Republic has long been compliant with glogernment debt-to-GDP ratio
criterion. Given its relatively low initial level fogovernment debt, the Czech Republic
currently has no problems fulfilling this criterioalthough the rate of growth of the debt
started rising sharply in 2009. A debt of 39.3% GDP is expected for 2010, i.e. 9.3
percentage points higher than in 2008. Owing to @kpected annual government sector
deficits, the government debt level will increakarply in the medium term, reaching 44% of
GDP in 2013 The debt-to-GDP ratio should start falling in sedpsent years. A risk going
forward is the expected adverse effect of poputatigeing. Unless the necessary reforms of
the pension and health care systems are implemeatetither marked increase in the debt-
to-GDP ratio is to be expected in the long run.

Assessment of the fulfilment dhe criterion on exchange rate stability will only be
possible after the Czech currency joins ERM Il #mel central rate of the koruna against the
euro is set. The koruna has been recording a kermg-appreciation trend against the euro and
its movements have been mostly smooth since thenCRepublic joined the EU, with the
exception of the crisis-hit years 2008 and 2002 Situation in early 2009, when the global
financial market crisis was abating but foreignastors’ negative view of countries in the
Central European region was still unchanged, detrated that the volatility of the koruna-
euro exchange rate may — given an unfavourable icatidn of exogenous factors — reach or
even exceed the band of +15% around the hypotlhegcdral parity. However, the definition
of the criterion is such that its interpretatioma entirely clear and so the assessment cannot
be clear either. The appropriate timing of ERMritrg, which should be preceded by a stable
situation on global financial markets, as well gscbnsolidation of domestic public finance
and stabilisation of the domestic economy, willdbé&ey importance for successful fulfilment
of the exchange rate stability criterion going fard. The correct setting of the central rate of
the koruna against the euro will be no less impdrta

The Czech Republic is currently compliant witte criterion on long-term interest rates
and provided that the public finance consolidatans are implemented, no significant risks
to the fulfilment of this convergence criterion aegected in the future either.

1.2 Assessment of Economic Alignment Analyses

Since the Czech Republic's first Euro-area AccesSiategy was adopted (i.e. since 2003),
the Czech economy had gradually been catching tiptineé average euro area economic level
and had also been showing some signs of alignméhttthe euro area over the business
cycle. In the last two years, however, this tread been strongly affected by the global
financial and economic crisis. As a consequence,Ghech and euro area economies have
gone into recession and recorded a considerabdgia@tion in public finance. Interest rate
differentials and exchange rate volatility haveré@ased and financial market integration has
loosened. The convergence trend of the domeste pevel towards the euro area has been
interrupted and cyclical and structural unemployhtes risen.

! An updated strategy for the accession of the CRagiublic to the euro area was adopted by the gawvent in
2007. This stated, among other things, that the @BId continue to draw up an analytical documergrg
year assessing the Czech Republic’s economic aéghmith the euro area.



In the light of domestic developments, and takimg iaccount the fiscal problems in the euro
area over the last year and the persisting eleviaghicial market volatility, the current
situation does not seem conducive to future euopteoh in the Czech Republic or to taking
steps towards it.

At present, the characteristics of the Czech ecgnasnregards its preparedness to adopt the
euro can be divided into four groups.

The first group consists of economic indicators thaspeak in the long run in favour of

the Czech Republic adopting the euroThese include the high degree of openness of the
Czech economy, its close trade and ownership hwviks the euro area, and the achievement
of long-term convergence of the inflation rate. Theession caused a temporary increase in
the level and volatility of nominal interest ratiéferentials vis-a-vis the euro area. However,
the convergence of nominal interest rates can lgarded as sufficient, based on
fundamentals, and therefore sustainable.

The second group compriseseas which, in terms of euro adoption in the Czech
Republic, pose a risk of macroeconomic costs, buthich have shown some improvement
in recent years. The positive developments include the fact thatil 008 the Czech
Republic was showing real economic convergencédnéoeuro area. This convergence will
probably resume as soon as the domestic econonoyenec from the recent economic
contraction and the consequences of the plannezbtidation of public finance. As measured
by GDP per capita, the Czech Republic is more atkdrthan some euro area countries
although this is evidently no guarantee of futumeoeth functioning of the economy in the
monetary union. Compared to the euro area averagesover, a clear difference persists in
the price level. The previous price level convergetrend was interrupted (probably only
temporarily) in 2009 as a result of a sharp deptem of the koruna. The cyclical alignment
of economic activity between the Czech Republic Hredeuro area has recently increased
significantly, but this reflects the recent extregiebal developments and has probably not
increased the probability of greater future alignmef the business cycle in normal global
economic conditions. The favourable developmerge aiclude a halt in growth in overall
labour taxation and in the last few years alscsa m the ratio of the minimum wage to the
average wage. In 2009, corporations respondedetcsiiiarp fall in demand by freezing or
cutting nominal wages to a larger extent. Thisaaths an ability to adjust nominal wages,
but in real terms there has been no increase inewhaxibility so far. The business
environment is also showing some gradual improvémén terms of labour market
flexibility, the positive developments also include ability to make use of inflows of foreign
labour at times of economic growth and, convergelyeduce the number of foreign workers
during the current economic downturn.

The third group consists @freas which have recently recorded adverse develogmisin
terms of future euro adoption. The public finance deficit has deteriorated mdhkeas a
result of the economic slump and the anti-crisssdl measures adopted. The overall fiscal
deficit was 5.8% of GDP in 2009 and the structaeficit increased substantially. Austerity
measures adopted for 2010 and planned for 201likahe to lead to a fall in the government
deficit in the near future, but without fundamentalorms in subsequent years their impact
will be of limited duration. Rapid growth in govenent debt servicing costs and long-term
challenges associated with population ageing pageifisant risks to the evolution and
sustainability of public finance in the longer rdrhe impacts of the economic downturn are
starting to be felt in a rise in long-term unempl@nt. A new adverse factor in terms of
future euro adoption is the fiscal and economidfems in the euro area, which are fostering
financial market uncertainty and higher volatilith renewed lack of financial market
confidence in the euro on the one hand would iseree costs incurred by the Czech



economy in satisfying the Maastricht exchange caiterion and on the other hand would
reduce the economic benefits of introducing thelsirturrency. The activities of European
institutions in reaction to the current problems mtended to strengthen the fiscal discipline
rules in the euro area and limit the risk of simgé&uations arising in the future. However,
they are still the subject of political negotiatson

The fourth group containgreas which are showing long-term problems in termf the
economy’s flexibility and ability to adjust to shoks and which are not showing any
significant improvements Structural problems in the labour market ensuirgn the
configuration of taxes and benefits and from lablegislation are leading to relatively high
labour market rigidity, low incentives to work angprpart of the population and to
employment inflexibility. The low or unsuitable 8&iof the long-term unemployed are also a
persisting problem.

