











Key data

Real GDP growth (%) 5.3 3.6 6.2
Inflation (annual, %) 3.5 2.1 1.0
Budget balance* -4.5 -4.1 -3.6
Public debt* 45.7 47.1 47.7
Current account*® -4.0 -1.2 -3.0

Source: Kredyt Bank, Polish Central Statistical Office, Polish Ministry of Finance, National Bank of Poland.
* % of GDP
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Czech Republic

° Recession has ended, but economy will need several
years to recover fully

* Unemployment trend still negative, inflation subdued

° Budgetary position weakened, external trade posts
record surplus

* No euro adoption until 2016

Summary

After a deep decline, primarily stemming from subdued foreign demand, the Czech economy is returning to moder-
ate and uncertain growth. Both production and exports are starting to show surpluses, while foreign trade is post-
ing a new record-breaking surplus every month. In view of weak domestic demand, inflation remains very low, well
below the central bank'’s target. Interest rates and yields also remain low, but are not preventing the koruna from
resuming its appreciation. The budget management has worsened because of the recession, with the deficit having
approached 6% of GDP last year. We need to wait for May’s parliamentary election to see how the Czech Republic
will tackle its budget deficits. Nevertheless, given the outlook for public finances, the adoption of the euro does not

appear realistic before the end of 2015.

Macro developments and economic outlook

Economy will need several years to recover from
downturn

The Czech economy fell by 4.2% last year, much more
than during the previous recession of the late 1990s. The
rate at which the economy declined in late 2008 and early
2009 was exceptional. The economic downturn made
itself felt as long ago as late 2008, when industrial new
orders started to disappear rapidly; nonetheless, it was
at the beginning of last year that the economy dropped
dramatically, with GDP falling by 4.1% qg/qg. Thus industry,
after the years of driving economic growth, became the
main curb on the economy. The economy started to sta-
bilise slowly in the subsequent quarters of last year. The
introduction of what is known as the bonus for scrapping
cars in Germany, which greatly improved demand for cars
made in the CR, encouraged the economy significantly.

The latest figures clearly confirm that the recession in
the CR has already ended, and has been followed by a
period of a modest upswing. Favourable data are coming
from the export-oriented industry in particular. However,
the picture of the returned upswing is qualified by the
risks that could stem from the expiration of schemes to
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encourage Western European economies, notably the
scrapping bonuses. After growing by more than 20% last
year, the German new car market will be in for a decel-
eration, which will also affect Czech manufacturers. The
main factor likely to determine this year’s direction of the
economy will be foreign demand, as we cannot expect

Graph 1 - GDP growth
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any positive stimuli from domestic demand. Household
consumption will probably continue to be muted, due to
wage stagnation, combined with the rise in unemploy-
ment. Cuts in public budgets will lead to a reduction of
government consumption, and we do not expect invest-
ment to rise either. Unused capacity and poor prospects
for foreign demand are strongly curbing private invest-
ment. Only the public sector, supported by EU Funds, will
therefore be able to maintain its huge investments, which
will primarily go into infrastructure. Thus GDP may grow
by approximately 1.5% this year, while we anticipate that
it will be largely fuelled by the generation of inventories,
which dropped significantly last year. In spite of this rela-
tively favourable outlook, a W-shaped recovery, as also
envisaged by the Czech National Bank (CNB), remains a
realistic scenario.

Trade balance shows record-breaking surplus

The CR’s foreign trade posted a record-breaking surplus
of almost CZK 152 bn (EUR 5.7 bn) last year. While the
drop in exports (-13.8%) was enormous, it was more than
counterbalanced by the decline in overall imports by the
CR of over 17%. The fall in imports was fuelled not only
by cheaper raw materials and poor domestic demand,
but also by the reduction in export activities by domestic
firms, which use imported raw materials and components
in their production. In addition, the introduction of the
scrapping bonus in some European countries significantly
curbed the fall in exports in the second half of the year.
However, the improvement in the trade balance is likely
to come to a halt this year: firstly, domestic demand will
no longer fall as rapidly as last year; and secondly we
should anticipate an increase in raw material prices. We
are therefore expecting a moderate reduction of the
trade surplus by approximately CZK 20 bn. The impact on
the current account will be negligible, as this year's deficit
may rise to approximately 1.3% of GDP, from last year’s
1.0%. This deficit will continue to be easily covered by the
inflow of foreign capital.

