








        Chapter 10
          Recent developments in the European Union: a look to the East

1.  Introduction

My speech today, three days following the elections for the new European Parliament, will start with some remarks on the electoral outcome and the European people’s vote. I will then move on to discuss what I believe are the three main challenges facing the European Union, especially given the heightened risk of a recession. I will make a small digression on whether a global recession is around the corner and finally, I will give my take on the question of the benefits and challenges of joining the euro area with reference to our host country, the Czech Republic and recalling the Greek experience.
2. European Parliament elections – the day after
Those of us who follow closely European events can confirm that the results of the European Parliament elections were (more or less) not unexpected. 
We were expecting greater political fragmentation and we now have a more divided pro-EU bloc that will include up to four parties (the Liberals and Greens made impressive gains). Overall, we can say that the pro-European centre has held firm in the face of what many saw as its biggest threat from anti-establishment parties. The populist, nationalist and Eurosceptic parties have advanced at Sunday’s elections, but not as much as we were originally expecting. This may be explained by the fact that a pro-European share of the electorate has come out to vote this time. 

But, also a new trend is now emerging where traditional centre-ground parties are losing ground fast. The centre-right European People’s Party (EPP: 178 seats) and the centre-left Socialists & Democrats (S&D: 152 seats) lost their joint majority in the European Parliament for the first time in 40 years. In many countries the two traditionally largest parties did not even obtain 50% of the votes between them. Among the new parties to be reckoned with in the new parliament are the Greens with 74 MEPs, showing that climate change has become one of the major concerns of the European electorate, particularly among the young population.

We were also expecting low voter participation, given the downward trend in voter turnout over the last 40 years. Surprisingly, voter participation reached its highest rate since 1994, at 51% from 42.6% in 2014. This is still below the level in most national elections, but considerably higher than that in most mid-term elections in the US (some have called the European elections a sort of “mid-term election”. 

Of course, we should not underestimate the populist and nationalist parties. In neighbouring Hungary, Victor Orban topped the polls with 52% of the vote. In old and new Member States alike, a share of the electorate have voted for populist, nationalist and eurosceptic parties (now holding 57 seats in the European Parliament). These parties opt for protectionist and anti-market measures and less prudent economic policies, having the potential to slow or block growth-promoting reforms. Lacking the pragmatism of mainstream parties, populists risk shifting away from the pro-business, pro-market policies towards some form of “big government”.

In some countries, such as my own, the European election results have triggered domestic political developments. In Greece, the Prime Minister has announced that he will call a snap election next week (to be held on 7 July). 

At European level, this new, fragmented pro-EU majority and what some have called “the end of the dominance of centre-left and centre-right” will definitely impact on the election of the European Commission President, to be approved by the European Parliament with an absolute majority. 
Also, the European Parliament must give its approval on the Brexit deal by a simple majority.

I was last week in London to give a speech at the Houses of Parliament and it struck me how committed and how confident the British feel about their country faring well in the future. In Europe, things will certainly deteriorate, if recession strikes.
3. Three main challenges facing Europe

As you know, we celebrate this year, euro’s 20th birthday. One good first decade, and the second decade, quite rough and turbulent times. Overall, the euro has been a success and it is an integral part of European integration that is supported by a majority of the public (at an all-time high at 74%, according to the latest Eurobarometer).

It is my personal view that there are three main challenges facing the European Union that will – I’m afraid – continue to exist. These three challenges will be sources of concern up until the 2024 European elections, unless a strong leadership team emerges, like the one in the 1990s, for instance.

The first challenge is migration and, more specifically, divisions between EU Member States over migration and asylum policy. Given that the migratory flows from poor countries (predominantly in Africa) will continue (there are already more than one million pending visa applications in the EU and, according to recent reports, Europe is the top destination for them), this will strengthen populism and divisions among European governments. Let me remind you that four member states have populist governments (Poland, Austria, Hungary, and Italy). The rising share of the vote for populist/nationalist parties carries the risk of an unofficial alliance against pro-European forces and policy inertia at EU level, given that populist parties focus on blocking and boycotting the policies of the EU and they might end up setting the agenda in European politics away from pro-business, pro-market policies.