1.3 Conclusions and Recommendations

The Czech Republic is non-compliant with the Maelstr convergence criteria mainly
because of its fiscal indiscipline, which is repeiy preventing fulfilment of the public
finance sustainability criterion. The excessiveideprocedure was therefore opened against
the Czech Republic at the end of 200%e proposed fiscal strategy should enable the
government sector deficit to be reduced below 3%GaiP in the medium term. The
government debt criterion has always been fulfilledhe past, thanks mainly to the Czech
Republic’s low initial level of debt. Looking aheaal problem might arise as regards meeting
this criterion owing to the relatively high rate arowth of debt and insufficient
implementation of pension and health system reforfitmanks to external factors and the
fading effect of previous administrative measuties,Czech Republic experienced significant
disinflation in 2009 and started fulfilling the pe stability criterion again in September 2009.
Increases in indirect taxes and rising commoditggsr have been fostering moderate price
growth since 2010, but the Czech Republic is stithpliant with the price criterion. In 2011
2013, the Czech Republic is expected to continuelfib the criterion provided that no one-
off external shocks and significant tax changesadevnflation upwards. The Czech Republic
is compliant with the related criterion on longreinterest rates and is highly likely to remain
so in the future. This compliance should be sumubtiy the CNB’s new lower inflation
target and the preparation of fiscal consolidatmeasures. The Czech Republic does not
currently fulfil the exchange rate criterion becaus does not participate in ERM Il
Fulfilment of this criterion in the future will beeavily dependent on the timing of ERM II
entry and on financial market stability. On theibad the convergence scenario it can also be
expected that the long-term nominal and real apgitien against the euro will be renewed.

In the area of economic alignment, the preparedoesgse Czech Republic for euro adoption
has worsened, mainly as a result of the recess8itiough the Czech Republic has long been
gradually catching up with the euro area economdt @rice level, this trend was interrupted
— probably temporarily — during the economic downtulnterest rate differentials and
exchange rate volatility have also increased in ldst two years. Public finance has
deteriorated substantially. Its long-term sustaiitgland the insufficient room for it to have a
stabilisation effect in the event of strongly adeerdevelopments are among the key
challenges facing the Czech Republic. On the laboarket, there has been no great
structural improvement and problems persist initiséitutional set-up. The persisting major
uncertainty on financial markets, intensified amaitiger things by investors’ concerns about
fiscal sustainability in some euro area countrigsiot creating a favourable environment for
the Czech Republic to join ERM I, since ERM Il potentially vulnerable to changes in
financial market sentiment and in short-term cafitavs. Any adverse developments during



the Czech koruna’s stay in this mechanism coulcegga macroeconomic costs and reduce
the Czech economy’s alignment with the euro area.

In the current circumstances it is very unlikelattthe Czech Republic will be able to fulfil
all the Maastricht convergence criteria in the maediterm. A general government deficit of
above 3% will be the principal barrier to joinifgetmonetary union. Maintaining and further
increasing the degree of alignment of the Czeclm@ty with the euro area in the next few
years is equally uncertaim this situation, therefore, it is impossible to onclude that the
Czech Republic has made sufficient progress in layy the groundwork for euro
adoption to allow it to set a target date for entryinto the euro area. Therefore, in line
with the Czech Republic’'s Updated Euro-area Accessin Strategy, the Ministry of
Finance and the Czech National Bank recommend thahe Czech government should
not set a target date for the time being. The recomendation not to set a target date for
euro area entry for the time being simultaneouslymplies a recommendation that the
Czech Republic should not attempt to enter ERM Il diring 2011.



2 ASSESSMENT OF THE CURRENT AND EXPECTED
FULFILMENT OF THE MAASTRICHT CONVERGENCE CRITERIA

The achievement of a high degree of sustainablevergence, which is one of the
prerequisites for euro adoption defined in the f@yemn the Functioning of the European
Union, is assessed according to the Maastricht erxg@nce criteria. These comprise a
criterion on price stability, a criterion on sustbility of the government financial position, a

criterion on exchange rate stability and a criterom long-term interest rates. The criteria

are

specified in more detail in the Protocol on the @agence Criteria referred to in Article 140

of the Treaty. The excessive deficit procedurefsrred to in Article 126 of the Treaty and
the related Protocol on the Excessive Deficit Pdoce and Council Regulation (EC) N
1467/97.

2.1 Criterion on Price Stability

in
0.

Box 2.1: Definition of the criterion on price stabi lity
Treaty provisions

The first indent of Article 140(1) of the Treatygéres “the achievement of a high degree of priabikty; this
will be apparent from a rate of inflation whichdkse to that of, at most, the three best perfogmitember
States in terms of price stability”.

Article 1 of the Protocol on the Convergence Cidtestipulates that “the criterion on price stapikhall mean
that a Member State has a price performance tlrtsiginable and an average rate of inflation, oesieover a
period of one year before the examination, thasdue exceed by more than 1.5 percentage pointothat
most, the three best performing Member Statesrmgef price stability. Inflation shall be measul®admeans
of the consumer price index on a comparable bedis)g into account differences in national defoms.”

Application of Treaty provisions in ECB and EC Conwergence Reports

With regard to “an average rate of inflation, olveer over a period of one year before the examinjtithe
inflation rate is calculated using the increasthmlatest available 12-month average of the Harseahindex of
Consumer Prices (HICP) over the previous 12-mowéname.

The reference value of the price criterion is clatmd as 1.5 percentage points plus the simplénaeiic
average of the rate of inflation in the three caestwith the lowest inflation rates, given thatsh rates ar
compatible with price stability.

Implementation of the price stability criterion — current practice

Both the Treaty and the Protocol in some areaseleawvpe for interpretation by the institutions (Eh@opean
Commission and the European Central Bank) thasadbe fulfilment of the criteria. Therefore, whessessing
the fulfilment of the criteria one should also tak# account the specific way in which these tusitons apply
the criterion.