Structural developments
Drop in contracts involves quick lay-offs

The unusually fast decline in the contracts of indus-
trial and construction firms led businesses to reduce the
number of agency workers rapidly as well as to cut their
core workforce. Thus the unemployment rate went up
from 6% 10 9.2% last year alone (Dec. 2009 vs. Dec. 2008),
consequently hitting a five-year high. And the beginning
of this year saw no change either, with unemployment

heading towards the 10% mark. Although we believe
that for seasonal reasons the unemployment rate may
temporarily dip below 9.5%, unfortunately no change in
the trend has been evident thus far. This year’s economic
growth will not be strong enough to generate a sufficient
number of new jobs and thus ensure a permanent decline
in unemployment. The recession not only made itself felt
in the increased unemployment rate but also influenced
wage developments. Although average wages rose by 4%
in real terms last year, this was no more than an apparent
increase, driven by the lay-offs of low-income staff. This
is reflected by the decline in the median wage, which
accordingly provides a truer picture of the labour market.
We also anticipate similar developments this year, when
the average wage is likely to fall even in real terms.

Weak demand curbs inflation

The recession has significantly curbed inflationary pres-
sures in the Czech economy. Thus year-on-year inflation
has been below the CNB's target since the beginning of
last year. Not even this year, for which the inflation target
has been reduced to 2%, will the central bank have any
obvious problem in hitting its target. Inflation is currently
just 0.6% y/y and remains not only below the target but
also below the CNB'’s latest forecast. While inflation is
likely to climb to slightly above the central bank’s target
in the second half of the year, this will be primarily due
to the low comparative baseline and to administrative
measures, i.e. the VAT and excise duty increases carried
out this year. Fuel prices, which shadow oil and petrol
price developments in global markets, continue to pose a
risk to inflation. On the other hand, weak demand, along

Graph 2 - Inflation and CNB’s target
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with the strengthening koruna, should counteract the rise
in inflation.

Czech Koruna: strengthening again after a sharp
drop

After the rapid depreciation that accompanied the inten-
sification of the global financial crisis and the growth of
risk aversion, the Czech koruna relatively quickly recov-
ered and started regaining its former strength. At the
beginning of April this year, the Czech currency again
moved closer to the threshold of 25 CZK/EUR and we
expect the koruna to break through this level this year.
Working to the benefit of the koruna will be very favour-
able developments in the current account of the balance
of payments and an increase in the inflow of foreign capi-
tal. Furthermore, the CR has been successful in obtaining
EU funds and, in addition, the country is becoming an
active issuer of government Eurobonds. Therefore, it is
hard to find arguments against the koruna, the only pos-
sible exception being the unpredictable aversion to risk,
although this should gradually decline as the economy
improves. We therefore expect the koruna to continue to
appreciate and that the pace of this appreciation will be
even more rapid than the central bank’s latest forecast.

Graph 3 - General government deficit
(% of GDP)
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European integration and the EMU

Economic slowdown has worsened the govern-
ment’s budgetary position

The economic slump has also negatively influenced the
Czech government’s budgets. After three years of encour-
aging results, the fiscal deficit once again topped 3%
of GDP, surging to 5.9% in 2009, more than double the
deficit registered in 2008. The budgets were affected by
a decrease in corporate taxes, insurance contributions,
and VAT, and also by an increase in social expenditure.
Consequently, the CR has far exceeded the limit set by the
Maastricht Treaty or the SGP; on the other hand, however,
and despite the high deficit, the general public debt of
the country remains well below the Maastricht limit.

The CR will therefore have to start dealing with the
structural deficit of the state budget over the next two
years: a problem which, until last year, was comfortably
offset — and perhaps slightly masked - by strong eco-
nomic growth. Thus budgetary reform will once again be
on the agenda and will probably have to focus on both
sides of the state budget, i.e. not only expenditure but
also revenue. Nevertheless, we will have to wait until
the parliamentary election at the end of May before we
know in which direction the reform efforts are heading. In
any case, it is clear that the election will not result in any
changes to this year’s budgetary outlook. Therefore, the
current strategy of government debt financing will con-
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tinue to apply, under which the Ministry of Finance will
have to borrow roughly CZK 280 billion this year to cover
its debt servicing and the planned deficit; however, the
government’s issuing activity on the bond market has not
been very strong so far and so we may speculate that the
government will rely on obtaining the necessary financing
in the second half of the year by issuing Eurobonds.

Rather weak issuing activity in the first half of the year
combined with the previous decrease in yields on the
European market is one of the reasons why bond yields
remain at relatively very low levels. However, gradual
economic recovery abroad may be expected to give rise to
inflationary expectations, thereby pushing yields higher,
which will also have an impact on the Czech market.

The government budget therefore remains the main
obstacle preventing the Czech Republic from adopting
the euro or entering into the ERM-2 in the near future.
Consequently, we do not expect the debate on the adop-
tion of the euro to not come into the spotlight until the
commencement of the public finance reform measures,
which will be totally in the hands of the new government.
However, we think that the Czech Republic is unlikely
to qualify for the euro before 2015 and 2016 therefore
remains the earliest year when the single currency might
be adopted.