A second challenge has to do with the fact that the North-European countries are still not willing to accept burden-sharing, a precondition for a full-blown EMU (fiscal transfers, Eurobond, EDIS, etc.).

Finally, the third challenge lies in the continuing divergence between the North and the South with regard to real wages and productivity and if Europe heads to a recession, this will complicate matters even more. Allow me to give you only one piece of evidence: since the introduction of the euro, cumulative growth in the North was more than 30% (Germany 30%, Finland 35%, The Netherlands 28%), while in the South, it was less than 1% (Italy 8%, Greece 4%, Portugal 14%, etc.).
A digression on the risk of a global recession
Please kindly allow me to make a small digression on the one million dollar question: “when is the next global recession?” I have travelled from the Atlantic in April to the Pacific in May at Rutgers Business School and Monash University respectively and gave speeches on this issue, so let me share with you here in Central Europe my insights on this question.

The global economy faces today several major risks. An intensification of trade restrictions could come at a high cost to global investment, jobs and living standards. Chinese growth may experience a sharper slowdown than expected. And, there is of course Brexit, and the nature of the future trading relationship between the two blocs in the short- and medium-term. 

An usually prolonged period of economic expansion followed the 2008 financial crisis. Given that this has been one of the longest post-war economic recoveries on record, market analysts fear another recession is looming. 

There is evidence of a slowdown – but not a recession – in the US, euro area and other advanced economies. The US growth rate is expected to decelerate to 2.3% in 2019, from 2.9% last year. Real GDP growth in the euro area was surprisingly sluggish in the second half of 2018, showing increased divergence among the largest euro area countries. Euro area growth is projected to drop to 1.1% in 2019 from 1.8% last year. In any case, the question is whether the world is better equipped than it was a decade ago to tackle a global economic recession. 

Last year, advanced economies had divergent growth rates and therefore adopted different stances on monetary policy. This trend seems to be reversing, as monetary authorities shift towards a more dovish bias in response to weakening economic momentum. 

The US Federal Reserve surprised markets with its highly accommodative message and announcements during its March meeting. Most Federal Open Market Committee members forecast that the central bank’s interest rate will remain at 2.5% throughout 2019, despite their projection in December 2018 for two 25 basis-point hikes this year. 

In March, the European Central Bank’s Governing Council also took a more accommodative stance than investors anticipated. It maintained its key rates, deposit rate and refinancing rate, at minus 0.4% and 0% respectively. The ECB extended its forward guidance on its key rates, indicating that it now expects them ‘to remain at their present levels at least through the end of 2019, and in any case for as long as necessary’ (previously it had indicated ‘through the summer of 2019’). 

In a highly integrated world economy, policy coordination is even more essential to mitigate the adverse effects of global shocks.

Allow me to use a sort of a Delphic oracle to answer the question whether a global recession is coming: NOT in the foreseeable future, meaning a late cycle, not yet the end of the cycle. But, then again, you may ask me when is the end of the current cycle: in one year, in two years, and so on? My answer then is the following: your (educated) guess is as good as mine!

4. Advantages and disadvantages of euro area accession
I will now turn to the advantages and disadvantages of euro area accession, particularly with reference to our host country.
4.1 Benefits from euro membership
First of all, EU funding is there as a result of EU membership, mainly through the EU’s structural and cohesion funds. Under the current EU budget (formally known as the Multiannual Financial Framework or MFF) for the period 2014-2020, the 6 CEE EU Member States (that are not members of the euro area) are allocated €157 billion or 45.4% of the total amount earmarked for the EU’s two structural funds (European Regional Development Fund - ERDF and the European Social Fund - ESF), and the Cohesion Fund. 
Among 6 CEE Member States, Poland is by far the largest recipient of EU structural and cohesion funds (22% of total allocations), followed by the Czech Republic (6.2% of total allocations). By way of comparison, Greece has been allocated €15.8 billion, which represent 4.6% of total allocations. The CEE economies enjoy around 4% of GDP gross inflows from the cohesion and CAP funds on average during the 2014-2020 EU budget cycle. 
Table 1 EU funds allocated to CEE Member States and Greece under the Multiannual Financial Framework (MFF) 2014-2020