In the Convergence Report 2010 the EC and ECB ttatethe reference value of the price criterioryrbe
linked to the overall economic situation at theetiof the assessment. Between 2004 and 2009, treottiries
recorded mostly positive rates of inflation, hemige countries with the lowest positive rates ofatibn were
chosen as the best performers in terms of pricbilisyain the Convergence Reports. In the econor
circumstances at the time the Convergence Rep@f 2@s prepared, most countries were facing nemadites
of inflation, so Portugal (-0.8%), Estonia (-0.7%)d Belgium (-0.1%) were included in the calculataf the
price stability criterion. However, Ireland (-2.3%yhich, according to the EC and the ECB, had akety
lower inflation rate than the other Member Statess excluded from the calculation of the criteridhe choice
of countries to be included in the calculation bé tprice criterion therefore depends fully on thbiteary
decision of the assessing institutions. Based erefperience to date, a very low value cannot leel rout.
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Moreover, the negative verdict for Lithuahia the May 2006 Convergence Reports indicatedahary strict
assessment can be expected as regards sustainHiheent of the criterion. If the outlook for theoming
months foresees inflation rising above the refezevalue, the conclusion may be that the countffgilang to
satisfy the criterion in a sustainable manner. rilsir signal has been sent out in the relativaligtsassessment
of the risks to the sustainable fulfilment of tlaisterion by, respectively, Slovakia and Estoniathe ECB’s
2008 and 2010 Convergence Reports, despite théh@icboth countries were ultimately accepted th®euro
area.

According to the calculation of the reference vdiethe three best performing countries in
terms of price stability, the Czech Republic did hdfil this criterion in 2007 and 2008,
unlike in previous years (see Table 2.1). The neaimgenous factors in 2008 were a surge in
prices of food and energy (most notably oil) anevave of administrative measures (an
increase in the lower VAT rate from 5% to 9%, th&aduction of environmental taxes and
health care fees, and further increases in exaisies). 2009 saw much lower energy and
food prices compared to the previous year amibbajlrecession which, together with a fall
in the domestic economy, manifested itself in shaiginflation. The disinflation process
peaked in 2010 Q2. Since then, prices have beedualts increasing because of
administrative measures (increases in both VATsratel percentage point and a rise in
excise duties on tobacco products, alcohol and &eérfuels) and rising oil and food prices
and in Q2 also because of year-on-year depreciafidghe koruna-dollar exchange rate. The
Czech Republic has been compliant with the priabiksty criterion since September 20009.

Table 2.1: Harmonised index of consumer prices
(average for last 12 months vs. average for previb2i months as of end of period, growth in %)

2007 2008 2009 8/2040 2010 2011 2012 2413
Average for 3 EU countries with lowest inflation’ | 1.3 2.6 0.0 0.4 0.7 12 1.2 1.7
Reference valu 2.8 4.1 15 1.9 2.2 27 2.7 2.7

Czech Republic 3.0 6.3 0.6 0.6 14 2.3 1.7 1.7

* More precisely, the three best performing cow#tiin terms of price stability (see Box 2.1).

Sources: Eurostat, European Commission — EconooniecBst (spring 2010). The forecast for the CzechuBapis taken
from the Czech Republic’s Macroeconomic Forecasy (201L0).

Note: The outlook for EU countries for 2010-201%aken from the European Commission’s Economic Fstetspring
2010).

In 2011-2013, prices in the Czech Republic willl die affected, in addition to standard
factors, by a significant contribution of adminatve measures. However, the Czech
Republic should fulfil the price stability criteroin 20112013 provided that there are no
unexpected one-off shocks. Sustainable fulfilmérihis criterion in the future period will be
aided by the CNB’s new inflation target. It is dabie, however, that no substantial
inflationary changes to indirect taxes or other muifstrative measures in the consumer price
area be made during the reference period for teesament of this criterion (i.e. the ERM I
participation period). Such measures would hind#ihent of the criterion.

2 During the spring 2006 assessment, inflation imania exceeded the reference value for the gtaeility
criterion by 0.1 percentage point.



2.2 Criterion on the Sustainability of Public Finan ce®

2.2.1 Government deficit criterion

Box 2 Chyba! Nebyl zadan nazev stylu..2: Definition of the criterion on the sustainabili ty
of the government financial position

Treaty provisions

The second indent of Article 140(1) of the Treatguires “the sustainability of the government ficiah
position; this will be apparent from having achig\e government budgetary position without a deficét is
excessive as determined in accordance with Arli2&(6) of the Treaty”.

Atrticle 2 of the Protocol on the Convergence Cratestipulates that this criterion “shall mean thathe time of
the examination the Member State is not the sulgeet Council decision under Article 126(6) of tfiseaty
that an excessive deficit exists”.

Article 126 of the Treaty sets out the excessivéicigprocedure, which is specified in more detail the
Stability and Growth Pact. According to Article 12p of the Treaty, the European Commission prepares
report if a Member State does not fulfil the regumients for fiscal discipline, in particular if:

1. the ratio of the planned or actual governmefitidéo GDP exceeds a reference value (definetthénProtocol
on the excessive deficit procedure as 3% of GDRlgSs:

- either the ratio has declined substantially amatioauously and reached a level that comes cloffestoeference
value, or

- the excess over the reference value is only éwoeg and temporary and the ratio remains clos¢h
reference value.

2. the ratio of government debt to GDP exceedsfererce value (defined in the Protocol on the Esives
Deficit Procedure as 60% of GDP), unless the rtisufficiently diminishing and approaching theereince
value at a satisfactory pace.

The criterion on the sustainability of public fi@nis agaifi not being fulfilled, so the
excessive deficit procedure was opened for thergktime against the Czech Republic at the
end of 2009 based on an expected exceeding ofeffeeence value for the government
deficit-to-GDP ratio in 2009 (see Table 2.2). Aseault of a sharp slowdown in economic
growth in 2008 and economic recession in 2009, gbeeral government balance saw a
marked deterioration after 2007. In addition to timeesolved structural problems of Czech
public finance, the government sector was facingigorecedented shortfall in tax revenues
owing to the extraordinarily unfavourable econorsituation and to legislative changes
approved mainly on the revenue side of the puhlidgets. These legislative changes were
made, among other things, in an effort to softenithpacts of the recession. Expenditure on
mitigating the effects of the recession on econamgients was increased at the same time. By
contrast, the consolidation measures prepared dygtvernment for 2010 will ensure a
sizeable reduction in the general government defanpared to the previous year.

% The criterion on the sustainability of public fire is satisfied only when both components of fkeaf
criterion, i.e. the government deficit and governtdebt, are fulfilled in a sustainable manner.
* The Czech Republic was previously in the excesséfiit procedure between 2004 and June 2008.
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Table 2.2: General government balance
(ESA 1995 methodology, in % of GDP)

2007 2008 2009 2010 2011 2012 2013
Reference valu -3.C -3.C -3.C -3.C -3.C -3.C -3.C
Czech Republic -0.7 -2.7 -5.€ -5.1 -4.€ -3.E -2.¢

Sources: CZSO, Government Deficit and Governmentt Détifications (October 2010), Fiscal Outlook dfet Czech
Ministry of Finance.