Petr Dufek, CSOB Prague

Key data
A 05 2006 2007 2008 2009 200F  20lF
Real GDP growth (%) 4.5 6.3 6.8 6.1 2.5 -4.2 1.5 2.5
Inflation (annual, %) 2.8 1.9 2.5 2.8 6.3 1.0 1.7 2.0
Budget balance* -3.0 -3.6 -2.6 -0.7 -2.7 -5.9 -5.5 -5.0
Public debt* 30.1 29.7 29.4 29.0 30.0 35.4 41.0 44.0
Current account* -5.2 -1.3 -2.4 -3.2 -0.6 -1.0 -1.3 -1.3
FDI inflow* 4.5 9.4 3.8 6.0 3.0 1.4 1.5 1.8

Source: CNB, CSO, (S0B
* % of GDP
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Romania

°In 2009, the Romanian economy experienced a hard
landing as the credit crisis overturned the credit-driven
growth model

 External assistance from the EMU and the EU helped
stabilise the economy and restore market confidence.
However, growth in 2010 and 2011 will still be very
moderate.

* The country is still targeting EMU entry in 2015, but
in the wake of recent developments in the EMU and
Romania, this call looks highly premature.

Summary

During the second half of 2008, an era of superb growth in Romania came to an end. In addition, several factors that
had contributed to the strong growth performance of the previous years from then on conspired in a negative way.
The economy experienced a hard landing and tumbled into a deep recession. The country had to look for external
assistance. The downturn probably bottomed out at the end of last year. A gradual recovery is expected to take place
this year. However, the extremely favourable context of the pre-2008 era will not return soon. In cooperation with
the IMF and the EU Romania is implementing structural reforms, including a big effort to repair government finances.
This austerity plan will slow the real convergence towards the level of other EU countries in the year(s) to come. The
still low level of convergence with the rest of the EU/EMU also raises questions about the case for an ‘early’ adoption
of the euro.

Macro developments and economic outlook

Model of credit-driven growth of domestic demand
stalled

Over the years 2001/2008 real GDP growth in Romania
averaged 6.2%. The process of EU entry triggered a strong
growth dynamic with both domestic and external demand
contributing to this self-reinforcing growth spiral.

In the run-up to EU entry and immediately afterwards in
2007, Romania attracted strong investment inflows. In
part these were aimed at establishing production/export
capacity. Part of this capital inflow also went to domesti-
cally oriented activities, including foreign investment in
the banking sector. However, in retrospect, these invest-
ments were not able to lay the groundwork for a model
of sustainable and balanced economic growth. Domestic
demand, rather than foreign demand, became an ever
more important source of Romanian growth. From 2003
onwards, net exports made (large) negative contributions
to Romanian growth. This strong dynamic of domestic
demand was supported by a sharp rise in disposable
income and high credit growth.

As was the case in many other countries, the protracted
credit-driven growth of domestic demand led to an
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unsustainable build-up of imbalances. The current account
deficit rose to more than 12% of GDP in 2008. Romanian
wage cost growth outpaced productivity growth, under-
mining the country’s competitive position. Inflation rose
to a peak of 8.4% in the first half of 2008. The real effec-
tive exchange rate of the leu rose by more than 35% from
2000 to the end of 2007. Until 2004, the high inflation
was offset by a nominal decline of the leu. However, from

Graph 1 - Net exports made a positive contribution to growth
for the first time since 2003
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2005, the combination of a strong leu and persistent high
inflation caused a steep rise in the countries’ real effective
exchange rate (REER). A strong currency, low real interest
rates, the availability of cheap foreign currency financing
and a pro-cyclical fiscal policy all reinforced the pattern of
uneven domestic growth.

As was the case for several countries in a similar situation,
the credit crisis put an abrupt break on this growth model.
Export demand dried up as the crisis hammered demand in
Romania’s major export markets. On top of that, the avail-
ability of cheap (foreign) credit also dried up, reinforcing
the downturn in domestic consumption and investment.
The domestic sector also experienced negative balance
sheet effects due to its exposure to foreign currency lend-
ing, adding to the negative spiral.

In order to secure the financing of its external obligations
and its rising government budget deficit, the country
went in search of external assistance. In a joint effort, the
IMF, the EU, the Worldbank, the EIB and the EBRD agreed
to put in place financial assistance totalling up to EUR 20
bn. The availability of the funding was made conditional
on the implementation of a strict reform programme tar-
geting areas of fiscal policy, structural reform and finan-
cial supervision.

Looking back on the 2009 economic performance, the
external support was highly welcome as the collapse of
economic activity in Romania was much more aggres-
sive than had been expected at the start of the crisis and
even when the IMF agreement was concluded in May.
According to an initial estimate, Romanian economic
growth declined by 7.1% in 2009. Domestic demand col-
lapsed by over 14% on 2008.