[image: image1.emf]in eurosas % of total

Greece15,774,066,7814.6

Bulgaria7,312,413,7872.1

Croatia8,245,993,2532.4

Czech Republic21,501,038,9806.2

Hungary21,444,582,2716.2

Poland76,345,205,83222.0

Romania22,283,994,9966.4

Total346,289,772,498100

MFF 2014-2020

Allocations of EU funds

Note: The figures refer to the two structural funds, namely 

the European Regional Development Fund (ERDF) and the 

European Social Fund (ESF), and the Cohesion Fund (CF).

Source: European Commission 

(https://cohesiondata.ec.europa.eu/).


Note 2: Other countries: about €160 billion.

This may drop by 0.2%-0.7% of GDP under the new 2021-2027 budget, worth €1.28 trillion, accounting for 1.11% of EU gross national income, which is about 1/50th of most EU Member State government spending. 

  4.2 The Czech Republic potential euro membership
The economy 

The Czech economy has close trade and ownership links with the euro area. The business cycle of the Czech economy is highly aligned with the one of the euro area, albeit over the past years decreased, and also the exchange rate developments of the koruna against the dollar is close to the fluctuation of the euro with respect to the dollar. The current situation of public finances is favourable (with a fiscal surplus of around 1% and one of the lowest debt-to-GDP ratios (32%) in the EU) and would allow fiscal policy interventions if needed and the labour market is flexible. The banking sector is deemed to be resilient, however, rising residential property prices and associated loans remain a risk. 

The Czech economy has a high degree of openness and continues its shift towards more knowledge-intensive activities. Although it slowed down in 2018 compared to the previous year, it continues to operate above its potential with a GDP growth rate expected to reach 3.0% y-o-y (from 4.3% in 2017). The main driving force is domestic demand and specifically the growth of private consumption which has positive contribution to GDP growth in contrast with inventories and net exports which have a negative one.

The inflation rate is expected to reach 2.3% year-on-year in 2019, according to the IMF. Labour market conditions coupled with demographic constraints may be seen as potential downside risks for the country. Employment growth remained low (1.6%) in 2018 and it is estimated to further decease in following years, whereas population is further ageing and there is a shortage of skilled employees.

Macroeconomic risks remain primarily associated to the global factors that may affect sentiment on global markets. In addition, further protectionist measures in global trade and the actual conditions under which “Brexit” will take place remain major sources of external uncertainty. On the domestic front, some uncertainty is related to the potential effects of administrative measures in the coming years, including the third and fourth phase of the electronic sales registration and proposed VAT changes. 

Strong export performance and participation in global value chains (primarily with respect to manufacturing) contributed the most in the overall remarkable growth performance of the Czech Republic. The Czech Republic’s economy relies strongly on the car industry sector. With a share of about 6 % on gross value added in 2017, manufacturing of motor vehicle ranks high in the EU. When taking into account also supply chains, the industry accounts for around 10% of the economic output. Foreign-owned companies have a strong focus on exports. Despite representing only around 13% of trading firms, foreign-owned firms account for more than 80 % of total exports by value. FDI supports over 1/4 of all private sector jobs and 42% of the private sector’s value added. 

Monetary policy

The Czech National Bank kept its main policy rate unchanged at 1.75%, after it had increased it by 125 basis points in 2018. The CNB´s rate hikes in 2018 mainly reflected the ongoing inflationary pressures against the backdrop of a weaker-than-expected koruna. The exchange rate defied the central bank’s projections for appreciation in 2018 amid increasing uncertainty about the foreign demand development (weaker German and Chinese data, risk of trade wars and a potential hard Brexit, Italian budget plans, and an economic slowdown in China). While many of these risks may not materialize, a quick improvement of global sentiment that could trigger sharp koruna appreciation is unlikely, according to the CNB. The negative impact of the hard Brexit scenario on the Czech economy is likely to be partly offset by assuming a weaker koruna. 