The draft state budget for 2011 and the medium-teutiook for the state budget in 2011—
2013 assume a further gradual improvement in tmeige government balance to 2.9% of
GDP in 2013, in line with the requirements of thecessive deficit procedure. The
government resulting from the spring 2010 electibas thus tightened the fiscal objectives
for the coming years compared to the Czech Repsblianuary 2010 Convergence
Programme. It has also set the objective of achggbialanced general government accounts
in 2016 provided that there is economic growthhie period under consideration. The current
fiscal policy settings are based on the expendittanmeworks approved by the government.
However, conceptual structural reforms will haveb® made for 2012 and 2013. Those
reforms should be prepared in 2011.

As regards the alignment of the Czech economy uh#éh euro area economy and the
sustainability of public finance, it is essential address the structural problems of public
finance. The medium-term budgetary objective fer @zech Republic under the Stability and
Growth Pact is to achieve a structural general gowent deficit of 1% of GDP. Given the
current fiscal policy settings, this objective wilht be fulfilled during the outlook period. The
structural deficit is expected to be 4.2% of GDR@10 and to decrease gradually thereafter
to 2.2% of GDP in 2013. If this trend is maintainedhe following years, the medium-term
objective (MTO) will probably be achieved only iQZ7.

The one-off resolution of environmental obligaticensd the potential adoption of a law to
rectify some property injustices against churchmdd also widen the deficit in the short run.
The potential impacts on public finance will depem the exact form of the relevant
measures.

2.2.2 Government debt criterion

Given the low initial level of government debt, tizech Republic has had no problem

fulfilling this criterion so far (see Table 2.3n R007-2008, the government debt stabilised
around 30% of GDP, following a substantial incre@hee mainly to government guarantees)
in 2001-2003. Since 2009, however, the debt hagsased sharply, as the amount of debt is
being affected to a large extent by the public lmudigficit, the largest component of which is

the greatly elevated state budget deficit. Compé&oetie EU or euro area average, however,
the overall debt is not high.

Given the fiscal policy settings and the assumggtiohfurther consolidation, the debt should
peak at around 43% of GDP in 2013 and decreaseigigdn the years that follow. The debt
could be positively affected by potential privatisa revenues, which, however, will
probably be lower than in the past. It is therefolear that the period of comfortable
fulfilment of the government debt criterion is emgliand that increased attention will have to
be paid to the sustainability of fulfilment of tragterion in the future.
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Table 2.3: Government debt

(ESA 1995 methodology, in % of GDP)
2007 2008 2009 2010 2011 2012 2013
Reference value 60.0 60.0 60.0 60.0 60.0 60.0 60.D0
Czech Republic 29.0 30.0 353 393 421 429 43.8

Sources: CZSO, Government Deficit and Governmentt Dédtifications (October 2010), Fiscal Outlook dfet Czech
Ministry of Finance.

Another risk is the adverse effect of populatioreing. Unless the necessary reforms are
implemented to mitigate its fiscal impacts, in paufar pension system reform and health care
reform, a further increase in the debt-to-GDP r#ito be expected in the long term. These
risks will probably (depending on the manner o&fning) also affect the general government
deficit.

2.3 Criterion on Exchange Rate Stability

Box 2.3: Definition of the criterion on exchange ra  te stability
Treaty provisions

The third indent of Article 140(1) of the Treatyquéres “the observance of the normal fluctuatiorrgives
provided for by the exchange-rate mechanism oEim®pean Monetary System, for at least two yeaithowt
devaluing against the currency of any other MenSiate”.

Article 3 of the Protocol on the Convergence Cidgtestipulates that “the criterion on participatiom the
exchange rate mechanism of the European Monetate®yshall mean that a Member State has respdwed t
normal fluctuation margins provided for by the exwobe rate mechanism of the European Monetary System
without severe tensions for at least two yearsreefioe examination. In particular, the Member Ssitall not
have devalued its currency’s bilateral central eagainst any other Member State’s currency onvits imitiative
for the same period.”

Application of Treaty provisions in ECB and EC Conwergence Reports

The Treaty refers to the criterion of participation the European exchange-rate mechanism (ERM until
December 1998 and ERM Il since January 1999).

First, the ECB and the EC assess whether the goha# participated in ERM Il “for at least the lasb years
before the examination”, as stated in the Treaty.

Second, as regards the definition of “normal flation margins”, the ECB recalls the formal opinibat was
put forward by the EMI Council in October 1994 aitgl statements in the November 1995 report entitled
“Progress towards Convergence”.

The EMI Council’s opinion of October 1994 stateatttthe wider band has helped to achieve a sudilna
degree of exchange rate stability in the ERM”, ththe EMI Council considers it advisable to maintahe
present arrangements”, and that “member counthiesld continue to aim at avoiding significant exahe rate
fluctuations by gearing their policies to the agkiment of price stability and the reduction of fisdeficits,
thereby contributing to the fulfilment of the rerprnents set out in Article 140(1) of the Treaty #mel relevant
protocol”.

In the November 1995 report entitled “Progress tolwaConvergence” it was stated that “when the Yrests
conceived, the ‘normal fluctuation margins’ were25% around bilateral central parities, wherea$% band
was a derogation from the rule. In August 1993 dkeeision was taken to widen the fluctuation margms
+15%. The interpretation of the criterion, in panlar of the concept of ‘normal fluctuation margibgcame
less straightforward”. It was then also proposed #tcount would need to be taken of “the particelalution
of exchange rates in the European Monetary Syss] since 1993 in forming an ex post judgement”.

Against this background, in the assessment of exgghaate developments the emphasis is placed drarge
rates being close to the ERM Il central rates.
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Third, the issue of the presence of “severe tession “strong pressures” on the exchange rate isessed by
examining the degree of deviation of exchange r&tm® the ERM Il central rates against the eurchedt
indicators, such as short-term interest rate difféals vis-a-vis the euro area and their evolyteme used as
well. The role played by foreign exchange interiamd is also considered.

The example of the assessment of sustainabilifylfiment of the exchange rate stability criteritor Slovakia
in the 2008 ECB Convergence Report recalls thates&uropean authorities currently tend to take atstr
view in the interpretation of the convergence cidt@and their fulfilment.

The admission of an EU Member State into the euvea & conditional on a successful, at
least two-year stay of the national currency in ERMIrhe Czech currency has not entered
this system yet, hence it does not have a fixetraeparity vis-a-vis the euro against which
exchange rate fluctuations and thus also the fiodiit of this criterion can be monitored. The
timing of ERM Il entry and the appropriate selegtiof the central parity will be of key
importance for fulfilment of the criterion.