Structural developments
External deficit returns to a sustainable level

The flip-side of this implosion of domestic demand was
a sharp decline/improvement in the country’s current
account deficit. The trade balance improved sharply as
imports declined much more steeply than exports. The cur-
rent account deficit declined from 12.3% of GDP in 2008
to around 4.0% last year. This sharp decline in the current
account deficit was also an important factor for the return
to more sustainable levels of the foreign financing needs.
The current account deficit was more or less covered by
FDI, even as FDI flows fell sharply from 2008. The financial
crisis caused several changes in the structure and financ-
ing flows of the external position. Romania received large
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capital inflows from official creditors like the IMF and
the EU, but, a big part of these inflows was offset as the
domestic banking sector repaid (i.e. didn‘t roll over) a part
of the mostly short-term credit from foreign creditors. This
development was partly the consequence of the delever-
aging of the financial sector globally as (foreign) financial
institutions were less inclined to provide credit. However,
foreign parent companies of domestic banks maintained
the longer-term commitment to their activity in the coun-
try. On the other hand, the repayment of foreign liabili-
ties was also due to a decline of domestic actors’ demand
for foreign funding via the banking sector. On the other
hand, there was still a decent positive inflow of funds via
the credit provided by other private creditors (around 2%
of GDP), e.g. via intercompany loans.

At the start of 2009, the funding of the foreign debt was
one of the key issues for Romanian policy-makers. For 2010
and 2011 one might expect the current account deficit
to rise again slightly as an (albeit moderate) rebound in
domestic demand could reverse part of the implosion of
import demand seen in 2009. However, the growth in
domestic demand is expected to remain very moderate
due to the budgetary austerity package to be implemented
throughout the coming year. On top of that, exports are
expected to rebound due the economic recovery in the EU
and the rest of the world. Romania should be able to regain
market share in the wake of the improved competitive posi-
tion after the depreciation of the (real) effective exchange
rate of the leu since mid 2008. In this context, one might
expect the current account deficit to rise only moderately
to around 5% of GDP this year and next. Such a deficit
should be considered as sustainable for a country that is

Graph 2 - Global downturn hammers Romanian
export and production
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engaged in a long-term catch-up convergence process. The
financing of a deficit of this order should pose no problem
in a relatively stable financial environment, even though
the room for foreign financing via the banking sector will
be limited. FDI, inter-company loans and capital support
from the EU should allow Romania to finance this gap.

Profound budgetary overhaul needed despite low
government debt

The budgetary austerity measures of the IMF assistance
plan will be an important factor for the development of
the Romanian economy in the period 2010-2012, espe-
cially as Romania still aims to fulfil the Maastricht criteria
as soon as possible in order to apply for euro adoption.

In the pre-crisis era, Romanian government finances
appeared at first sight to be very healthy and on a sustain-
able path. The government deficit between 2002 and 2007
was below the 3% mark and the government debt/GDP
ratio dropped to less than 20%. However, the economic
crisis showed that the Romanian government balance was
not really ‘sustainable’, even though these budget/debt
parameters looked extremely ‘favourable’ in comparison
with average EU levels. In retrospect, the composition/
structure of the Romanian budget turned out to be highly
pro-cyclical. The U-turn in the economic cycle caused
the budget deficit to rise from -5.4% in 2008 to -8.3%
in 2009, despite the measures already implemented last
year to reduce the public sector wage bill. According to
the February revision of the agreement with the IMF, the
budget deficit is expected to be reduced to 5.9% this year.
The achievement of this target might be challenging. The
implementation of the public sector wage reform and the
reform of the pension system are far from assured from
a political point of view and might face social resistance.
The government is still aiming to reduce the government
deficit to the 3% Maastricht criterion by 2012. However,
this is still a very long call that might be very difficult or
all but impossible to achieve.

Inflation and monetary policy

The sharp downturn in economic activity caused inflation
to decline to 4.7% by year-end 2009, down from 6.3% at
the end of 2008. Inflation was therefore still above the
3.5% +/- 1% band. The March 2010 level was reported
at 4.2%. Rather modest growth, the big output gap and
a stronger leu in a y/y perspective should help inflation
return to within the NBR target band later this year.
Measures to reduce public wage growth might have a
dampening effect on wage growth in other parts of the
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economy. Increases in excise duties and regulated prices
have had an upward impact on headline inflation since
late last year. These will drop out of the equation later
this year, making it easier for inflation to return to within
the NBR inflation target band. Inflation might therefore
decline toward the 3.5% level by the end of the year.
Moderate growth in 2010 and 2011, rising unemploy-
ment, the implementation of the budget austerity plan
and low credit growth should create a context for infla-
tion to stay close to the NBR target in 2010 and 2011.
Nevertheless, domestic rigidities and an asymmetric pass-
through of currency depreciation/appreciation in the level
of domestic prices might still slow the disinflation process.
Higher energy prices remain a risk factor for the relatively
favourable inflation outlook.