One last remark about CNB policies and the countercyclical buffer. The countercyclical capital buffer (CCyB) is part of a set of macroprudential instruments, designed to help counter pro-cyclicality in the financial system. Currently, in the Czech Republic, the countercyclical capital buffer is 1.25% and will reach 1.75% by 2020. Today, the highest countercyclical capital buffers (at 2%) are applied in Sweden and Norway. Its aim is higher resilience of the financial system to risks associated with the behavior of the banking sector over the financial cycle and especially with large fluctuations in lending, which amplify cyclical swings in economic activity. Therefore, by increasing the CCyB rate at this stage, the CNB is looking to protect the banking sector against potential losses associated with a build-up of cyclical systemic risk and thereby support a sustainable provision of credit to the real economy through the financial cycle. Moreover, the setting of the rate at 1.75% acknowledges the exposure and susceptibility of the Czech Republic economy to a downturn or the materialization of cyclical systemic risk, potentially arising from an external shock. The decision also reflects the expected limited impact on the credit environment and real economy at this stage.

Figure 1A GDP per capita at PPP and 2B Price level of GDP (euro area = 100)
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The unfinished process of long - term convergence towards the advanced euro area countries remains a barrier to early euro adoption. Although this process has resumed in all key indicators in recent years, the distance of the Czech Republic from the euro area average remains significant in most indicators. If the euro was adopted, domestic inflation could rise above the CNB’s current 2% target due to equilibrium appreciation of the real exchange rate and convergence of the wage level. Czech GDP at purchasing power parity per capita has been converging towards the euro area average again since 2013, but is still lagging visibly behind it. This level only slightly exceeded 83% in 2017.  
Among the countries under comparison, the Czech Republic is more advanced than other Central European non-euro area countries, but still lags well behind core euro area countries such as Austria and Germany (see Figure 6A and 6B below). 

Following the accession of Lithuania on 1 January 2015, the process of euro area enlargement has stalled. Out of the 8 EU non-euro area Member States, two Member States have national currencies linked to the euro (see Figure 2 below). Bulgaria has stated its intent to join the interim Exchange Rate Mechanism (ERM2) and Denmark has opted out of euro area accession. 
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Source: European Commission, COM (2017) 821 final, “Further steps towards completing Europe’s Economic and Monetary Union: a roadmap”, p. 2. 

Upon EU entry, the Czech Republic obtained the status of a Member State with a derogation from the euro. But it is up to the Member State to fix the date for euro entry, depending on how prepared it is to join EMU. This should be assessed not only from the perspective of legal compatibility and compliance with the Maastricht criteria (see below). 

In order to function successfully in the EMU, it is important for the Czech economy to be able to operate without a flexible exchange rate of its currency and without an independent monetary policy as effective stabilising macroeconomic instruments. Of equal importance are the euro area’s economic and institutional situation and convergence of economic levels across countries. The current state of alignment of the Czech economy with the euro area economy with regard to potential euro adoption is assessed every year by the Czech Central Bank (CNB). 
According to the CNB, the timing of monetary union entry depends on the impact of the EMU – banking union configuration, i.e. whether the reform aimed at safeguarding the stability of the euro area in the event of another crisis in future, will be completed. The CNB also weighs the impact of the exact content of the euro adoption obligation, since it is has recently been tied to participation in the Banking Union and ESM by other EU countries, for instance in the case of Bulgaria. This implies an obligation to contribute to the ESM’s capital and assume all the rights and duties of membership, including the ESM’s claims on Greece which will not start to mature until 2034. The sustainability of the Greek debt is therefore also deemed an important fact for the Czech Republic’s decision to enter the EMU. Of course, the Czech Republic could adopt the euro without becoming a contracting party to the ESM, but the CNB fears that the euro area members can make their consent to euro adoption in the Czech Republic conditional on ESM entry.