For the purposes of this assessment of exchangestability, the hypothetical CZK/EUR

central parity is set as the average exchangeima008 Q1, i.e. the quarter preceding
hypothetical ERM Il entry at the start of 2008 Qizhich would allow euro adoption on

1 January 2011.With the aid of this parity (see Chart 2.1) ittieoretically possible to

monitor whether the Czech Republic would have lfatfi the exchange rate stability criterion
in the given time period.

The exchange rate of the koruna against the eushawing a long-term appreciation trend.
However, this trend was interrupted in the secaatidf 2008 and in early 2009 by a sizeable
depreciation due to deteriorating foreign invessentiment about the Central European
region. The magnitude of the depreciation (23%)wken July 2008 and February 2009
indicates potential risks to the fulfilment of te&change rate criterion. In March 2009 the
koruna started appreciating again, and this trerwbintinuing in 2010. Overall, it can be seen
that exchange rate deviations can in turbulentgimeeed the set fluctuation band even if the
parity is set on the basis of the current excharzge, i.e. the quarterly average before
hypothetical ERM 1l entry. The appropriate timing BRM Il entry, which should be
preceded by prospects of a stable situation indibmestic economy, in global financial
markets and in investment sentiment towards thelCRepublic and the whole region, will
therefore be of key importance for successful limkint of the exchange rate stability criterion
going forward.

® The hypothetical adoption of the euro in 2011 wotlve been preceded by an assessment of all the
convergence criteria in 2010 Q2.
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Chart 2.1: Nominal CZK/EUR exchange rate

20

29 | +15%

B0

32
2006 2007 2008 2009 2010

Note: In the chart, an upward movement of the emgharate means appreciation of the koruna vis-ahgéseuro The
hypothetical central parity is simulated by therage exchange rate for 2008 Q1.

Sources: CNB, Ministry of Finance calculations. Dgtato 30 September 2010.

The minimum length of stay of an EU Member Stat&RM Il is set by the Treaty at two
years. The Czech Republic’s September 2003 Eum-Acgession Strategy and its August
2007 update state that the Government and the @¥Ban a stay in ERM Il that does not
greatly exceed the minimum required period. Thiplies that the Czech Republic should
enter the ERM Il only after conditions have beetaldshed which enable it to introduce the
euro at the time of the assessment of the exchaatgecriterion and then to benefit from its
introduction without experiencing any problef$he timing of ERM Il entry depends to a
large extent on the speed of the real and nomoralergence process in the Czech Republic.
A successful stay of the Czech currency in the mesm is closely related to the country’s
alignment with the euro area economy, the consigtef economic and budgetary policies
and to the setting of an appropriate and sustaenadsitral parity.

2.4 Criterion on Long-term Interest Rates

Box 2.4: Definition of the criterion on long-term i nterest rates

Treaty provisions

® For details, see the joint documents of the C£@oternment and the CNB: “The Czech Republic’s Eanen
Accession Strategy” and “The Czech Republic’'s Uedat Euro-area Accession Strategy” at
http://www.mfcr.cz/cps/rde/xchg/mfcr/hs.xsl/eu_asita.html
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The fourth indent of Article 140(1) of the Treatgquires “the durability of convergence achievedthy
Member State and of its participation in the exgjearate mechanism of the European Monetary Systngh
reflected in the long-term interest-rate levels”.

Article 4 of the Protocol on the Convergence Cidtestipulates that “the criterion on the convergeantinterest
rates means that, observed over a period of onebgdare the examination, a Member State has hal/arage
nominal long-term interest rate that does not exd®e more than two percentage points that of, astptbe
three best performing Member States in terms afepstability. Interest rates shall be measurecherbasis of
long-term government bonds or comparable securiédng into account differences in national difms”.

Application of Treaty provisions in ECB and EC Conwergence Reports

With regard to “an average nominal long-term indenate” observed over “a period of one year befbee
examination”, the long-term average interest rae lbeen calculated as an arithmetic average ogdatist 12
months for which HICP data were available.

The notion of “at most, the three best performingniber States in terms of price stability” whiclused for the
definition of the reference value has been apdhgdising the unweighted arithmetic average of tmgiterm
interest rates in at most the three countries whrehused for the calculation of the criterion oice stability.
Interest rates have been measured on the bas&mbhised long-term interest rates, which were ldgesl for
the purpose of assessing convergence.

The annual average long-term interest rates fovexgence purposes showed an upward
trend during 2007-2009. Despite this, the CzechuBlep always fulfilled the interest rate
criterion with 1 percentage point to spare overgeeod under review.

The average level of long-term interest rates famvergence purposes for the last twelve
months was 4.2% in the Czech Republic in AugustO2(&ke Table 2.4). The successful
preparation of government reforms, the positivelomkis of rating agencies (Standard &
Poor’s, Fitch) for the Czech Republic, and the rede in Czech government bonds
(denominated in both the koruna and the euro) emptrt of residents and non-residents will
probably contribute to a further decrease in awesaglds in 2010 to 3.7% on average. At the
same time, we expect that Czech government bordsyll continue moving in the same
direction as EU/German government bond yields &adl the spread between them will not
increase. The predicted rise in yields in 2011 khbe gradual and reflect financial market
developments and the recovery of the domestic enagntn 2011-2013, however, we do not
identify any significant impulses fostering highogtth in government bond yields, provided
that the fiscal consolidation objectives are fléfill. Given these facts, along with the expected
low and stable future domestic inflation and slighising values of the convergence criterion
(which reflects, among other things, increased redated to the fiscal indiscipline of some
euro area countries and a potential increase ilatiomary pressures in response to the
financial stimuli and measures supporting econogrmwth in the euro area), we do not
expect the Czech Republic to have any problemdlifudf this convergence criterion in the
future.
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Table 2.4: Long-term interest rates for convergenceurposes
(average for the last 12 months, in %)

2007 2008 2009 8/2040 2010 2011 2012 2013
Average for 3 EU countries with lowest inflation’ | 4.4 4.2 3.9 4.0 4.3 4.8 4.8 4]

Reference valu 6.4 6.2 5.9 6.0 6.3 6.8 6. 6.
Czech Republic 4.3 4.6 4.8 4.2 3.7 3.9 3.9 3.

* More precisely, the three best performing cow#tiin terms of price stability (see Box 2.1).
Sources: European Commission, Ministry of Finandeutations.

Note: When calculating the interest rate criteionAugust 2010, a different country with the loweate of inflation was

chosen from the best performing countries in teofngrice stability — the Netherlands — instead sefdgia. The reason for
excluding Estonia from our calculation was an abeewnf adequate data, as Estonia has currentlyyaliveited debt and

there are no adequate long-term government bonttsedinancial market.