Moderating inflationary pressures, easing pressures on the
currency market and in global markets and an improve-
ment in investor confidence after the approval of the IMF/
EU support package allowed the NBR to ease monetary
policy throughout 2009. The central bank reduced the
reserve requirements and gradually lowered its policy rate.
This process was temporarily interrupted during the last
quarter of 2009. Political uncertainty due the presidential
elections and a temporary delay in the conclusion of the
second review of the Stand-By Arrangement caused a
temporary flare-up of investor caution towards Romania.
However, after the elections the president managed to
secure a majority in parliament. Tensions eased and since
the start of the year the NBR has reduced the key rate
further to 6.5% (It was at 10% last year in May when the
IMF SBA was agreed). If the inflation environment were to
remain favourable, there might be room for some addi-

Graph 3 - Decline of the leu improved Romania’s
competitive position
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tional, albeit moderate easing. Uncertainty over the imple-
mentation of the structural/budgetary measures and the
country’s aim of joining the euro as soon as possible might
make the NBR rather cautious about further rate cuts.

The improvement in the current account deficit, favour-
able capital flows and global investor risk appetite for
high-yield assets are supportive for the Romanian curren-
cy. A moderately strong currency will also help Romania
achieve the Maastricht inflation target. However, as exces-
sive leu strength would weigh on the already very moder-
ate growth, one might expect the central bank to step in
to slow a too aggressive rise of the leu. We see room for
the leu to appreciate gradually to the EUR/RON 4.05 area
(from 4.14 currently) on a one-year horizon.

European integration and the EMU
EMU entry: more than a distant dream

Romania has no EMU opt-out clause. So, according to the
EU rules, Romania should try to enter EMU as soon as
possible. In order to introduce the euro, Romania needs
to meet the Maastricht criteria. Until 2007 it looked as
though meeting the Maastricht criteria on a five-year
horizon should be feasible, with the inflation target
the most difficult to achieve due to the strong growth/
overheating of the economy. However, since 2007/2008
the outlook for the Romanian economy has completely
changed. Inflationary pressures have eased, but infla-
tion is still well above the Maastricht criterion. On top
of that, low growth and deflationary tensions might put
the reference point for the inflation target at a very low
level in the next two to three years. Apart from the infla-
tion target, meeting the budget deficit criterion is no
longer the sure thing it was a few years ago. The govern-
ment debt level of 60% of GDP will not be a problem.
By implementing the IMF SBA agreement and according
to the convergence plan, Romania still aims to reach the
3% Maastricht budget deficit target in 2012. This will be

highly challenging. Nevertheless, until now the govern-
ment still intends to enter ERM Il in 2012, so as to receive
approval for EMU entry in 2014 in order to adopt the euro
on January 2015. The developments over the previous two
years have shown that the swings in the global economic
cycle might cause the prospects for realisation of the EMU
entry criteria to change and become unrealistic in very
short period of time. The 2014 evaluation point may still
be a long way off, but aside from the assessment as to
whether it will be feasible to meet the Maastricht criteria
within the timetable set out by the government, a more
fundamental question might be raised.

Recent problems within the euro zone have more than
ever fuelled the debate as to whether it is a good option
for a country like Romania to enter the euro area while
real convergence remains very low. The recent experi-
ence of countries like Greece and Spain has illustrated
the potential danger of (too) low real interest rates for
economies that still have a big convergence gap to fill.
The convergence in the standard of living might be driven
by a credit-driven catch-up in domestic demand, while
supply factors fail to track the productive gains in the
stronger countries of the union. After the recent crisis,
Romanian policy-makers are probably well aware of the
risk of such an economic path to convergence. However,
as the real convergence gap between Romania and the
EU/EMU is still very wide, there is a real risk that a credit-
driven growth spurt could resurface at some point. Rather
than trying to make an assessment as to whether Romania
will be able to adopt the euro in early 2015 or one or two
years later, the real question is what level of real conver-
gence is needed to start the preparations for EMU entry.
In this respect, Romania has still a long way to go. We are
well aware that this assessment involves the implicit rejec-
tion of the Maastricht criteria as an appropriate frame-
work for an evaluation of EMU entry.

Peter Wuyts, KBC Brussels

Key data
Real GDP growth (%) 8.5 4.2
Inflation (annual, %) 11.9 9.1
Budget balance* -1.2 -1.2
Public debt* 18.7 15.8
Current account* -8.4 -8.6
FDI inflow* 8.4 6.6

Source: Eurostat, EC, NBR, KBC estimates/forecasts

* % of GDP

7.9 6.3 7.3 -7.1 1.0 3.0
6.6 4.9 7.9 5.6 4.3 3.4
-2.2 -2.5 -5.4 -8.3 -6.0 -4.5
12.4 12.6 13.3 23.7 27.0 32.0
-10.6 -13.6 -12.3 -b.4 -5.0 -5.5
8.9 5.7 6.6 4.0 5.0 5.5
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Bulgaria