The balance of the costs and benefits of introducing the euro will depend mainly on the timing of euro area entry. And a hard Brexit will weigh on that decision. The undoubted benefits in the form of a reduction in transaction costs and the elimination of exchange rate risk which will arise from euro adoption given the Czech economy’s strong links with the euro area economy have remained broadly unchanged. But the costs and potential risks depend on several parameters, including economic convergence with the euro area in the economic and price level, which affects the long-term outlook of the Czech economy. The degree of alignment with the euro area over the business cycle is also a crucial factor, since it is the one that determines the appropriateness of the single monetary conditions for the Czech economy. In addition, an important parameter is the economy’s ability to absorb potential asymmetric economic shocks using other adjustment mechanisms, lacking its own monetary policy. The Czech Republic would join the banking union upon entry into the EMU. As a result, a large proportion of the current powers of the national supervisory and resolution authorities would be transferred to EU authorities and supervision of systemically important banks would be performed by the ECB. A final factor that should be factored in are the direct financial costs and obligations of EMU entry and integration into the stabilisation mechanisms – both existing ones and those in the making as part of the deepening of the EMU. 
4.3 The “Verdict”
As you are aware, candidate countries for euro membership have to fulfil certain criteria, called the “Maastricht criteria”, designed to ensure nominal economic convergence between interested non-euro area countries with the Member States of the euro area.
Table 2 Maastricht convergence criteria [image: image4.jpg]What is measured?
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Source: European Commission. 

The Czech Republic is today compliant with all but one. Only the fifth criterion has not been met yet. An assessment of the exchange rate criterion would be possible only after the country joins the mechanism Exchange Rate Mechanism (ERM II) and the exchange rate fluctuations of the central rate of the koruna against the euro are monitored for a minimum of two years before assessment to adopt the euro. 
Public opinion
According to the latest Eurobarometer survey only 33% of Czechs support the adoption of the euro. I understand that clearly the public in this country is quite sceptical about entry into the euro and, more generally, about European integration, the EU and its institutions, despite the recent rise in popular support for the EU across the EU, as also shown by the higher participation in Sunday’s European elections (up by around 10%, from around 42% in 2014).

I am not here to advise you whether and when to join the euro area. As a eurozone central banker, though, the short answer to this question is tomorrow! However, it is wise to remember that ultimately the very establishment of the euro was a political decision since all the conditions required for entry were not all there for all the countries, but just for some! If we look at this from a theoretical point of view, the conditions for a viable monetary union first discussed by Bob Mundell, a great macroeconomist, are still not fulfilled. That is why many high-level American and British economists doubt the viability and predict the failure of the euro. In the case of my own country, euro entry was also a political decision. The truth of the matter is, though, that the euro area is an advanced economic club of countries, and the euro is the second most important reserve currency in the world! 
Finally, allow me here to share with you two words of caution from the Greek experience. 

The first word of caution concerns the conversion rate between your currency and the euro and my remarks apply to all candidate countries for euro area membership, not only to the Czech Republic. This conversion rate is the key to euro area accession and, once fixed, it is irrevocable for each participating currency, it determines the real exchange rate and helps the convergence of the economy. With the benefit of hindsight, I could share with you the Greek accession experience, where it is debatable even today if the entry to the eurozone back in 2001 was made on the valid conversion rate (overvalued) and also many people claim that the country needed more time to put its economy in order. Ex post, this is evident by the country’s economic devastation triggered by the global financial crisis back in 2008, which turned into a full-blown double crisis, namely sovereign and banking crisis, in my country.

The second word of caution concerns joining the Banking Union. Recently, membership of the euro area has been tied to participation in the Banking Union and the European Stability Mechanism, for the bailout of economies in difficulty. Especially for the banking sector, joining the euro must now go through checks and supervision of your banks by the ECB (in its SSM hat) at European level and the relevant agenda that goes with it, i.e. regular stress tests, potentially capital increases, BRRD rules, etc.

In closing, let me just say that ultimately any decision to adopt the single currency is up to the people and should be the result of a democratic process. You are fortunate to have in this country very good macroeconomists, but also a credible institution, your central bank, which enjoys a high reputation in the central banking world, your Governor, Jiri Rusnok, your former Governor, Miroslav Singer, Vice-Governor Marek Mora, are all good friends of mine, so you can take their advice before you make your democratic decision!
� Different versions have been delivered as a keynote speech at the Czech National Bank – OMFIF Conference held in Prague on 29 May 2019, and as a distinguished lecture at the University of New York in Prague on 11 February 2019.
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