2.5 National legislation convergence criterion

Besides fulfilling economic convergence criterlae tountries are required to harmonise their
legislation with Articles 130 and 131 of the Treaty the Functioning of the European Union
and the Statute of the European System of Cenank&before they can join the euro area.
The compatibility of national legislation with EUaw is also assessed in the regular
convergence reports of the European CommissiorttenBCB. In addition to an examination
of the compatibility of Czech law based on the dtad criteria defined in the aforementioned
articles of the Treaty, the latest ECB ConvergdReport of 2010 extended the assessment of
the CNB'’s financial independence to include an eat@bn of its capital adequacy. The report
stated that the CNBIg$ faced withaccumulated losses...carried over for several yeArs.
negative capital situation may adversely affectN{DB’s ability to perform its ESCB-related
tasks as well as national tasks. In order to compligh the principle of financial
independence and with a view to the future adoptiothe euroCeska narodni banka should
be provided with an appropriate amount of capitéhin a reasonable period of time so as to
comply with the principle of financial independeriée

The CNB declared its disagreement with this assessand pointed otithat the losses that
arose in previous years owing to accounting revaaraof its foreign exchange reserves have
never undermined its independence and credibivtyich are regarded as very high even on
the international scale® The CNB’s calculations have shown repeatedly thit able to
cover its accumulated losses from its future psofit

It cannot be ruled out that the negative assessmokihe CNB’s capital adequacy and
financial independence by the European authoritse$ be repeated in their future

convergence reports and that the Czech Republiaten€NB will be asked to resolve the
situation relating to the central bank’s capitafobe the country joins the euro area. This
could have an adverse effect on the process ofadoption in the Czech Republic.

" http://www.ecb.int/pub/pdf/conrep/cr201005en. pdf
8 http://www.cnb.cz/en/public/media_service/preskeases _cnb/2010/20100512_convergence.html
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3 ASSESSMENT OF THE CZECH REPUBLIC’S CURRENT
ECONOMIC ALIGNMENT WITH THE EURO AREA

This part summarises the results of a set of aealydirected at assessing the Czech
economy’s alignment with the euro area over andraltbe formal criteria, the fulfilment of
which is assessed in the previous part. The CzeghulBlic's future entry into the euro area
ensues from the commitments associated with EU raeship. The economic impacts of
euro adoption, which will mean a loss of independaonetary policy and exchange rate
flexibility vis-a-vis the Czech Republic’'s majoratting partners, will be affected by the
characteristics and situation of both the Czeclewtty and the euro area economy. These
factors will influence whether adoption of the elnpthe Czech Republic will be perceived
as a sensible step towards increasing the courgpgaomic stability and performance. The
key factors for the Czech economy will be flexityiliand resilience to shocks as well as
sufficient overall economic and structural simitatio the euro area.

The analyses are divided into two basic groupsrdaog to the type of question they try to
answer. The section entitled “Cyclical and Struatédignment” indicates the size of the risk
of economic shocks whose impact on the Czech ecpmaithdiffer from that on the euro
area as a whole (“asymmetric shocks”). The sectntitled “Adjustment Mechanisms”
answers the question of to what extent the Czechauy is capable of absorbing the impacts
of potential asymmetric shocks. The basic theamktgtarting point for the underlying
analyses is the theory of optimum currency areges@& analyses are aimed at assessing the
evolution of the alignment indicators over time andcomparison with selected countries.
The countries under comparison either are euro ax@abers already (Austria, Germany,
Portugal, Slovakia and Sloverfia)r aspire to such membership (Poland and Hung@hg.
individual studies were prepared using the statibtilata and information available in July
2010.

3.1 Cyclical and Structural Alignment

Assuming a stable and sustainable economic situatithe euro area, the costs arising from
the loss of the Czech Republic’s own monetary goll be particularly pronounced if the
Czech economy is not aligned with the euro area@ty. The risks arising from the Czech
Republic’s accession to the euro area will decraagbe degree of alignment increases.

The degree of real economic convergenég an important indicator of the Czech economy’s
similarity to the euro area. A higher level of summmvergence fosters greater similarity of
long-run equilibrium development. Indirectly it camlso foster a lower likelihood of

misalignment in the shorter run. A higher degreeafvergence in the economic level prior
to ERM Il entry and euro adoption should furthesrgase the relative price level, which will

decrease potential future pressures for growtthefprice level and equilibrium appreciation
of the real exchange rate. From the long-term petsge, the Czech economy is gradually
converging towards the euro area in real terms. é¥@w this trend has halted— probably only
temporarily — as a result of the financial and ecoit crisis. In 2009, similarly as in the

previous two years, GDP per capita in the CzeclhuBlepwas 73% of the euro area average

° The selection of euro area countries comprisestdes that are comparable in terms of economielland
countries with which the Czech economy has tradiimgs. The values of the indicators for the eureaaare
defined at the EA-16 level.
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(see Chart 3.1). The convergence process wasrd&oupted in the case of the price level of
GDP. In 2009, this dropped to 65% of the euro aréze level and it therefore remains below
the level corresponding to the performance of tbenemy. The wage level in the Czech
Republic in 2008 was roughly 36% of the averag® euea level when converted using the
exchange rate and just above 50% when calculated psirchasing power parity data. The
real exchange rate of the koruna (on an HICP basgigjeciated on average by 3.3% a year
between 1998 and 2009, but is displaying signifidarctuations around its long-run trend.
Some of these fluctuations can be sources of megnoenic shocks, while others can help to
absorb them. The koruna’s appreciation in 2007thadirst half of 2008 (i.e. in a situation of
high inflation and fast economic growth) had a #isihg effect on the Czech economy, as
did the subsequent weakening of the Czech currdoong the recession. According to the
analyses, equilibrium real appreciation of the karagainst the euro at an average rate of
2.0-3.4% a year can be expected over the nexyéaes. Continuing real appreciation of the
exchange rate following euro area entry would toeesinitially mean an increase in the
inflation differential vis-a-vis the euro area amdiated lower (or even negative) real interest
rates.

Chart 3.1: Real economic convergence of selecte@t&s towards the euro area in 2009
(EA-16 average = 100)
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Sources: Eurostat, CNB calculations.