* Bulgaria has been hard hit, as the global crisis put an
end to the boom years

° Adjustment takes time as the rebalancing of the exter-
nal position is incomplete

* The economy should broadly stabilise in 2010, setting
the stage for a more vigorous recovery in 2011

* The return of a rapid catch-up process is unlikely unless
the country takes firm reform action

* The government has unexpectedly called off ERM-2
entry. It may be appropriate in the aftermath of the
crisis to reconsider fast EMU entry altogether

Summary

The financial crisis aborted a decade of rapid economic growth in which living standards started to converge towards
EU levels, even though the gap remains wide. The crisis brought the unsustainable nature of the previous boom to
the fore and pushed the economy into a deep recession. In 2010 a broad stabilisation of the economy is likely, setting
the stage for stronger growth in 2011. However, growth will remain well below the levels of the previous decade and
living standards will converge much more slowly towards EU averages unless profound structural reforms are made.
Bulgaria should not have undue problems qualifying for euro adoption on the basis of the Maastricht criteria, but
recent developments and economic theory suggest that the country should not aim for fast EMU entry or at least that
the authorities should wait to see what kind of EMU rises out the ashes of the financial crisis before contemplating

EMU entry.

Macro developments and economic outlook
Some longer-term developments

In the five years preceding the Great Recession of 2009,
Bulgarian GDP grew by slightly more than 6% per annum
and the performance is still outstanding when consider-
ing the period since the Bulgarian crisis of 1996/97, which
finally brought the difficult post-Communist era adjust-
ment to an end. During these 11 years growth averaged
5.15% per annum.

Living standards have improved substantially since 1998.
This improvement pops up in the Eurostat statistics on
the real convergence in the European Union. In 1997,
Bulgarian per capita GDP (on PPP metrics) amounted to
26.4% of the average EU-25 level, rising to 41.3% in 2008,
the latest figure available. While the improvement is
impressive, living standards are still very low and together
with those in Romania are the lowest in the whole
European Union. The improvement in living standards in
the past 12 years has not prevented the adverse develop-
ment of demographics. Indeed, the population, currently
about 7.6 million, has shrunk by 1.1 million since 1990,
and while the pace of decline has slowed somewhat, it
remains negative.
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The booming economy in recent years was driven by
massive capital inflows, mostly coming from the mature
European economies, which were looking to exploit the
opening up of the Central European labour markets. The
lower wage costs allowed many West European firms to
lower their production costs, enabling them to withstand
the competition from Asian producers. The products made
in the Central European countries thus found their way
back to the more mature European countries. The large
capital inflows however also generated a domestic credit-
driven demand boom, resulting in strong GDP growth and
expanded employment. Consequently, the current account
deficits widened to extremely high levels (of around 25%
of GDP in Bulgaria), housing bubbles popped up, high
wage growth that exceeded productivity growth became
the norm and inflation rose to double-digit levels.

Deep recession in 20009......

The default of Lehman Brothers in the fall of 2008 provided
the signal that pushed the overheated Bulgarian economy
over the cliff. Capital inflows fell dramatically, leading to
a contraction in domestic demand, while trade slowed
substantially due to the lack of trade finance and the
deep recession experienced by the main trading partners.
Following growth of 6% in 2008, the economy contracted
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by 5% in 2009. Looking to the drivers of the economy in
2009, private consumption fell by 6.2%, suffering from
higher unemployment, tighter credit (credit crunch) and
steep falls in housing prices. Overall investment, which
had still surged by 20% in 2008, plunged by 27% in 2009
on reduced capital inflows, idle production capacity as
demand dropped, and lower housing investments. The
trade flows shrank sharply, but as imports fell more than
exports, net exports actually contributed positively to GDP.

...followed by a slow recovery in 2010

For this year, a broad stabilisation of the economy is likely
and any growth in GDP in 2010 is likely to be modest.
The necessary adjustment — a rebalancing of the economy
towards the tradable sector from the non-tradable one
- is not yet complete. Domestic demand will therefore
remain negative in 2010, but will probably just be offset
by (net) export growth and restocking. The recovery in
exports and inventories has already started, but domestic
demand is, as expected, providing a headwind.

The EU confidence surveys — the timeliest cyclical indica-
tors — show that while Bulgarian business and consumer
confidence (see graphs) is off the bottom, the cyclical
recovery is tepid and is lagging not only the improvement
in EU confidence as a whole but also all other Central
European countries, including the hard-hit Baltic states.

The Currency Board arrangement prevented the Bulgarian
economy from improving its competitiveness via a weaker
exchange rate, as some of its competitors were able to.
Therefore, the adjustment needs to be done in the real
sphere, which is more difficult and time-consuming.
So Bulgarian firms will continue to shed labour and
wage growth may have to slow further, hitting domestic
demand. Economic recovery in the main EMU trading
partners, Germany and Italy, will probably be slow, while
closer to home, exports to Greece, the country’s second
largest export market, will be negatively affected by
the plunge in Greek demand due to the austerity policy
adopted by the Greek government. To conclude, trade will
be a positive driver of growth in 2010, but will not be able
to pull overall growth up sharply.

Stronger growth in 2011, but structural reform
needed to raise trend growth

In 2011, the Bulgarian economy may grow more strongly
again as the adjustment will have been completed.
However, it is unlikely to return to the post-crisis growth
levels of about 6% — which in hindsight were unsustain-

able, unless structural reforms are speeded up. The IMF
focussed on the need for reforms in its March 2010 Article
4 Consultation statement: the rebalancing from the non-
tradable to the tradable sector needs slower wage growth
in the medium term. Rationalising public administration
and making it more efficient and effective is needed to
create room for expenditure on the supply side of the
economy, such as the improvement of infrastructure, edu-
cation and training. Containing public wage growth could
help limit economy-wide wage growth and increase com-
petitiveness. The pension and health care systems need
urgent reform, while a renewed push for privatisation
would enlarge the role of the private sector.

To conclude, future growth will in the absence of further
structural reform be lower than over the past ten years
and the rise in living standards will slow, maintaining a
wide gap on standards throughout the European Union.

Structural developments

High external private sector debt leaves country
vulnerable

The very high current account deficits (25% of GDP), the
low savings ratio and the double-digit inflation showed
that the Bulgarian economy had structural problems.
The huge capital inflows and the apparently strong pub-
lic finances masked these imbalances until the Lehman
default wake-up. The capital inflows will remain very
modest this year, as the January-February figures show a
further decline, and while they might recover somewhat
from the low levels during the crisis, they will remain well

Graph 1 - Business confidence
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below the levels reached in the boom years.

The external imbalance was due to the private sector in
Bulgaria, contrary to the situation in many other countries
like Greece, where the public sector is the main source
of imbalance. The string of current account deficits accu-
mulated in a sharply rising external debt, from 69.1% of
GDP in 2004 to 114.4% of GDP in 2009, of which the lion’s
share is private sector debt. This leaves the country highly
vulnerable to a debt crisis, which usually end up in large
part in a transfer of private sector to public sector debt.
We suspect that the currency board arrangement facili-
tates the increase in private sector foreign debt, as house-
holds and firms often disregard the foreign exchange risk
and look for lower interest rates than those for euro bor-
rowing. So the authorities should keep a close eye on such
external debt dynamics and prevent them from becoming
too important. Indeed, while the authorities might wish
to keep the currency board in perpetuity, there may be
occasions when a change in parity might help address
an adverse shock, but the existence of high foreign debt
could make such an option unworkable.

The current account has already adjusted to some extent,
as the deficit fell from 23% of GDP in 2008 to 7.8% in
2009. However, it would be better if some further adjust-
ment were made.

Fiscal surplus shifts to deficit

The fiscal headline figures look impeccable with a debt to
GDP ratio of only 14.7% in 2009. The Bulgarian government
ran a budget surplus (ESA 95 basis) in each of the five years
before 2009, so as to offset (with only modest success) the
impact of external deficits and capital inflows on the econ-
omy. Indeed, despite these budget surpluses, the economy
overheated. In 2009, the public deficit of 1.9% still looked
very modest by international standards. However, a few
weeks ago, the Prime Minister unexpectedly revised the
2009 deficit from -1.9% to -3.7% of GDP and the 2008 sur-
plus from 1.8% of GDP to 0.3% of GDP. The Prime Minister
justified the revisions by saying that the previous socialist-
led government had left behind more than 150 unaccount-
ed for procurement deals. This could have an impact on the
EMU strategy of the government (see below).

At 3.7% of GDP, the 2009 budget deficit might look man-
ageable, but it nevertheless points to the need for a restruc-
turing of fiscal policy in 2010, and not just because of the
external debt vulnerability: the adjustment is also needed
because the domestic-demand revenue boom has ended.
In 2007-2008, this boom was used to increase expenditure,
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and a prolongation of this expenditure trend, which still
accelerated in the first half of 2009, would have led to
large fiscal deficits. Despite the correction of fiscal policy in
the second half of 2009, the budgetary situation remains
challenging in 2010, especially after the upward revision
of the 2008-09 deficits. Indeed, the government aimed at a
balanced budget in 2010 and beyond and we haven't seen
signals that the government has plans to adjust the fiscal
deficit path. However, all in all, it is likely that the govern-
ment will undershoot its target and report a budget deficit
in 2010 too. The revenue targets are too ambitious and
some slippage in spending isn't ruled out either.