Alignment of economic activity and similarity of eonomic shockswill increase the
likelihood that the single monetary policy in theometary union will be appropriately
configured from the perspective of the Czech econoihe analyses indicate increased
correlation of overall economic activity betweere t€zech Republic and the euro area
recently; the same goes for activity in industrg &xport activity. The significant recent rise
in the monitored correlations, including supply skoorrelation, should be taken with a large
dose of caution, since these indicators have b#engdy affected by the global economic
downturn and the subsequent gradual recovery ina@ui activity proceeding in parallel in
the Czech Republic and the euro area (see Chgrt Th2 observed increased correlations
therefore are not necessarily a good indicatoutufré developments.
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Chart 3.2: GDP growth in the Czech Republic and theuro area
(in %, year-on-year, seasonally adjusted)
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Sources: Eurostat, CNB calculations.

Similarity of thestructure of economic activity with the euro area should decrease the risk
of asymmetric economic shocks. In terms of producstructure, the Czech economy retains
a specific feature in the form of a higher sharendustry and a smaller share of services,
particularly financial intermediation, comparedth@ euro area. Of the other countries under
review, Slovakia has a comparable economic stractline above-average share of the car
industry in the total output and value added of@zech economy compared to the euro area
is (as in Germany) a possible source of asymmetry.

Fast convergence abminal interest ratesin the immediate run-up to joining the euro area
acted as an asymmetric shock in some economielseirpadst, generating macroeconomic
imbalances and risks to financial stability. Faoantry planning to enter the monetary union,
earlier gradual interest rate convergence is tbezedn advantage. The fact that the difference
between Czech and euro area short-term markeestteates was close to zero for a long time
(i.e. between 2002 and 2007) is favourable frors parspective. However, a modest positive
interest rate differential opened up in the secbald of 2008. This widened further during
2009 owing to the escalation of the global finahciésis and because the European Central
Bank — unlike the CNB - started to use unconveatiomonetary policy instruments.
Government bond yield differentials peaked at tlagt ®f 2009 and also increased slightly in
connection with the Greek crisis in 2010 Q2.

Another indicator of the possibility of sharingiagie currency is long-term co-movement in
the exchange ratesof two currencies against a reference currencyn@aed to the other
currencies under review, the correlation betweenr#ites of the Czech koruna and the euro
against the dollar was relatively high. Since 205 correlation has declined only during
the fast appreciation of the koruna in 2001 and2280d later on in connection with the
general surge in global financial market volatilégter the fall of Lehman Brothers in
2008 H2 and 2009 Q1, when the Czech koruna —ligeHilngarian forint and the Polish zloty
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— came under significant depreciation pressur@0D H1, however, the correlation between
the Czech koruna and the euro returned to its psesdevel.

The Czech economy’s strorigpde and ownership links with the euro area magnify the

benefits arising from the elimination of potenfilaictuations in the exchange rate. Following
Slovakia’s entry, the euro area is the partnerajgproximately 70% of Czech exports and
more than 60% of Czech imports, a level comparétler even higher than, in the other
countries under review (see Chart 3.3). The higirestof trade was maintained despite a
decline in the overall volume of Czech foreign &aoh 2009. The Czech economy’s

ownership links with the euro area on the diregesiment inflow side are relatively strong

and growing apace. In 2009, the inflow of foreigredt investment from the euro area to the
Czech Republic fell substantially as a result & ¢obal crisis, but in 2010 it is starting to

rise again.

Chart 3.3: Exports to the euro area as a percentag# in total exports
(in %)
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Sources: Eurostat, IMF, CNB calculations.

Despite the smaller size of the Czdamancial sector and its smaller depth of financial
intermediation relative to the euro area, it canekpected to have a similar effect on the
economy in normal economic conditions. The depthinaincial intermediation in the Czech
Republic, as measured by the ratio of financiatesysassets to GDP, is roughly one-quarter
of the value for the euro area. The share of baakd to the private sector in the Czech
Republic is roughly 55% of GDP, or approximatelyedghird of the value for the euro area.
However, the current level of the aforementionatidators in the euro area is not necessarily
an ideal worth following, since in many countriéssimore a reflection of private (and also
public) sector overleveraging.

The structure of the financial assets and liabilites of Czech non-financial corporations
and householdsis gradually converging to that of euro area estitibut still shows
differences. The difference is particularly visibie a higher share of trade receivables in
corporate assets and a higher share of currencydapdsits in household assets. The
indebtedness of Czech corporations and houselokdslisignificantly lower than in the euro
area countries under review. Net financial asset®oseholds represent around 55% of GDP.
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In the pastthe effect of money and financial market rates onlent rates in the Czech
Republic was roughly the same as in the euro aeeording to the current analyses, the
global financial and economic crisis has led taveiotransmission of monetary policy interest
rates to the Czech economy owing to growth in titerbank market premium and some
client risk premia. The interest rate sensitivitynew loans to non-financial corporations is
similar to that in the euro area. The low degreespmmintaneous euroisationn the Czech
Republic is due to economic entities’ confidenceha domestic currency and to sustained
low inflation and low interest rates. The use akfgn currency is thus concentrated primarily
in the sector of corporations involved in foreigade.

The analysis ofntegration of financial markets (the money, foreign exchange, bond and
stock markets) reveals that the speed of eliminatioshocks on the Czech financial markets
was increasing in the pre-crisis period and thelle¥ convergence did not differ much from
that of the countries under review. The only exioeptvas the money market, which was
already showing a lower degree and speed of intiegran the pre-crisis period, mainly due
to different monetary policy. The global crisis atglimpacts led to a decline in the speed of
adjustment and to loosening financial market iraégn in all the countries under
comparison. However, a gradual improvement in theason has been observed since mid-
2009, although the pre-crisis integration valuesceriain markets have not been reached so
far.

3.2 Adjustment Mechanisms

As regards theublic finance of the Czech Republic, its ability to stabilise taconomy will
be important. This ability is conditional on pubfinance sustainability and maintenance of
fiscal discipline. The closer the structural pdrthee public budget deficit is to zero, the more
room there will be at a time of economic downtwnthe functioning of automatic stabilisers
and the potential implementation of discretionagasures.

The assessment of the roles of the structural gwotical components of the total budget

balance in the period under review shows that theclf government sector deficits were due
mainly to non-cyclical effects — the total defietas practically identical to the structural

component (see Chart 3.4).

The government’s fiscal policy, reflected in theokeNion and size of the structural balance,
was more often pro-cyclical in the period underneen Additional tax receipts in 2006—2008
were not consistently employed to reduce the figedilcit, but instead tended to be used to
generate new public expenditures. Similarly, taks caffecting the revenue side were not
ultimately accompanied by corresponding austerigasares on the public expenditure side,
even during years of solid economic growth. Theudtrral deficit recorded a further
considerable deterioration in 2009 as a resultadegiment anti-crisis and other measures.
The situation improved somewhat in 2010, when ttniactural deficit was considerably
reduced by budget austerity measures, which, hawevi# be in place for only a limited
time. According to the CNB’s current estimate f@12, the government’s consolidation
measures as set out in the state budget bill faf 2@ould lead to a further improvement in
the structural deficit, as shown in Chart 3.4.