Inflation under control, as output gap is wide

The overheating of the economy pushed inflation to
12.4% in 2008 before slowing sharply to 2.4% in 2009.
Inflation is expected to remain around 2009 levels in the
years ahead. Core inflation (excluding energy, food and
alcohol) slowed to 2.1% y/y in February from 7.9% y/y in
February 2009. The wide output gap is keeping inflation
under control, with administrative prices and the gyra-
tions of energy prices the only sources of price volatility.

European integration and the EMU

The Bulgarian government aspires to fast entry into EMU
and had planned an entry into ERM-2 exchange rate
mechanism, often called the waiting room to euro adop-
tion, in mid-2010, leading to possible euro adoption in
early 2013. However, a few weeks ago, the Prime Minister
announced that the demand for ERM-2 entry would be
delayed, as "irregularities” by the previous socialist-led

Graph 2 - Consumer confidence
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government had led to an underreporting of the 2009
deficit and an overreporting of the 2008 surplus. The
Finance Minister suggested recently that Bulgaria may
apply for ERM-2 membership by the end of 2010.

We think that the EU authorities will do their utmost to
convince Bulgaria not to apply in the short term, even if
the Maastricht criteria still govern the membership issue
and Bulgaria could readily comply with all the criteria.
Indeed, the fiscal criteria will have been fulfilled from
2010 onwards; the currency board arrangement should
make it easy to comply with the FX stability criterion,
while the deep recession will keep inflation sufficiently in
check for the next few years.

The financial crisis has however shown that the Maastricht
criteria are totally inadequate for judging the readiness of
a country to thrive within the EMU zone. Countries with a
low level of convergence will find it very difficult to develop
their economy harmoniously, as the low EMU interest rates
are inappropriate for such countries. Indeed, as the currency
is irrevocably fixed upon EMU entry (against the euro), the
appreciation of the real effective exchange of a country -
an inevitable by-product of real convergence — will push
inflation higher. Higher inflation and higher growth in the
context of very low nominal rates leads to negative real
interest rates, credit booms and bubbles. The case of the
Baltic countries, but also Bulgaria, all with currency boards,
is straightforward in this respect, but also inside the EMU,
countries with far higher real convergence rates such as
Greece or Spain are experiencing these kinds of problems.

The financial crisis brought also to the surface the fact
that current account deficits may grow for longer and
more radically within the EMU, thereby hiding a loss of
competitiveness and delaying the necessary adjustment.
However, once it comes, the adjustment needs to happen
in the real sphere, which is incredibly difficult.

These developments also show how difficult it is for

countries to safeguard their competitiveness against the
anchor country Germany and its satellites, which follow a
highly orthodox, ruthless policy focussed on cost efficiency.
Entering such an EMU requires a similar kind of policy. In
theory this is not impossible to implement, but it should be
embedded in a country’s genes or in other words requires
a strong consensus concerning economic discipline that
usually takes decades to achieve. Is such a consensus
already in place in Bulgaria? We don’t think so. Political
scandals, corruption, legal uncertainties and doubts about
the judiciary are signs that the necessary maturity for a dif-
ficult stay inside the EMU is still largely absent. EMU entry
is often seen by countries as a destination rather than a
journey. Countries should be aware that entry doesn't
mean the country enters the Promised Land, but that it
is only the start of a difficult journey that will eventually
result in a better economic future for its citizens.

Before the recent crisis, countries aspiring to entry could still
entertain the notion that entry meant that the other EMU
countries would be ready to come to the rescue when things
went awry. Following the Greek drama, hoping for such an
outcome would be reckless. The EMU is going through a
difficult period and it is still unclear what kind of EMU will
prevail in the end. Especially for countries with a currency
board, it is tempting to exchange that regime for euro adop-
tion, as the currency board already sharply limits the use of
the currency and interest rates as an economic tool and the
euro offer still lower rates. However, the currency board
arrangement still allows a currency re-alignment, whereas in
the case of euro adoption there is no way back apart from a
very costly re-introduction of a national currency.

So, while there are plenty of arguments in favour of stay-
ing out of the EMU until real conversion is much more
advanced, the uncertainties about the future nature of
EMU should at least convince Bulgarian policy-makers not
to push for a fast entry into EMU.

Piet Lammens, KBC Brussels

Key data
Real GDP growth (%) 6.6 6.2
Inflation (annual, %) 6.1 5.0
Budget balance* 1.6 1.9
Public debt* 37.9 29.2
Current account* -6.0 -11.2
FDI inflow* 8.4 111

Source: EC Commission, IMF, BNB, KBC

* % of GDP

6.3 6.2 6.0 -5.0 0.2 3.0
7.3 8.4 12.4 2.8 2.2 2.5
3.0 0.1 0.3 -3.7 -2.0 0.0
22.7 18.2 14.1 14.7 15.5 15.5
-17.8 -29.3 -23.0 -7.8 -5.5 -6.5
17.7 21.0 18.0 7.8 5.0 6.0
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