The cyclical component played only a slightly negatrole in the total budget balance in
1998-2005. The action of automatic stabilisergpoed to the business cycle and smooth its
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fluctuations, was very limited in the Czech Repalifi this period® The business cycle did

not start to have a major effect until 2006 and&Q@@hen favourable economic growth gave
rise to extraordinary tax revenues. This was rededn a positive effect of the cyclical

component of the budget balance on the total defitowever, the cyclical component

recorded a change of trend in 2009 owing to then@euc slump. According to the CNB'’s

current forecast, the cycle will foster a slighegening in the total deficit in 2010-2011.

Although the Czech Republic’®otal government debtis lower than that of many EU
countries, it has started growing significantly &ese of decline in GDP. In addition to the
amount of debt, the high share of mandatory experelcombined with the expected effect
of demographic changes on pension and health garens expenditures poses a risk to public
finance sustainability in the context of the cutrenonomic slowdown. Besides the Czech
Republic, almost all EU countries have faced a a@tarally worsening fiscal situation in the
wake of the global economic crisis.

Chart 3.4: Decomposition of the fiscal deficit intats cyclical and structural components
(as % of GDP)
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Sources: CZS0O, CNB calculations.

Wage flexibility can enhance the economy’s ability to absorb shockshich the single
monetary policy cannot respond. The analyses itelitet real wage elasticity in the Czech
Republic was low in the past, as in the other ceemtunder comparison. In 2007-2010,
however, nominal wages responded to the evolutfoeconomic activity in the appropriate
direction and quite sensitively. Initially, in 2062008, the rate of growth of nominal wages
rose sharply in a situation of buoyant economiongno In 2009-2010, conversely, wage
growth slowed noticeably, dampening the impachefrecession on the Czech labour market.
Differences ininflation persistencein the monetary union countries could lead to ddfe

10 Automatic stabilisers act in the direction of aedimration in the fiscal balance at a time of emoit recession
and in the direction of an improvement in yearg@dnomic growth.
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impacts of the single monetary policy. Inflatiorrgistence in the Czech Republic is medium-
low among the countries under comparison.

The CzecHabour market situation reflects the impacts of the recent eatinaownturn. As

in the other countries under comparison, unemployngerising. Long-term unemployment
has also been rising since 2009 H2 and this pramasde expected to continue in 2010 and
2011. Structural unemployment is hovering around G%s is one of the lowest figures
among the countries under comparison. HoweverCitgeh Republic has persisting relatively
large regional differences. A large gap betweersbbalds’ supply of labour and businesses’
demand for labour is also apparent for some prifess

Although theinternational mobility of Czech workers is not very high, the increase in
foreign employment in the Czech Republic until 2088 and its subsequent decline as a
result of the economic slump can be regarded aabdity of economic adjustment. On the
other hand, the use of foreign labour in the preisperiod indicated the persistence of some
serious rigidities in the Czech labour market, asnand for low-skilled labour was not
satisfied from domestic sources.

The flexibility of the labour market is determintmla great extent by iigstitutional rules.
The effect of collective bargaining on wage setimghe Czech Republic is no higher than in
the current euro area members. The ratio of thenmim wage to the average wage was
rising until 2006. In the following two years, hoves, it decreased. This is important above
all in low-skilled jobs, for which the negative imgt of a high minimal wage on wage
flexibility can be greater. The costs of dismissiaigployees in the Czech Republic are
relatively high, particularly for open-ended shtatm contracts. In contrast to permanent
employment, employment protection is low in theecas temporary employment. Despite a
reduction in labour taxation owing to a tax refamtroduced in 2008, overall labour taxation
remains high in the Czech Republic. Implicit taxesmaare affected by health and social
insurance contributions more than by income tade filhancial incentives to accept a job in
the initial phase of unemployment in the Czech Répuare among the higher ones.
However, in the case of long-term unemploymentitioentives are small, particularly for
low-income households with children. In the lasbtyears, partial legislative changes have
been made to taxes and benefits. According to sitioms, however, these changes have not
resulted in any major improvement in the incentvevork.

In the area ofproduct market flexibility the situation is showing a gradual partial
improvement. In particular, gradual steps are bdaigen to simplify the procedures for

setting up businesses and carrying on businessgitesti However, the domestic business
environment is still more burdened with administt@tobstacles than that in most of the
countries under comparisopartly because of @oncurrent gradual improvement in the

business environments in those countri&s.in the other countries under comparison, the
corporate taxation rate has been declining recebily the overall tax burden on Czech
corporations is higher than in Portugal, HungantaRd and Slovakia.

Stability and effectiveness of the banking sectas a precondition for the sector to be able
to assist in absorbing economic shocks. Despitesttap economic decline and related
growth in credit losses, the Czech banking sectas able to generate sufficient operating
revenues and achieved high profitability by Eurapeamparison again in 2009. Czech banks
had created a sufficient capital buffer to deahvgbtential shocks by retaining a part of their
previous earnings. In mid-2010, the aggregate abpdequacy of the banking sector in the
Czech Republic was almost 15% (well above the e#gny threshold of 8%) and no bank

reported a ratio below 10%. The stability of thengstic banking sector, and hence its ability
to absorb external shocks and not generate shockhd domestic economy, is also being
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fostered by high balance sheet liquidity, whiclhased on an excess of primary deposits over
loans, and therefore by minimum dependence on frteided on foreign markets. The results
of stress tests conducted by the Czech Nationak Barbanks’ portfolios as of 30 June 2010
indicate that the Czech banking sector is alsoicefitly resilient to extremely adverse
macroeconomic and financial developments (see Gt

Chart 3.5: Evolution of the capital adequacy ratioaccording to CNB stress tests
(in %)
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Baseline scenario

Debt Crisis stress scenario

Note: The baseline scenario corresponds to the €Microeconomic forecast published in Inflation dtep
[1/2010.

The Debt Crisis stress scenario captures a combination of weakogaiz activity in the Czech Republic and
abroad and adverse financial market developmerittheAsame time, a crisis on the government bondkets
of the southern EU states is assumed, causing lmelexf 50% in the value of the Czech banking seésto
exposures to these countries. This scenario iSdenesl very extreme and highly improbable.

Source: CNB,
http://www.cnb.cz/miranda2/export/sites/www.cnbecdfinancial stability/stress_testing/2010/stresst fresul
ts 2010 2qg.pdf
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